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BACKGROUND

As the global business landscape evolves, strategic
partnerships and consolidations are reshaping economies.
This is also reflected in India’s Mergers & Acquisitions
(ME&A) activity with deal volumes growing consistently over
the past few years. With the advent of new financial
instruments and strategies for M&A, special accounting
considerations arise in accounting for complex M&A
transactions. While we dealt with some of the important
accounting considerations involved in acquisition
accounting in the August 2023 edition of The Standard
Stance, in this Volume, we delve deeper into the
accounting intricacies of call and put options over non-
controlling interest (NCI) under the Indian Accounting
Standards (Ind AS).

The types of arrangements often found in acquisition
agreements are:

= Call options over NCI: A call option grants the parent
entity the right (but not the obligation) to acquire the
shares held by NCI holders at a price that might be fixed
price, fair value when the call is exercised or linked to
formula (e.g., EBITDA multiple), exercisable generally
within a specified time frame.

= Put options over NCI: A put option grants the NCI
holders the right (but not the obligation) to sell their
shares to the parent entity at a price that might be
fixed price, fair value when the put is exercised or
linked to formula (e.g., EBITDA multiple), exercisable
generally within a specified time frame.

= Combination of call and put Options over NCI: A
combination of call and put options that establishes a
framework where the parent has the right to buy, and
NCI holders have the right to sell, under predetermined
terms. Generally, the terms of the call and put options
are contemporaneous, and therefore, considered akin
to a forward contract.

= Forward contracts over NCI: It is a binding agreement
between the NCI holders and the parent, wherein the
NCI holders are obligated to sell their shares at a price
that might be fixed price, fair value when the put is
exercised or linked to formula (e.g., EBITDA multiple),
generally within a specified time frame.

The accounting for these types of arrangements is
expected to pose significant challenges.

Ind AS 103, Business Combination does not provide any
explicit guidance on how such contracts should be
accounted. These entities will need to evaluate the
substance of such arrangements and also consider the
implications of multiple Ind AS, including Ind AS 110
(Consolidated Financial Statements), Ind AS 109 (Financial
Instruments), and Ind AS 32 (Financial Instruments:
Presentation) in determining the appropriate accounting
treatment.

This publication explores the accounting consideration for
call/ put options when they are granted at the time of the
business combination. Accounting considerations for
forward contracts are similar to accounting for
Combination of Call and Put Options (where the terms are
contemporaneous), therefore not specifically covered in
this publication. The publication does not cover the
accounting implications of call/ put options over the non-
controlling interest when such contracts are entered into
after the date of the business combination.
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THE KEY ACCOUNTING CONSIDERATIONS FOR SUCH
CONTRACTS ARE:

Determining present access to returns:

Irrespective of the nature of the option, in all cases where
an option on the NCI shares exists, the acquirer needs to
first assess whether or not they have obtained present
access to returns associated with the ownership interest in
the shares of the acquiree, subject to the call and/ or put
option and such assessment will form the foundation of the
accounting treatment in respect of the options over NCI. In
general, present access is with the legal owner of the
equity interest, unless substantially all of the returns
associated with the underlying ownership interest are in
substance transferred to another party (e.g. parent
company).

The term 'returns associated with an ownership interest' is
not defined in Ind AS. Factors to consider, in making this
assessment, include the pricing of the option contracts,
and whether share price movements during the contract or
option period result in risks and rewards being borne by the
parent or by the non-controlling shareholder. In simple
words, assessment should focus on whether the parent is
already, in substance, in the same economic position as if
it owned the shares that are the subject to call and put
option.

Evaluating ‘who has the present access to the return’ may
also require entities to assess the correlation between
variations in the exercise price of the options and
variations in the fair value. If there is a high correlation -
i.e. variations in the exercise price are close to variations
in the fair value - then the NCI will still be exposed to
substantial changes in the fair value by the changes in the
exercise price. For example, if the exercise price closely
tracks the fair value, then the parent is not exposed to the
downside risk or upside potential, i.e. not substantially all
of the returns are transferred to the parent, and therefore
the NCI retains present access.

Factors to consider in determining whether the call/ put
options might provide a present ownership interest to the
acquirer include:

= The acquirer and the seller shareholders agree to an
option price that is significantly lower than the fair
value of the underlying shares and that no dividend
shall be paid to the non-controlling interest
shareholders until the exercise of the option.

= The acquirer and seller shareholders agree that the non-
controlling interest shareholders will only receive a
predetermined rate of return which is commensurate
with the market borrowing rates.

Both the above arrangements clearly indicate that even
though the non-controlling interest shareholders have some
shares with them, such shares are not yielding returns
associated with the ownership of the share and rather no
returns/ only a fixed return in the nature of lender returns.

Factors to consider in determining whether the call/ put
options might provide a present ownership interest to the
NCl include:

» The acquirer and seller shareholders agree that the
option exercise price shall be the fair value of the
underlying shares at the date of exercise.

» The acquirer and seller shareholders agree that the
option exercise price shall be dependent upon
achievement of operational/ financial parameters
related to the business of the acquiree.

Both these arrangements indicate that the seller
shareholders continue to derive the returns associated with
the ownership of the shares as they receive returns in par
with fair value of the shares.

Evaluating whether present access to returns is with the
parent or remains with the non-controlling interest is
judgemental and requires consideration of all of the
contract’s terms and conditions. These are complex
situations and determining where the risks and rewards of
ownership lie depends on the facts and circumstances.

Accounting for call and put options in the consolidated
financial statements of the acquirer has been explained
below. We have assumed that the consideration for
exercising the call and put options will be discharged in
cash.
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Acquirer’s call option

Accounting treatment

= The essence of such transactions is that the acquirer has acquired 100% of the interest
in the entity, as the non-controlling shareholders do not receive any returns associated
with the ownership of the shares.

= Accordingly, the acquirer does not recognise a ‘Non-Controlling Interest’ in the
consolidated financial statements and accounts for the business combination as if it has
acquired 100% interest.

= The acquirer also recognises a financial liability for the present value of the expected
exercise price to be paid to the non-controlling shareholders under the call option.

= The acquirer would consider financial liability recorded as specified above, as a part of

Acquirer has present the consideration transferred for acquiring the business, accordingly the same would
access to returns have an impact on the computation goodwill/ capital reserve arising out of the business
combination.

= The changes in the carrying amount of the financial liability are recognised in profit or
loss, in accordance with Ind AS 103 and/or Ind AS 109, either as deferred consideration
or contingent consideration, depending upon the terms of the underlying arrangement.

= If the call option expires unexercised, then the acquirer has effectively disposed of a
partial interest in its subsidiary in return for the amount recognised as the ‘liability’ at
the date of expiry and accounts for the transaction as a change in ownership interest
without a loss of control. In other words, the liability will be derecognised and the
parent’s equity would be credited.

In these cases, the acquirer continues to recognise non-controlling interest following the
principles of Ind AS 103 upon initial recognition and Ind AS 110 subsequently.

Non-controlling Call option, under Ind AS 109 would be treated as derivatives on an interest of the
shareholders have present  ypsidiary, and are recognised as a financial asset at its fair value, with any subsequent
access to returns changes in fair value recognised in profit or loss, unless the call option meets the definition

of equity instrument as per Ind AS 32, in which case the initial fair value will be directly
recorded in equity with no subsequent remeasurement.
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Put options over NCI

Accounting treatment

In cases where the acquirer has the present access to the returns associated with the
ownership of shares, the below accounting shall be followed:

Acquirer has present
access to returns

Non-controlling
shareholders have present
access to returns

The business combination is accounted for on the basis that the underlying shares
subject to the NCI put have been acquired. Thus, if the acquirer has granted a put
option over all of the remaining shares, the business combination is accounted for as if
the acquirer has obtained a 100% interest in the acquiree.

A contractual obligation to purchase NCI gives rise to a financial liability. Therefore, the
acquirer records the financial liability that is measured at the present value of the
redemption amount.

The acquirer should consider the put option liability as specified in the above bullet
point as a part of the consideration transferred for acquiring the business; accordingly
the same would have an impact on the computation goodwill/ capital reserve arising out
of the business combination.

The subsequent accounting for the put option would be similar to the accounting
described for the call option under a similar scenario, i.e., the changes in the carrying
amount of the financial liability are recognised in profit or loss, and the unexercised
option at the end of the term would be accounted as disposal of portion of the business
without loss of control.

The acquirer has the accounting policy choice to either follow:

o The accounting as specified above, i.e., the interest subject to the put option is
deemed to have been acquired at the date of acquisition. Accordingly, the financial
liability arising from the put option is included in the consideration transferred for
acquiring the business or

o Non-controlling interest shall be recognised, and the NCI continues to receive an
allocation of profit or loss following the requirements of Ind AS 110. Accordingly, the
financial liability arising from the put option is not included in the consideration
transferred; instead, it is accounted for separately. The financial liability pertaining
to the put option should be recorded at the present value of the expected
redemption amount. The corresponding debit is generally made to another
component of the parent equity.

Generally, all subsequent changes in the carrying amount of the financial liability that
result from the remeasurement of the present value of the amount payable upon
exercise of the NCI put are recognised in the profit or loss. However, there is diversity
in practice for the accounting for subsequent changes in the put liability’s carrying
amount being recorded in equity. Those who have taken this approach argue that it is
supported by the guidance of Ind AS 110 to recognise any adjustments related to
changes in the parent’s ownership interest that do not result in the parent losing control
over a subsidiary as ownership transactions. The accounting for changes in redemption
liabilities is complex and highly dependent on a thorough understanding of the
contractual terms.

If the option contract is exercised, any non-controlling interest equity is allocated to
the parent’s equity. No adjustments are made to goodwill on settlement of the
contract. The redemption liability is offset by the cash payment.

If the contract lapses unexercised: and a non-controlling interest was previously not
recognised/ or derecognised, a non-controlling interest in equity is now recognised. In
substance, the parent has re-sold those shares back to the non-controlling interest, and
it is a transaction with a non-controlling interest. The non-controlling interest’s equity
amount is recognised at an amount equal to its share of the carrying values of the
subsidiary’s net assets at the date the option contract lapses. Any difference between
the redemption liability and the non-controlling interest is recognised against the
parent’s equity. No adjustments are made to goodwill. However, where the non-
controlling interest was previously recognised, no adjustment is made to the carrying
value of the non-controlling interest, and the redemption liability is de-recognised
against the parent’s equity.
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Combination of call and put options

Written put options with a fixed exercise price, that are
accompanied by a similarly priced call option, exercisable
at the same future date, are similar, in substance, to a
fixed price forward. If symmetrical put and call options
exist, it is often virtually certain that either the parent or
the non-controlling shareholder will exercise the option.
This is because it will be in the economic interests of one
of them to do so.

If the share price falls below the fixed strike price, the
non-controlling shareholder will exercise the put option
and sell the shares (that is, the parent has retained the
risks of decline in value during the option period). If the
share price increases above the fixed strike price, the
parent will exercise the call option and buy the shares
(that is, the parent has retained access to the benefits
from increases in value during the option period).

The accounting for such contracts is similar to the
accounting for the put option over the NCI as described
above.

Conclusion:

The accounting for call and/ or put options over NClI is a
complex topic that requires significant analysis and
judgement with respect to classification, measurement and
presentation. Accordingly, stakeholders in the financial
reporting function should familiarise themselves with the
requirements of Ind AS 110, Ind AS 32 and Ind AS 109 in
respect of the NCI call/ puts to be able to effectively
evaluate the substance of such arrangements and account
for at the time of applying the business combination
accounting.

Illustration:

HoldCo acquires control over SubCo by purchasing an 80%
interest in exchange for cash of INR 600,000. The fair value
of SubCo’s identifiable net assets is INR 500,000 and
HoldCo elects to measure NCI at their proportionate
interest in the identifiable net assets of SubCo. At the
same time, HoldCo writes a put option that allows the non-
controlling shareholders to sell their shares in SubCo to
HoldCo for cash; the present value of the exercise price is
INR 125,000. How should the transaction be accounted in
the consolidated financial statements of HoldCo?

Solution:

The first step in accounting of the NCI put written by
HoldCo is to determine who has the present access to
returns associated with the ownership of the shares. Based
on the conclusion of this assessment, HoldCo shall account
for the transaction as below:

Scenario | - HoldCo concludes it has present access
to returns

In this case, although the non-controlling shareholders are
the legal owners of the 20% shares, they are not entitled to
returns associated with the ownership of the asset beyond
the acquisition date, and hence, HoldCo accounts the
business combination as if it has acquired 100% ownership
of the Company, i.e., it does not recognise a non-
controlling interest. Further, Holdco recognises a put
liability for the present value of exercise price of the put
option. The transaction is recorded in the consolidated
financial statements as:

Journal Entry for accounting of business combination:

Net assets Debit INR 500,000
Goodwill Debit INR 225,000
Cash Credit INR 600,000

Put liability Credit INR 125,000
Goodwill is calculated as follows:

Consideration transferred

(INR 600,000 + INR 125,000) Nttt
Less- Fair value‘of identifiable INR 500,000
net assets acquired

Goodwill INR 225,000

Scenario Il - HoldCo concludes the NCI retain the present
access to returns

Since the non-controlling shareholders retain the present
access to returns, HoldCo recognises a non-controlling
interest in the consolidated financial statements, and it
shall continue to allocate the profit or loss and OCI
attributable to the non-controlling shareholders. It
accounts the put option liability separately with a
corresponding reduction to other equity.

Journal Entry for accounting of business combination:

Net assets Debit INR 500,000
Goodwill Debit INR 200,000
Cash Credit INR 600,000

Non-controlling

interest Credit

INR 100,000

Journal Entry for recognition of put option liability
Other equity Debit INR 125,000

Put liability Credit INR 125,000

Goodwill is calculated as follows:

Consideration transferred INR 605,000
Add: Non-controlling interest INR 100,000
Less- Fair value.of identifiable INR 500,000
net assets acquired

Goodwill INR 200,000
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