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Extinguishment or Modification of Debt and 
Its Impact on Financials

In the era where the banks and the financial institutions are struggling with bad loans and 
advances, RBI is coming with various plans/schemes with a view to rehabilitate/ revive the bad 
loans. The scheme like structuring of project loans under the 5:25, Strategic Debt Restructuring 
(SDR), Scheme for Sustainable Structuring of Stressed Assets (S4A) and Corporate Debt restricting 
helping banks/FIs to limit fresh slippages to Non-Performing Assets (NPAs) from large corporate 
exposures. Recently, The Reserve Bank of India (RBI) has come out with a revised Prompt 
Corrective Action (PCA) framework for banks, spelling out certain thresholds, the breach of which 
could invite resolutions such as merger with another bank or even shutting down of the bank. The 
intention behind the mechanism is to revive such companies and also safeguard the interests of 
the lending institutions and other stakeholders. The CDR mechanism is available to companies 
who enjoy credit facilities from more than one lending institution. The mechanism allows such 
institutions, to restructure the debt in a speedy and transparent manner for the benefit of all. But 
still as on December 2016, the total amount of Gross Non-Performing Assets (NPAs) for public and 
private sector banks is around R6.77 lakh crore (approx) and increasing at a rapid pace. The NPA 
figures along with total debt for each of the 49 public and private sector banks were shared by the 
Ministry of Finance. This article clarify the consequences of Modification of Debt from Borrower’s 
perspective and the conceptual explanation of accounting entries of the same. Read on to know 
more....

an amendment to the terms of a debt instrument 
such as reduction in the interest rate on the loan, an 
extension in the length of the term of loan, a different 
type of loan or any combination of the three. A lender 
might be open to modifying a loan because the cost 
of doing so is less than the cost of default.
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What is Modification of Debt?
A modification to an existing loan made by a lender 
in response to a borrower's long-term inability to 
repay the loan. Loan modifications typically involve 
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As per para 3.3.2 of the Ind AS 109, an exchange 
between an existing borrower and lender of debt 
instruments with substantially different terms 
shall be accounted for as an extinguishment of 
the original financial liability and the recognition 
of a new financial liability. Similarly, a substantial  
modification of the terms of an existing financial 
liability or a part of it (whether or not attributable 
to the financial difficulty of the debtor) shall be 
accounted for as an extinguishment of the original 
financial liability and the recognition of a new 
financial liability.

The accounting treatment of a debt restructuring 
depends on whether the modified terms (or new/ 
debt instrument) are "substantially different" to 
the previous terms (or debt instrument). Let us 
understand with the help of smart art appended 
below:

Interpretation of Substantial

Modification: Loan Syndication 
Loan syndication is the process of involving  
several different lenders in providing various 
portions of a loan. Loan syndication most often 
occurs in situations where a borrower requires a 
large sum of capital that may be too much for a single 
lender to provide or outside the scope of a lender's 
risk exposure levels. Thus, multiple lenders work 
together to provide the borrower with the capital 
needed.

(A) Present value 
of the existing 

Debt

(B) Present Value of 
the remaining 
cash flow plus 
any cost /fees 

paid or (-Recd)

Corporate Debt 
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If A- B differs by 
10% or more it is 

known as substantial 
/Extinguishment 
Modification of 

Debt 

If A- B differs 
by 10% or more 
it is known as 

Modification of 
Debt 

A Principal Forbearance is where the lender 
forgives the interest on part of the principal. They 
in effect collect zero percent interest on part  
of the loan. The borrower still owes the entire 
principal to the lender, but will pay it back when 
the property is either sold or refinanced, or when 
the loan matures. Whereas, A Principal Reduction 
in which the lender reduces the amount of  
principal that the borrower owes, with no  
expectation of repayment. Further, extended 
payment terms may help borrower to get rid from 
liquidity issue as well. 

How it impacts on the financial statements
An entity shall remove a financial liability (or a part of 
a financial liability) from its balance sheet when, and 
only when, it is extinguished, i.e when the obligation 
specified in the contract is discharged or cancelled 
or expires. 

An exchange between an existing borrower 
and lender of debt instruments with substantially 
different terms shall be accounted for as an 
extinguishment of the original financial liability and 
the recognition of a new financial liability. Similarly, 
a substantial modification of the terms of an existing 
financial liability or a part of it (whether or not 
attributable to the financial difficulty of the debtor) 
shall be accounted for as an extinguishment of the 
original financial liability and the recognition of a 
new financial liability. 

If an entity repurchases a part of a financial 
liability, the entity shall allocate the previous 
carrying amount of the financial liability between 
the part that continues to be recognised and  
the part that is derecognised, based on the 
relative fair values of those parts on the date of 
the repurchase. The difference between (a) the 
carrying amount allocated to the part derecognised  
and (b) the consideration paid, including any non-
cash assets transferred or liabilities assumed, for the 
part derecognised shall be recognised in profit or 
loss. 

A Principal Forbearance is where the lender forgives 
the interest on part of the principal. They in effect 

collect zero percent interest on part of the loan. The 
borrower still owes the entire principal to the lender, 
but will pay it back when the property is either sold 

or refinanced, or when the loan matures.

As per para 3.3.2 of the Ind AS 109, an exchange 
between an existing borrower and lender of debt 

instruments with substantially different terms 
shall be accounted for as an extinguishment of the 
original financial liability and the recognition of a 

new financial liability.
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There is no guidance in the standard that assists in 
interpreting the term existing borrower and lender 
mentioned above, when looking at a transaction 
where lending is via syndicate of bank. In such 
cases, the borrower should determine in the first 
instance whether it has borrowed under single loan 
or multiple loan. Sometimes, syndicated loans are 
restructured with one lead bank lender signing the 
loan agreement. The agreement’s substance rather 
than its legal form dictate the accounting. There are 
few indicators which shows that the borrower has 
borrowed under multiple loans: 
I. The term of the loan is not homogeneous for 

various syndicate banks.
II. The borrower has the ability to selectively 

renegotiate portions of the loan with individual 
syndicate members or subsets of all the 
syndicate members.

III. The borrower has the ability to selectively 
repay amount on the loan to different  
members of the syndicate i.e any payment 
made by the borrower are not always split on 
pro rata basis amongst all the lenders under 
syndication.

IV. Individual syndicate members have the 
ability to renegotiate their loan directly with 
the borrower without the approval of other 
syndicate members. 

As per Para 3.3.2 of the Ind AS 109, the terms 
are substantially different if the discounted present 
value of the cash flows under the new terms, 
including any fees paid net of any fees received 
and discounted using the original effective interest 
rate, is at least 10 per cent different from the  
discounted present value of the remaining cash 
flows of the original financial liability. If an  
exchange of debt instruments or modification 
of terms is accounted for as an extinguishment, 

any costs or fees incurred are recognised as part 
of the gain or loss on the extinguishment. If 
the exchange or modification is not accounted  
for as an extinguishment, any costs or fees incurred 
adjust the carrying amount of the liability and are 
amortised over the remaining term of the modified 
liability.

Let us understand the difference in Accounting 
of Extinguishment of Debt or Modification of Debt 
with the help of this illustration:

Example: On 01.01.2012, ABC Bank issues a loan of 
R50 lakh interest payable at 10% payable annually. 
Assume no *transaction cost incurred at the time of 
processing of loan. Therefore the effective interest 
rate is 10% p.a. On 31.12.2016, ABC Bank and the 
borrower agree to a modification with regards to 
following terms:
• No further Payment of Interest are made
• The loan will be paid at the end 31.12.2021 for 

R80 lakh
• Transaction cost amounting R50,000 Incurred 

on the same
• Market Interest Rate is 11%

Firstly, we need to test whether the modification 
resulted in extinguishment of debt or it is a 
just modification of debt. This test requires a  
calculation whether the present value of the 
revised cash flows plus any costs/fees paid (less 
any fees received) differs by 10% or more from the  
present value of the remaining cash flows of the 
existing debt. 

Loan syndication is the process of involving several 
different lenders in providing various portions 
of a loan. Loan syndication most often occurs 

in situations where a borrower requires a large 
sum of capital that may be too much for a single 

lender to provide or outside the scope of a lender's 
risk exposure levels. Thus, multiple lenders work 
together to provide the borrower with the capital 

needed.

* Incremental costs that are directly attributable 
to the acquisition, issue or disposal of a  
financial asset or financial liability (paragraph 
B5.4.8). An incremental cost is one that would 
not have been incurred if the entity had not 
acquired, issued or disposed of the financial 
instrument.

B5.4.8 of Ind AS 109 Transaction costs include 
fees and commission paid to agents (including 
employees acting as selling agents), advisers, 
brokers and dealers, levies by regulatory  
agencies and security exchanges, and transfer 
taxes and duties. Transaction costs do 
not include debt premiums or discounts,  
financing costs or internal administrative or 
holding costs.
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The rate that exactly discounts estimated future 
cash payments or receipts through the expected 

life of the financial asset or financial liability to the 
gross carrying amount of a financial asset or to the 

amortised cost of a financial liability.  The calculation 
includes all fees and points paid or received between 
parties to the contract, that are an integral part of the 
effective interest rate, transaction costs, and all other 

premiums or discounts.

Conceptual Analysis
As shown on the above table, we need to debit  
our existing liability and credit the Bank to the  
extent of R50,000 since it is the case of Modification 
of Debt. Transaction Cost incurred adjust  
the carrying amount of the liability and are  
amortised over the remaining term of the modified 
liability. In other words, transaction cost would 
netted off against existing liability, thereafter,  
the interest cost will be booked by using EIR  
method post modification i.e R4,98,916 for  
Year 6 and thereon. Continuing with the same 
illustration:

The borrower agrees to a modification with regards 
to following terms:
• Period of loan extended to 7 Year with payment 

of interest at the same rate.
• The loan will be paid at the end 31.12.2021 for 

R60 lakh.
• Transaction cost amounting R50,000 Incurred 

on the same
• Market Interest Rate is 11%

If we calculate Net present value of R80 lakh by using 
discounting rate:

Further, if the exchange or modification is not 
accounted for as an extinguishment, any costs or fees 
incurred adjust the carrying amount of the liability 
and are amortised over the remaining term of the 
modified liability. Therefore, we need to amend EIR 
as on modification date i.e 31.12.2016 as appended 
below: 

Effective Interest Rate: The rate that exactly 
discounts estimated future cash payments or receipts 
through the expected life of the financial asset or 
financial liability to the gross carrying amount of a 
financial asset or to the amortised cost of a financial 
liability. The calculation includes all fees and points 
paid or received between parties to the contract, 
that are an integral part of the effective interest 
rate, transaction costs, and all other premiums or 
discounts. We can calculate EIR with the help of 
Goal seek command in excel.

Net present value of R80 lakh which will be 
repaid by the borrower (on December 2021) 
as on December 2016 is R49.67 lakh this can 
be calculated with the help excel formula 
NPER(rate, pmt, pv, fv, type)

Present Value of the remaining cash flow 
plus any cost /fees paid or (-Recd) is                       
R 49.67+. 50=50.67 which is less than 10%   
of the existing loan R50 lakh 

Conclusion: Modification of Debt 
accounting  as per Ind AS 109

Net present value of R60 lakh which will be 
repaid by the borrower (on December 2021) as 
on December 2016 along with yearly interest is  
R55.13 lakh this can be calculated with the help 
excel formula NPER(rate, pmt, pv, fv, type)

Present Value of the remaining cash 
flow plus any cost /fees paid or (-Recd) 
is R  55.13+.50=55.63 which is more 
than 10% of the existing loan R50 lakh 

Conclusion: Extinguishment of Debt 
accounting  as per Ind AS 109

Year Loan Payment/ 
Adjustments 
against 
principal

Payment @ Interest 
Charge 
by using 
EIR

Closing 
Balance

1 50,00,000 -5,00,000 5,00,000 50,00,000
2 50,00,000 -5,00,000 5,00,000 50,00,000
3 50,00,000 -5,00,000 5,00,000 50,00,000
4 50,00,000 -5,00,000 5,00,000 50,00,000
5 50,00,000 -5,00,000 5,00,000 50,00,000
6 50,00,000 50,000 4,98,816 54,48,816
7 54,48,816 5,49,082 59,97,898
8 59,97,899 6,04,414 66,02,313
9 66,02,313 6,65,321 72,67,634
10 72,67,634 80,00,000 7,32,366 0.00

Year of Modification
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Conceptual Analysis 
If it is determined that the original and new debt 
instruments are substantially different, then the 
calculation of the cash flows related to the new 
debt instrument at the effective interest rate  
of the original debt instrument is not used to 
determine the initial amount recorded for the 

new debt instrument or to determine the debt 
extinguishment gain or loss to be recognised. The 
new debt instrument should be initially recorded 
at fair value and that amount should be used to 
determine the debt extinguishment gain or loss 
to be recognised and the effective rate of the new 
instrument. 

We need to derecognise the existing liability  
and recognise the new liability by using fair value  
of the financial liability as on modification date 
by applying market rate i.e. 11%. We will discount 
the interest payment and principal payment as  
mentioned above table. The loss of R2.96 lakh 
will be recognised in Profit and Loss A/c, we will  
derecognise our existing liability by R50 lakh 
and recognise a fresh liability by R52.96 lakh  
and credit Bank to the extent of R50,000 in the  
books. Subsequent Interest booking should be  
made on the basis of market rate i.e 11%.

Year Loan Payment/ 
Adjustments 
against 
principal

Payment @ Interest 
Charge 
by using 
Market 
Rate 11%

Closing 
Balance

5 50,00,000 50,000 49,50,000
Loss on 

Extinguishment
2,96,049

6 R52,46,049 5,00,000 R5,77,065 R53,23,114
7 R53,23,114 5,00,000 R5,85,542 R54,08,656
8 R54,08,656 5,00,000 R5,94,952 R55,03,608
9 R55,03,608 5,00,000 R6,05,397 R56,09,005
10 R56,09,005 5,00,000 R6,16,991 R57,25,996
11 R57,25,996 5,00,000 R6,29,860 R58,55,856
12 R58,55,856 60,00,000 5,00,000 R6,44,144 R0.00

Key Differences between Modification of Debt and Extinguishment of Debt:

Basis  Modification of Debt Extinguishment of Debt
Classification If the discounted present value 

of the cash flows under the new 
terms, including any fees paid 
net of any fees received and 
discounted using the original 
effective interest rate, is less than 
10 %  different from the discounted 
present value of the remaining 
cash flows of the original financial 
liability.

The terms are substantially 
different if the discounted present 
value of the cash flows under the 
new terms, including any fees 
paid net of any fees received and 
discounted using the original 
effective interest rate, is  at least 
10 per cent different from the 
discounted present value of 
the remaining cash flows of the 
original financial liability.

Recognition of Financial Liability At the carrying amount of existing 
liability.

Derecognise the existing liability 
and the new debt instrument 
should be initially recorded at 
fair value and that amount should 
be used to determine the debt 
extinguishment.

Effect on Profit and Loss Account No Effect on Profit and Loss 
Account.

Loss or gain on extinguishment of 
debt to be recognised in the Profit 
and Loss Account.

Treatment of Transaction Costs Any costs or fees incurred 
adjust the carrying amount of 
the liability and are amortised 
over the remaining term of the 
modified liability.

To be adjusted with loss or gain 
on extinguishment of debt.

Calculation of Future Interest 
Expenses

Based on carrying amount of old 
debt and revised cash flow.

Based on Fair value of new 
financial liability recognised.
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If you can do what you do best and be happy, you're further along in life than most people. - Leonardo DiCaprio  


