Management discussion and analysis of critical accounting policies and
glossary of terms used in the financial statements

A. Management discussion of critical accounting policies
Critical Accounting Policies

The fundamental objective of financial reporting is to provide useful information that allows a reader to
comprehend the business activities of an organisation. To aid in the understanding of the MphasiS Group’s
financial statements, management has identified certain "critical accounting policies”. These policies have
the potential to have a more significant impact on our financial statements, either because of the
significance of the financial statement item to which they relate, or because they require judgment and
estimation due to the uncertainty involved in measuring, at a specific point in time, events which are
continuous in nature.

The discussion and analysis of the Group’s financial condition and results of operations are based upon the
Group’s Audited Consolidated Financial Statements, which have been prepared in accordance with the
accounting standards pronounced by the Institute of Chartered Accountants of India and accounting
principles generally accepted in India. The preparation of these financial statements requires management to
make estimates and judgments that affect the reported amount of assets and liabilities, revenues and
expenses, and related disclosure of contingent assets and liabilities as at the date of the financial
statements. Management estimates, judgments and assumptions are continually evaluated based on available
information and experience. Due to the use of estimates inherent in the financial reporting process, actual
results could differ from those estimates.

Critical accounting policies are defined as those that are reflective of significant judgments and
uncertainties, and potentially result in materially different results under different assumptions and
conditions. Certain of the Group’s accounting policies require higher degrees of judgment than others in their
application. A "critical accounting policy" is one which is both important to the portrayal of the company's
financial condition and results and requires management's most difficult, subjective or complex judgments,
often as a result of the need to make estimates about the effect of matters that are inherently uncertain.
The management believes that the accounting policies discussed below fit this definition. In addition, Note 1
to the Audited Consolidated Financial Statements includes further discussion of the Group’s significant
accounting policies.

Revenue Recognition

The Group provides services under time-and-material, unit-price or fixed-price contracts, which may extend
beyond the current financial period. Under time-and-material and unit-price contracts under which costs are
generally incurred in proportion with contracted billing schedules, revenue is recognised when the customer
may be billed. Such method is expected to result in reasonably consistent profit margins over the contract
term. For fixed-price contracts, the Group follows the percentage-of-completion method. The percentage-of-
completion methodology generally results in the recognition of reasonably consistent profit margins over the
life of a contract. Amounts recognised as revenue are calculated using the percentage of services completed,
on a current cumulative cost to total cost basis. Cumulative revenues recognised may be less or greater than
cumulative billings at any point in time during a contract’s term. The resulting difference is recognised as
unbilled revenue or unearned receivable, depending on whether the revenue recognised is greater or less
than the cumulative billings, respectively.

Any estimation process, including that used in preparing contract accounting models, involves inherent risk.
Management reduce the inherent risks relating to revenue and cost estimates in percentage-of-completion
models through corporate policy, approval and monitoring processes. Risks relating to service delivery,
usage, productivity and other factors are considered in the estimation process. If considerable risk exists, a
zero-profit methodology is applied to a specific client contract’s percentage-of-completion model whereby
the amount of revenue recognised is limited to the amount of costs incurred until such time as the risks have
been partially or wholly mitigated through performance. Management estimates of revenues and expenses on
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client contracts change periodically in the normal course of business, occasionally due to modifications of
contractual arrangements. In addition, the implementation of cost saving initiatives and achievement of
productivity gains generally results in a reduction of estimated total contract expenses on the relevant client
contracts. For client contracts accounted for under the percentage-of-completion method, such changes
would be reflected in the results of operations as a change in the accounting estimate in the period the
revisions are determined. For all client contracts, provisions for estimated losses, i.e. where the total
contract costs are expected to exceed the total contract revenues, on individual contracts are made in the
period in which such losses first become apparent.

Provision for Doubtful Debts

Most of the Group’s receivables are generated on a fee-for-service basis and are subject to credit losses.
Management have attempted to provide for expected credit losses based on managements past experience
with similar receivables and believe such provisions to be adequate. It is possible, however, that the
accuracy of management estimation process could be materially impacted as the composition of this pool of
receivables changes over time. Management continually reviews and refines the estimation process to make
it as reactive to these changes as possible.

Specifically, the management makes estimates of the collectibility of receivables. Management specifically
analyses receivables and analyses historical bad debts, client concentrations, client credit-worthiness,
current economic trends and changes in the Group’s client payment terms when evaluating the adequacy of
the provision for doubtful debts. Management evaluates the collectibility of the Group’s receivables on a
case-by-case basis, and makes adjustments to the provision for doubtful debts for expected losses.

Income taxes

As part of the process of preparing the Group’s consolidated financial statements management is required to
estimate the Group’s income taxes in each of the jurisdictions in which the Group operates. This process
involves management estimating the Group’s actual current tax exposure together with assessing timing
differences resulting from differing treatment of items, such as depreciation, for tax and accounting
purposes. These differences result in deferred tax assets and liabilities, which are included within the
Group’s consolidated balance sheet. Management must then assess the likelihood that the Group’s deferred
tax assets will be recovered from future taxable income and to the extent management believes that
recovery is not virtually certain no deferred tax assets are created.

Significant management judgment is required in determining the Group’s provision for income taxes, the
Group’s deferred tax assets and liabilities. This is based on management estimates of taxable income by
jurisdiction in which the Group operates and the period over which the Group’s deferred tax assets will be
recoverable. In the event that actual results differ from these estimates or management adjusts these
estimates in future periods management may need to make an additional provision for taxation which could
impact the groups financial position and results of operations.

B. Glossary of Terms used in the Financial Statements

Revenues

The Group derives its revenues primarily from software and call centre services. Revenues from software
services comprise income from time and material and fixed price contracts while those from call centre
services are mainly from time and material contracts. Revenue with respect to time and material contracts is
recognised as services are provided and related costs are incurred. Revenue from fixed price contracts is
recognised using the percentage of completion method, under which the revenue recognised is determined
by relating the actual cost of work performed upto the balance sheet date to the estimated total cost for
each contract. Estimates of costs remaining for completion are subject to periodic revisions. Provisions for
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estimated losses on incomplete contracts are recorded in the period in which such losses become probable
based on the current contract estimates. The asset 'unbilled revenues' represents revenues in excess of
amounts billed to clients as at the balance sheet date for work done between contract milestones. Revenue
in the call centres is recognised based on the amounts actually billed / billable to clients in terms of the
relevant contracts.

Cost of Revenues

Cost of revenues primarily consists of salary and other employee compensation expenses, staff welfare
expenses, rent, depreciation, data communications expenses and link charges, computer maintenance, cost
of software purchased for internal use, and foreign travel expenses. In the software development business
the Group depreciates all computers over two years, buildings over ten years, plant & machinery as well as
furniture & fixtures in four years and office equipment and vehicles in three years. Leasehold improvements
are depreciated over the initial period of the lease or over three years, whichever is lower. Third party
software is expensed in the period in which it is acquired whereas significant purchased application software
which is integral to the Group’s computer systems are capitalised and depreciated over the estimated useful
life of the software or three years, whichever is lower. In the call centre and business process outsourcing
business the assets are depreciated over five years except vehicles and buildings, which are depreciated over
three years and ten years, respectively. The Group assumes full project management responsibility for each
project that it undertakes.

Gross Profit

Gross profit represents the difference between Revenues and Costs of Revenues as explained above.

Selling Expenses

Selling expenses primarily consist of expenses relating to advertisements, brand building, rentals of sales and
marketing offices, salaries of personnel in sales & marketing. Also included are travelling & conveyance
expenses and expenses relating to communications, depreciation of assets used in marketing offices and
other related miscellaneous expenses for sales and marketing.

General & Administrative Expenses

General and Administrative expenses primarily consist of expenses relating to rentals of general and
administrative offices, salaries of senior management and personnel in finance & administration, legal and
human resources. Also included are travelling & conveyance expenses and expenses relating to
communications, finance and administration, legal and professional charges, insurance, miscellaneous
administrative costs, depreciation of assets used in administrative offices and other related miscellaneous
expenses.

Employee Benefits

Gratuity and compensated absences, which are defined benefits, are accrued based on actuarial valuations
at the balance sheet date, carried out by an independent actuary.

Contributions payable to the recognised provident fund and approved superannuation scheme, which are
defined contribution schemes, are charged to the profit and loss account.
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Amortisation of ESOP Costs

“Option Discount” calculated as per the guidelines issued by the Securities and Exchange Board of India is
amortised over the vesting period of the options. Option Discount means the excess of the market price / fair
value of the shares as on the date of grant of the Options over the Option exercise price.

Provision for Doubtful Debts

This relates to the charge for debts that the Group no longer considers recoverable. Provisions are made
based on the financial stability and health of the debtor and assessed periodically.

Operating Profit

Operating Profit represents the profits from operations i.e. the Gross Profit less Selling Expenses, General
and Administrative Expenses, Amortisation of ESOP Costs, Provision for Doubtful Debts and other exceptional
or non-recurring items.

Foreign Exchange Gain / (Loss), net

This represents the net gain or loss on translation of foreign currency assets and liabilities held in the books
of the Group’s Indian companies into Rupees. This would be offset partially by the gain or loss on the hedging
transactions undertaken by the Group, mostly through forward covers. The net gain or loss on translation of
foreign currency assets and liabilities held in the books of the Group’s overseas subsidiaries into Rupees is
taken directly to the Balance Sheet under foreign currency translation reserves.

Other Income/ (expense), net

Other income includes profit or loss on sale of assets and other miscellaneous income or expense.

Interest, net

This represents interest income net of interest expenses. Interest income includes interest from overnight
bank balances deposits with banks, interest & dividends earned from investments in Money Market
instruments, and interest on deposits with Financial Institutions.

Income Taxes

Income Taxes represent the provision for Corporate & Income Taxes in various countries where revenues are
earned. These taxes are based on the capital structure of the Companies in the relevant countries as also the
revenues earned and expenses incurred in these locations as increased by an allocation of corporate
overheads and expenses. In estimating these taxes, adjustments are made for Deferred Tax assets and
liabilities.

The Group’s operations in India enjoy a tax holiday under Indian Income Tax laws as they are predominantly
in the nature of export of software and related services and the earnings are in foreign currencies. The
Group’s earnings in India from Domestic customers as well as non-software related income such as interest or
rental incomes are, however, subject to taxation in India.




