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New Accounting Concepts In Respect of 
‘Transaction Costs’ and ‘Fees’ — IAS 39 and IAS 18

The International Accounting Standards 
(IASs), which had entered a new era with 
the advent of 21st century, today have 

much wider acceptance across the globe. One 
of the notable related events of recent years 
has been mandatory adoption of IASs by the 
European Union for corporates listed on EU stock 
exchanges (w.e.f. 1.1.2005). These standards 
have undergone a number of refinements and 
revisions, which have resulted in adoption 
of many new accounting concepts and 
conventions. The new accounting concepts and 
prescriptions in respect of two income/expense 
items, which have significant impact on the 
Profit or Loss Account, are worth the attention 
of professionals. These new concepts have 
originated from the two IASs viz. IAS 39 Financial 
Instruments: Recognition and Measurement, 
and IAS 18 Revenue. Let us analyse the key 
aspects of these accounting requirements and 
the Indian GAAP in this regard.

The revised IAS norms require a new 
accounting approach for the two items of 
income/expense associated with the acquisition 
or issue of a financial asset or financial liability. 
These two items are the ‘Transaction costs’ that 
are directly attributable to the acquisition or 
issue of financial assets or financial liabilities 

and the ‘Fees’ that are an integral part of the 
effective interest rate of a financial asset or 
financial liability. These items are sometimes 
referred to as Direct Acquisition Costs (DACs) 
and Yield Enhancing Fees (YEFs). According to 
IAS 39, financial assets or financial liabilities have 
to be initially recognised at fair value plus, in 
the case of assets or liabilities other than those 
classified under fair value through profit or loss, 
transaction costs that are directly attributable 
to the acquisition or issue of the financial 
asset or financial liability. Subsequent to initial 
recognition, such assets or liabilities have to be 
stated at amortised cost using effective interest 
rate method (EIR). What it means is that DACs 
and YEFs have to be capitalised initially as part 
of the related financial asset or liability and 
amortised in Profit and Loss account over the 
expected tenor of financial asset or liability. 
Further, IAS 18 requires that revenue (interest) 
arising from the use by others of entity assets 
shall be recognised using the effective interest 
method (EIR) as set out in IAS 39. The appendix 
to IAS 18 further elaborates the types of fees 
received that have to be included while applying 
the EIR method. 

Now, it is critical to understand the meaning 
of: (a) EIR method, (b) Transactions costs or 
DACs, and (c) Fees or YEFs. 

EIR method is the method of calculating the 
amortised cost of a financial asset or liability 
and of allocating the interest income or interest 
expense over the relevant period. The effective 
interest rate is the rate that exactly discounts 
estimated future cash payments or receipts 
through the expected life of the financial 
instrument to the net carrying amount of the 
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financial asset or financial liability. The Standard 
states that the EIR calculation should include all 
fees and points paid or received between the 
parties that are an integral part of the effective 
interest rate, transaction costs and all other 
premiums or discounts. This method is similar to 
the method of amortising premiums/discounts 
in case of investment securities referred to 
‘Constant Effective Yield’. Another important 
factor to note here is that the amortisation has to 
be over the expected tenore, not the contractual 
tenore, of the financial asset or liability loan. 
Expected tenore can be computed based on 
past experience of the entity and other factors 
affecting the future behaviour of the party.     

Now let us examine the other two critical 
components of the new accounting requirement 
viz Transaction Costs and, Fees that are an 
integral part of the effective interest rate. IAS 39 
defines Transaction Costs as Incremental Costs 
that are directly attributable to the acquisition, 
issue or disposal of a financial asset or financial 
liability. An incremental cost is one that would 
not have been incurred if the entity had not 
acquired, issued or disposed of the financial 
instrument. Examples are fees and commissions 
paid to agents (including employees acting as 
agents)/advisors, brokers and dealers involved 
in the acquisition or issue of financial asset or 
liability, levies by regulatory agencies, transfer 
taxes/duties. These costs do not include 
debt premiums, financing costs or internal 
administrative or holding costs. 

However, certain internal costs can also be 
part of Transaction Costs if they pass the acid 
test that costs incurred are incremental costs 
and are directly attributable to acquisition 
or issue. In practice, one of the other tests 
applied is whether the costs are variable or 
fixed in nature, the former one is included 
under amortised cost and the latter expensed 
out immediately. Though above prescription 
appears similar to US GAAP prescription, it has 
some differences. Under US GAAP (SFAS 91), 
apart from incremental direct costs, certain 
costs directly related to specified activities 
performed by the lenders can also be capitalized 
and amortised. These specified activities are: 
evaluating the borrower’s financial condition, 
negotiating loan terms, preparing/processing 

loan documents, etc. The costs that can be 
included for this purpose are the employee 
costs and payroll related fringe benefits directly 
related to time spent on performing these credit 
related specific activities. It is surprising why IAS 
39 does not include such a clause because its 
absence makes the standard appear narrower 
in scope.

IAS 18 gives elaborate guidance on the 
meaning of Fees that are an integral part of the 
effective interest rate of a financial instrument. 
These could be of three types viz. 

(a) Origination Fees received by the entity 
relating to creation or acquisition of a 
financial asset. These include fees charged 
for initial loan sanctioning process 
like evaluating borrowers/guarantors 
financial position, negotiating the terms 
of instrument, preparing/finalising the 
documentation.

(b) Commitment Fees received by the entity 
to originate a loan. If it is probable that 
the entity will enter into a specific lending 
arrangement and loan commitment is not a 
derivative, commitment fee is deferred and 
recognised as an adjustment to the effective 
interest rate. 

(c) Origination Fees received on issuing 
financial liabilities. 

Regardless of the nomenclature or 
description of the fees, the nature and substance 
of the fees is determined by applying the crucial 
test whether the fees are for an integral part of 
activity of ‘generating an ongoing involvement’ 
with the financial instrument. Therefore, 
fees for provision of services like investment 
management fees, loan servicing fees and 
the fees for completion of a significant act 
i.e. arranging for loan syndication, allotment 
of shares to a client etc, do not qualify to be 
treated as integral part of the effective interest 
for amortisation under EIR method. 

It is important to note that the foregoing 
accounting concepts do not apply in two 
scenarios (a) transaction costs and fees in 
respect of financial assets and financial liabilities 
held at fair value through profit or loss account 
(b) transaction costs that may be incurred on 
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sale or other kinds of disposal of financial asset 
or liability.

So, what does the above new IAS accounting 
prescriptions entail? In a nutshell the IAS norms 
are: 

(a) The transaction costs and fees that are an 
integral part of effective interest rate have to 
be recognised in the Profit or Loss account 
over the expected tenor of the financial 
asset or liability so as to give a constant 
effective yield over their tenor. Under 
Indian GAAP, these costs/fees are generally 
recognised fully in the Profit or Loss account 
of the period in which the financial asset or 
liability was acquired or issued; however, 
few entities in the financial services industry 
adopt the policy of amortising these on 
straight-line basis. US GAAP (SFAS 91, SFAS 
115 & Specialised Industry GAAP relating to 
banking & financial institutions) prescribes 
similar accounting treatment as in IAS, 
though some differences exist.   

(b) Transaction costs/fees amortised should be 
recognised as part of Net Interest Income 
line and not under Operating Costs or Fee 
Income Line.

Let us now see how this accounting approach 
works in practice. Say a bank has granted a loan 
of INR 100,000/- carrying interest rate of 10% 
p.a., repayable in monthly instalments over 
three years. It has incurred transaction costs of 
INR 5000/- and received fees of INR 1,000/-. As 
a result effective interest rate of the loan works 
out to 7.33% p.a. In order to comply with the IAS 
39/18, the bank has to amortise the transaction 
costs and fees over the expected loan tenure so 
as to recognise net interest income on effective 
interest rate method. Following table depicts 
the net income recognised in each year under 
IAS 39 principles and Indian GAAP.

Year Net interest income (INR)
IAS Indian GAAP

1 6,553 4,646
2 4,116 5,497
3 1,494 2,020
Total 12,163 12,163

Under IAS, effect of transaction costs/fees is 
spread over the entire period in which the loan 
generates revenue whereas under Indian GAAP 
it is fully written off in the year of creation of the 
loan itself. As of now, this accounting approach 
appears to be the preferred approach of Reserve 
Bank of India for banking entities. 

IAS accounting policy if adopted in India will 
have a significant impact on the Year on Year 
financials of banking or financial institutions 
because: 

a) Financials of this industry segment generally 
have large assets/liabilities classified as 
financial assets or liabilities with associated 
transaction costs/fees to be amortised over 
the earning period of the asset or liability. 

b) There is shift in the product delivery channel 
towards use of Direct Selling Agent (DSA), 
which entails large acquisition costs.

c) Indian banking segment is heavily focusing 
on lending in the consumer finance and 
SME segments which are likely to have 
transaction costs and fees that qualify for 
amortisation.

Business implications of the new IAS 39/18 
accounting principles can be summarised as 
under:

l New and logical way of product profit-
ability analysis i.e. consideration of all 
aspects of product revenue/costs and 
over the entire life cycle of the prod-
uct.  

l Realignment of the product features, 
interest rates, fees, DSA costs.

l Need to bear in mind the above trans-
action accounting/processing require-
ments when selecting or designing ac-
counting systems.  

l Pragmatic way of measuring ‘Year on 
Year’ financial performance of the busi-
ness and management

l Wider application of ‘Matching concept’ 
of accounting of costs/revenues. r




