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ICDS VIII — Securities




Sensex surges
over 100 points,
Nifty nears

lifetime high.

- ET market news, 13 September 2017




ICDS VIII — Securities
Scope

Securities held as
stock-in-trade
(Part A)

Securities held by a
scheduled bank or public
financial institutions formed
under a Central or State Act
or so declared under the
Indian Companies Act
(Part B)




ICDS VIII — Securities
Part A — Securities held as stock-in-trade

 Definition of securities — section 2(h) of the Securities Contract
(Regulation) Act, 1956 and excludes derivatives

* Revised ICDS-VIII has expressly added the term “shares of a
company in which public is not substantially interested” to the

definition of securities

« ICDS deals with securities held as stock-in-trade — shall be carried at
actual cost (including purchase price, brokerage, cess, tax, etc.) or NRV,
whichever is lower at year-end

« Securities not listed or not quoted regularly will be recognised at actual
cost



ICDS VIII — Securities
Part A — Securities held as stock-in-trade

== Comparison for cost v. net realizable value

« Comparison to be done category-wise and not individual basis which has been also
clarified in FAQ no. 19 — CBDT Clarification dated 23 March 2017

» For this purpose, securities shall be classified as: shares, debt securities,
convertible securities and any other securities

« Unpaid interest accrued before the acquisition of an interest-bearing security
included in the price paid for the security — deduced from actual cost to the extent
it pertains to pre-acquisition period

s FIFO basis or weighted average cost

* Cost of security shall be determined on FIFO basis or weighted average cost if the
actual cost initially recognised cannot be ascertained by reference to specified
identification




ICDS VIII — Securities
Impact of FAQ 19

Security Category Cost NRV Lower of cost ICDS
or NRV value
A Share 100 75 75
B Share 120 150 120
C Share 140 120 120
D Share 200 190 190
Total 560 535 505 535
E Debenture 150 160 150
F Debenture 105 90 90
G Debenture 125 135 125
H Debenture 220 230 220
Total 600 615 585 600
Securities Total 1160 1150 1090 1135

Category wise valuation of securities could lead to early taxation



ICDS VIII — Securities

Case Study 1

Security

Category

Comments

Name of stock Actual Cost NRV ICDS VIII is
ABC Co 500 1.050 applicable — Shares
' will be valued at
XYZ Co 2,200 1,960 actual cost initially
- recognized or NRYV,
) whichever is lower
ng:?((—ji)n—::]re;.geas PQR Co 200 240 and the comparison
STU Co. 100 150 shall be done

category-wise.
Total 3,350 3,750 Therefore, equities
to be valued at

3,350

Equities Name of stock | Actual Cost NRV ICDS VIl IS
(unlisted) hgld ABC Co 5000 1,050 applicable -
as stock-in- However, unlisted
trade XYZ Co 2,200 1,960 securities will be
Total 7 200 3 010 valued at actual

cost initially
recognized.
Therefore, equities
to be valued at
7,200




ICDS VIII — Securities
Case Study 2

Conversion of a security held as capital asset into stock-in-trade

Year 1 — Securities held as capital asset (Investment)
Year 2 — Conversion into stock-in-trade, business is commenced on conversion

What will be the opening value in year 2 (i.e. cost when the securities were
acquired or the FMV considered for capital gains) if business was commenced
by conversion of securities held as capital asset into stock-in-trade

ICDS provides that in case of a business that commences during the previous
year, the opening value shall be the cost of securities on commencement of
business

Section 45(2) of the Act provides that on conversion of a capital asset into
stock-in-trade, the FMV of the asset as on the date of conversion shall be
deemed to be the full value of consideration for capital gains purposes

Computation of business profits?
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ICDS VIII — Securities

Part B — Securities held by a scheduled bank or public financial
Institutions formed under a Central or State Act or so declared
under the Indian Companies Act

-

» Clause (ii) of the Explanation to clause (viia) of sub-section (1) of section 36 of the
Act.

Definition of securities

o Section 2(h) of the Securities Contract (Regulation) Act, 1956 and shall include
shares of a company in which public is not substantially interested.

Classification, Recognition and Measurement of Securities (Para 3) @

» Securities shall be classified, recognised and measured in accordance with the
extant guidelines issued by the Reserve Bank of India in this regard and any claim
for deduction in excess of the said guidelines shall not be taken into account. To
this extent, the provisions of Income Computation and Disclosure Standard VI on
the effect of changes in foreign exchange rates relating to forward exchange
contracts shall not apply.
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ICDS I X — Borrowings Costs




Borrowing costs
set to rise for
Companies.

Tough days ahead

- Economics Times, 13 September 2017




ICDS IX — Borrowings Costs

Definition

Borrowing costs are interest and other costs incurred by a
person in connection with the borrowing of funds

(i) commitment charges on borrowings;

(i) amortised amount of discounts or premiums;

(ii) amortised amount of ancillary costs

(iv) finance charges in respect of assets acquired under finance
leases

Actual or imputed cost of owner’s equity and preference
share capital
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ICDS IX — Borrowings Costs

A qualifying asset means:

* land, building, machinery, plant or furniture, being tangible assets;

 know-how, patents, copyrights, trade marks, licences, franchises or any other business or
commercial rights of similar nature, being intangible assets;

* inventories that require a period of twelve months or more to bring them to a saleable
condition.

The actual borrowing costs incurred during the period, on funds borrowed specifically for
the purposes of acquisition, construction or production of a qualifying asset, are to be
capitalized.

Borrowing costs shall be capitalized in case of tangible and intangible assets (requires a
period of 12 months or more for its acquisition, construction or production) to the extent
provided in the standard. With respect to inventory, they shall be added to cost only if
inventory takes 12 months or more for bringing to saleable condition.

The period of capitalization starts from the date when specific borrowings have been taken
and ends on the date when asset is first put to use (in case of inventory, capitalization
ends when substantially all the activities necessary to prepare such inventory for its
intended sale are complete)

ICDS provides a specific formula for capitalizing borrowing costs relating to general
borrowings based on the ratio of qualifying assets to total assets. Also, the capitalization
will begin from date of utilization of funds.

Borrowing cost that can be capitalized shall be that portion of the cost which is otherwise
allowable as deduction under the Act (FAQ 20) *



ICDS IX — Borrowing costs

ICDS prescribes a specific formula for capitalizing the borrowing costs relating to
borrowings other than specific borrowings based on the ratio of qualifying assets to
total assets as provided below.

The changes in the formula as compared to earlier notified ICDS are provided in Bold
and italics below:
AXB
C

A - Borrowing cost related to borrowings other than specific borrowings

B — (i) average cost of qualifying asset as appearing in the balance sheet on first and
last day of the previous year

(ii) in case the qualifying asset does not appear in the balance sheet of a person on the
first day, half of the cost of qualifying asset. Reference to figures of last year is
removed

(iii) in case the qualifying asset does not appear in the balance sheet of a person on the
last day of previous year, the average of the costs of qualifying asset as appearing in
the balance sheet of a person on the first day of the previous year and on the date of
put to use or completion, as the case may be

excluding the extent to which the qualifying assets are directly funded out of
specific borrowings

C - average amount of total assets appearing in the balance sheet on first and last day
of the previous year other than assets to the extent they are directly funded out of
specific borrowings
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ICDS IX — Borrowing costs

« On perusal of the formula, it may be observed that denominator (C) above should be
computed as “average amount of total assets appearing in the balance sheet on first
and last day of the previous year other than assets to the extent they are directly
funded out of specific borrowings”.

* In respect of exclusion of assets, two views may be possible:

— View 1: The exclusion in respect of assets specified above could be read as in
relation to qualifying as well as non-qualifying assets directly funded out of
specific borrowings

— View 2: The exclusion in respect of assets specified above could be read as only in
relation to qualifying assets directly funded out of specific borrowings.

« Harmonious reading of the prescribed formula along with composition of (B) in the
numerator and comparing with the old ICDS, view 2 appears to be a better view
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ICDS IX — Borrowing costs

Whether the borrowing cost need to be capitalized also in respect of
specific borrowings to acquire a non-qualifying asset?

On perusal of para 3,5 and 6 of ICDS IX, two views may be possible:
« View 1: To be considered in computation of borrowing cost.
 View 2: Not to be considered in computation of borrowing cost.

Combined reading of para 1(1), 3,5 and 6 of revised ICDS and comparing
with the draft ICDS provisions, it appears that the ICDS may be advocating
view 1 that specific borrowings in respect of non-qualifying assets may also
need to be considered for capitalization in accordance with para 6 of ICDS
IX.

However, better view appears to be view 2. Accordingly, normal provisions
of the Act may apply.

18



ICDS IX — Issues

Own funds v. borrowed funds

ICDS is silent on the aspect that if the Company has utilized own funds to
acquire a qualifying asset, still borrowing costs need to be capitalized

If nexus could be established that the acquisition of assets are funded out
of owned funds of the company and that no borrowings were made for the
purpose, taking cognizance of the fact that ICDS IX per se is applicable on
incurring of borrowing costs, the question of including such assets while
computing (B) and (C) of the prescribed formula under ICDS does not
arise.

The stand that the assets are acquired out of own funds will need to be
adequately documented or substantiated with the facts

 To illustrate, in case of mixed pool of funds viz. own funds and general
borrowings, if no one-to-one correlation of funds with the acquisition
of qualifying asset could be substantiated with adequate evidences, it
may be difficult to put forth the claim for deduction of costs incurred
towards general borrowings
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ICDS IX — Issues
FAQs issued by CBDT

Q. No. 20: There are specific provisions in the Act read with Rules under which a
portion of borrowing cost may get disallowed under sections like 14A, 43B, 40(a)(i),
40(a)(ia), 40A(2)(b), etc. of the Act. Whether borrowing costs to be capitalized under
ICDS — IX should exclude portion of borrowing costs which gets disallowed under
such specific provisions?

Answer: Since specific provisions of the Act override the provisions of ICDS, it is
clarified that borrowing costs to be considered for capitalization under ICDS IX shall
exclude those borrowing costs which are disallowed under specific provisions of the
Act. Capitalization of borrowing cost shall apply for that portion of the borrowing cost
which is otherwise allowable as deduction under the Act.

Section 36(1)(iii) / Explanation 8 to section 43(1)
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ICDS IX — Issues
FAQs issued by CBDT

* FAQ no. 21 — Whether bill discounting charges and other similar charges
would fall under the definition of borrowing cost?

« The definition of borrowing cost is an inclusive definition. Bill
discounting charges and other similar charges are covered as
borrowing cost.

 FAQ no. 22 — How to allocate borrowing costs relating to general
borrowings as computed in accordance with formula provided under para 6
of ICDS IX to different qualifying assets?

« The capitalization of general borrowing cost under ICDS IX shall be
done on asset-by-asset basis.
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ICDS IX — Issues
Interest on working capital demand loans

Interest on working capital demand loans vis-a-vis ICDS IX and
36 (D) (ii)?

This interest is covered by section 2(28A) of the Act.

This interest is utilized specifically for working capital requirements and
not for acquisition of assets.

Hence, this interest is not covered by ICDS IX but deduction may be
claimed under section 36(1)(iii).

Advisable to maintain adequate documentary evidences on record.
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ICDS IX — Issues
Interest on trade deposit from distributors / contractors

Whether trade deposits can be considered as loan or borrowing of
funds?

» Reference may be made to the High Court’s decisions wherein distinction
between loan and deposit is explained.

* One important observation of Madras High Court is that deposit is not to
be used by the depositee, but is to be kept for depositor and returned to
depositor on demand.

« On the contrary, loan may be used by the borrower the way he likes as
long as the same is returned either on demand or at some specified time.

« The word ‘deposit’ does not cover a transaction of the nature of a loan.

o If deposits received by the Company from the agent are utilized for its
business purposes then ICDS IX may not apply in respect of interest on
such deposits.

 Adequate documentary evidences may require to be obtained.
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ICDS IX — Issues

Example 1

A Ltd. obtained loan specifically for acquisition of asset from a scheduled bank in FY
2015-16

Asset was first put to use in FY 2016-17 (say 1 April 2016)
Interest to be disallowed under proviso to section 36(1)(iii) (FY2015-16)

Interest is unpaid in FY2015-16 and is also to be disallowed under section 43B in that
year

Interest of INR 10 lacs paid in FY2016-17 (AY 2017-18)

Whether can be capitalized to the cost of the asset or allowed as a deduction under
section 43B?

The capitalisation of borrowing cost not allowed in FY2015-16, as the
expense is disallowed under specific provisions of the Act.

In subsequent year FY2016-17, since expenditure is allowable as deduction
as per the provisions of the Act, A Ltd. may capitalise the expenditure in
that subsequent year, irrespective of the fact that asset is put to use
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ICDS IX — Issues

Example 2

* A Ltd. has incurred interest expenditure of INR 100 lacs in FY 2016-17

« Amount borrowed was utilized for purchase of qualifying asset and general business

purposes

* Expenditure of 20 lacs is disallowable under section 14A

Approach 1
Apply ICDS to 100

Assume that as per ICDS 60 is on
capital account and 40 revenue

Disallowance under section 14A s
reduced from capital expenditure of 60
lacs

Interest expenditure capitalised under
ICDS (60-20) - 40 lacs

Interest expenditure allowable under
section 36(1)(iii) - 40 lacs

Approach 2

« Disallowance under section 14A is
reduced from total interest expenditure
of 100 lacs

Balance 80 lacs is divided as per ICDS

Interest expenditure capitalised under
ICDS (60% of 80 lacs) — 48 lacs

Interest expenditure allowable under
section 36(1)(iii)) (40% of 80 lacs) — 32
lacs
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ICDS IX — Issues

Disclosure requirements

 The following disclosure shall be made in respect of borrowing costs:
* the accounting policy adopted for borrowing costs; and

« the amount of borrowing costs capitalized during the previous year.
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The information contained in this document is intended to share information on a particular
subject or subjects and are not exhaustive treatment of such subject(s).

This contents of this document are for sharing knowledge amongst professional colleagues
and the presenter by means of this document is not rendering accounting, business, financial,
investment, legal, tax, or other professional advice or services. This document is not a
substitute for such professional advice or services, nor should it be used as a basis for any
decision or action that may affect your finances or your business. Before making any decision
or taking any action that may affect your finances or business, you should consult a qualified
professional advisor.

The presenter shall not be responsible for any loss whatsoever sustained by any person who
relies on this document.



