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Overview 

Loans are quite often made between entities in a group on a non-
arm's length terms basis (i.e. terms that are favourable or 
unfavourable in comparison to the terms available with an unrelated 

third party lender).  These inter-company loans are often interest 
free or have a below-market rate of interest and/or with no specified 
date for repayment.  Loans are within the scope of IAS 39 and 
complications arise if they are not on arm's length terms.   

This discussion is relevant only to the separate financial statements.  
On consolidation the inter-company loans will be eliminated, 
including any discount or premium to fair value.    

Where inter-company loans are made on normal commercial terms, 
no specific accounting issues arise and the fair value at inception will 
usually equal the loan amount for both parties.    

Where the loan is not on normal commercial terms, the required 
accounting depends on the terms, conditions and circumstances of 
the loan.  It is therefore necessary to determine the terms and 

conditions, which may not be immediately apparent if the loan 
documentation is not comprehensive.    

IAS 39 indicates that the appropriate way to do this is to determine 
the present value of future cash receipts using a market rate of 
interest for a similar instrument.    

If there is a difference between fair value and loan amount then 
needs to be accounted for (where loans are not on commercial 
terms).   

 

Where the loan documentation does not state any date for 
repayment, it is necessary to determine the expected repayment 
pattern to determine the appropriate accounting.   

As the timing of any repayments will usually be in accordance with 
the parent's wishes, it should be possible in most cases for the 
parent/ lender to make a sufficiently reliable estimate.  If repayment 
is indeterminable, this is most likely due to:  

 the parent having no current or foreseeable intention to recall 
the loan, which indicates that it is in substance a capital 
contribution; or 

 the subsidiary is currently unable to repay, which indicates 
possible impairment.    

 

Common scenarios: 

1. Loans forming part of the net investment in a 
subsidiary  

Parent entities sometimes make loans to subsidiaries that, in 
substance, form part of the net investment in the subsidiary 
(settlement is neither planned nor likely in the foreseeable future).  

If the loan is perpetual (not repayable at all), or repayable only at 
the discretion of the subsidiary, the subsidiary records the proceeds 
as a component of equity.  This is sometimes termed a “capital 

contribution”.  No discounting or amortisation is required.   

If the loan is repayable at the discretion of the parent (it contains a 
demand feature), the subsidiary should record the full loan amount 
as a liability.  In this scenario the parent company should record the 
loan as part of its investment in the subsidiary.   

2. Short -term loans (Repayable on demand) 

Loans that are expected to be repaid in the near future should be 
recorded at the loan amount by both parties.  The loan carrying 
amount is likely to be a close approximation to fair value due to its 
short term nature.  These are inter-company current accounts or 
balances arising from cash management arrangements.    

3. Fixed term loans from parent to subsidiary  

Fixed term inter-company loans should be recognised initially at fair 
value, estimated by discounting the future loan repayments using a 
rate based on the rate the borrower would pay to an unrelated 
lender for a loan with similar conditions (amount, term, security etc).  
The estimated future loan repayments will usually be the same as 
the contractual loan provisions, but this may not always be the case.    

Subsequently, the loan should be measured at amortised cost, using 
the effective interest method.  This involves "unwinding" the 
discount such that, at repayment, the carrying value of the loan 
equals the amount to be repaid.  The unwinding of the discount 
should be reported as interest income or expense.    

4. Loans with no stated date for repayment   

Loans within a group are sometimes made without stated repayment 

terms.  In such cases, it will be necessary for management to 
determine the appropriate accounting based on the expected timing 
of repayments.  However, if the loan is repayable on demand the 
borrower should record the full loan amount as a liability.  
Otherwise: 
 if the intention is to make the loan available indefinitely (the 

approach in 1 above must be applied) 

 if the intention is that the loan will be short-term (the approach 
in 2 above must be applied) 

 if the loan is intended to be made available for a longer period 
but timing is uncertain, the accounting should be based on 
management's best estimate of future cash flows.  The approach 
in 3 above must be applied i.e. discounting to present value on 
initial recognition. 

This newsletter is to give an insight to the different 
treatments for intercompany loans typically between 

parent companies and its subsidiaries. 

Where loans are made between group entities other 
than a parent and subsidiary, the discount or premium 
meets the definition of income or expense. This may not 
be the case if, in substance, the transaction is carried 
out at the behest of the parent.    
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