 AMENDMENT MADE IN AS- 11 PARA 46
The ICAI’s announcement on March 29, 2008, three days prior to the close of FY 2008-09, directing entities to account for derivatives by adopting AS 30 ahead of time or to provide for losses based on prudence, took many by surprise. Many more had to book losses then. 

One year passes by. This time, it is the notification by the Ministry of Corporate Affairs (MCA), on how to account for exchange differences retrospectively. As in the case of Finance Bill that is introduced in February every year, one wonders whether accounting prescriptions also keep changing every year to address the reporting needs at the end of the year.

Accounting Standard 11 deals with a topic of accounting for and reporting of transactions denominated in foreign currency. The last full-scale revision of this Standard was made by the ICAI in 2004. Since then, in the last five years and until about a week ago, companies were required to record and report the amount of foreign currency denominated receivables or loans using the exchange rate of the rupee against the foreign currency on the recording or reporting date. Because exchange rates are unlikely to be the same on these dates, the resultant difference in the rupee amount was required to be recognised in profit or loss. Such a procedure meant transparency and ensured that the amounts shown in balance-sheets were a faithful representation of the position on the relevant date. 

Early this month, the MCA changed these principles. The apparent reason being a change in market conditions with the rupee having temporarily lost some of its strength against a few major currencies. On March 31, 2009, the MCA notified in the Official Gazette, the Companies (Accounting Standards) Amendment Rules 2009 for introducing an additional paragraph 46 to AS 11 (The Effects of Changes in Foreign Exchange Rates). The amendment came into force from March 31. 

Considering that the validity of the internationally accepted principle enshrined in IAS 21 cannot be disputed, and considering that the Indian entities too had accepted and adopted this principle, there seems to be no justification, prima facie or otherwise, for a retrospective amendment of transitional provisions five years after the 2004-revision had been introduced, and with only two years before convergence with IFRS is scheduled to be achieved.

Accounting issues 
This amendment has given rise to many accounting issues, some of which are discussed in this article. 

First  :  The ICAI does not appear to have brought out any corresponding modification in its pronouncement, in line with this Gazette Notification. All non-corporate entities, partnership or otherwise, are still expected to comply with AS 11 as pronounced by the ICAI. Perhaps, one is led to believe that all non-corporates stand completely insulated from exchange rate volatility about which there is a hue and cry.

Second: Para 46 is a transitional provision. Transition is a point-in-time when a Standard is introduced for the first time. Transitional provisions ought to address the accounting needs up to the transition date and not beyond. Para 46 that introduces a change from a ‘retrospective date’ of December 7, 2006, extends to companies which may raise foreign currency at a future date. To provide discretionary relief in the garb of a transitional provision, making it effective both prospectively and retrospectively, cannot be deemed to be a step in the right direction. 

Third: In a simultaneous action, the MCA has also issued another notification withdrawing a restrictive capitalisation provision in Schedule VI ([this provision read with sub-section 1 of Section 211 is deemed inoperative]. Schedule VI provisions permitted capitalisation of exchange differences insofar as they related only to those assets that were ‘acquired from abroad’. This proviso had been introduced at a time when (i) dealings in forex were governed by very strict regulatory measures, (ii) exchange rates were controlled, (iii) imports were under licensing system and (iv) GOI had notified a devaluation of INR to reflect its purchasing power. 

The scope of the so-called transitional Para 46 traverses much beyond the borders earlier drawn under Schedule VI, and allows capitalisation even where a depreciable capital asset was acquired within India. Omission of the words ‘acquired from abroad’ is conspicuous. Nor is there a one-on-one relationship between FC borrowings and assets obtained. This amendment emits a signal to the world-outside that rupee’s strength today is less than it was on June 6, 1966. 

Fourth: The scope of Para 6 of AS 11 states that the Standard does not deal with exchange differences arising from foreign currency borrowings to the extent that they are regarded as an adjustment to interest costs.

The capitalisation principles laid down in AS 16 (borrowing costs), include:

a) The fundamental requirement in AS 16, that the asset to which borrowing costs can be added should be a ‘qualifying asset’, namely, one which takes substantial period of time of approximately twelve months or so, to make it ready for its intended use or sale. 

b) AS 16 also permits that, to the extent exchange differences can be regarded as adjustment to interest costs, that element can be treated as borrowing costs and can be capitalised.

c) The accounting treatment now proposed in Para 46 not merely ignores the scope of Para 6, but causes a deep dent in the application of (a) and (b) above. 

Fifth: Any accounting principle that permits either capitalisation of costs, or allows restatement of carrying amount based on revaluation, invariably prescribes a ceiling level that capitalisation should not exceed the fair market value (recoverable amount). The new Para 46 fails to address this issue. 

Entities are bestowed with unbridled freedom to capitalise exchange differences to assets, even if the resultant carrying amount were to exceed the fair market value. The direction in which financial reporting is now being allowed to proceed is more real than apparent. There could possibly be an argument that the prescriptions in other Standards would come into operation. 

Sixth: Exchange differences arise in more ways than one. The relevant part of Paragraph 13 of AS 11 is as follows: “Exchange differences arising on the settlement of monetary items or on reporting an enterprise’s monetary items at rates different… should be recognised as income or as expenses in the period in which they arise.” 

The transitional provisions in Para 46 deals with exchange differences arising only on reporting long-term foreign currency monetary items, and inadvertently or otherwise omits exchange differences arising on settlement. When a portion of such a monetary item is settled on a date that falls after a reporting date, or between two reporting dates, the exchange difference should get recognised in profit or loss. 

The silence of Para 46 on this aspect is quite eloquent. The correct procedure should be obvious to any careful reader. Conceding that the lack of clarity in amendment is a mystery, it is stressed that the new Para 46 does not deal with — permit capitalisation of — exchange differences arising on settlement (on a partial or full de-recognition) of FC denominated long-term monetary item. 

Seventh: In terms of Para 46, insofar as exchange differences relate to the acquisition of a depreciable capital asset, such differences can be added to or deducted from the cost of such asset. What is a ‘depreciable capital asset’ has been left to the interpretation of the management of entities. 

If we draw on the provisions in the other Standards, it is seen that only Tangible Fixed Assets (Property, Plant and Equipment) fall in the category of depreciable capital assets. The cost of an intangible asset is amortised. 

Provisions in Para 46, when read in harmony with these prescriptions in other Standards, do not permit an enterprise to adjust the exchange differences attributable to a long-term monetary item with the cost of an intangible asset. 

Impairment of assets: It would be violative of Standards if an entity were to ignore the provisions of AS 28 (Impairment of Assets) and were to capitalise all the exchange differences, irrespective of an assessment of the recoverable amount. 

Assets under finance lease: It can be argued that assets acquired would also include assets obtained under a finance lease, and exchange differences on reporting date, would be added to the amount at which it was initially recognised.

Eighth: The new Para 46 permits enterprises to capitalise the difference, insofar as they relate to the acquisition of a depreciable capital asset. Usage of the term ‘acquisition’ gives rise to another accounting issue, in the context of the usage of this term in AS 16 (Borrowing Costs). 

Consider the following extract.

Borrowing costs that are directly attributable to the acquisition, construction, or production of a qualifying asset should be capitalised as part of the cost of that asset (Paragraph 6 of AS 16).

The term ‘acquisition’ is used only to denote ‘asset from an external source’, whereas the term ‘construction’ refers to the activity of self-construction of assets (and internally generated intangible assets). Since ‘acquisition’ does not include ‘self-constructed assets’, questions do arise, if an entity has an attributable long-term monetary liability, whether the capitalisation principle Para 46 would apply to self-constructed assets also? Absence is clarity in this area is painful. 

Ninth: The new Para 46 requires that if the exchange differences were to be accumulated in a ‘foreign currency monetary item translation difference account’ it should be amortised over the balance period of such long-term asset-liability but not beyond March 31, 2011. 

It will be recalled that when AS 15 [Employee Benefits] was amended to permit deferment of a charge relating to termination benefits, SLM (straight line method) basis of amortisation was clearly provided. It is surprising that Para 46 is silent on the method of amortising accumulated translation difference, and renders one more issue as debatable. 

For example, straight line method of adjustment could be subjected to an interpretation that each-year’s gain or loss will be accounted for independently and recognised in equated instalments over remaining life of monetary item, as validly as another interpretation that the gain/loss may be netted off on a cumulative basis and the net adjusted over remaining life at the time of netting. 

Another view can be that accumulations will be adjusted pro-rata to reductions in the carrying amount of the monetary item, where the monetary item is repaid in instalments on or before March 31, 2011. 

Further, the chances of accumulated (debit) balance in the translation reserve account increasing year after year cannot be predicted or ruled out. If this were to happen, the entire accumulated debit will have to be recognised in profit or loss, as on March 31, 2011. If the strength of this amendment were to rest on the argument that enterprises are unable to absorb the exchange difference on a year to year basis (and hence a deferment is allowed), then it is anybody’s guess as to how the same enterprises will absorb the entire accumulated debit on a single date on March 31, 2011.

One corollary issue is that, an entity first transfers through debit/credit in General Reserve, the previously recognised exchange differences to a ‘translation difference account’. Amortising a part of this amount by routing it through P&L in a subsequent period, would lead to accounting for the same transaction twice in two periods of P&L, and goes against the fundamentals of accrual accounting, that requires that expense or income is to be recognised in the same period to which it belongs. 

The new Para 46 is silent on how the amortisation of amounts first transferred out of General Reserve should be accounted for, by avoiding double debit to Profit or Loss. 

Tenth: Para 46 supports an accounting procedure that deferred recognition (or capitalisation) of exchange difference shall be applied only to long-term monetary items. In a majority of cases, a long-term monetary item with an original maturity of more than 12 months can only be foreign currency liabilities. Because, in the context of FEMA requirements, entities carrying receivables with an original maturity period of more than 12 months, is uncommon and, if existing, the amounts will not be large. Since an entity does not have any scope to avail of this option (of deferment) to short-term receivables. 

A weak rupee gives rise to larger realisation of FC receivables. In the current year’s scenario of weakening rupee, and by necessity, therefore, enterprises will be able to recognise all the exchange gains arising from short-term receivables, while deferring all the losses attributable to long-term liabilities. 

It is wrong to conclude that the Standard setters have failed to consider the term prudence (as in AS 1 Disclosure of Accounting Policies). 

In view of the uncertainty attached to future events, profits are not anticipated but recognised only when realised (though not necessarily in cash). Provision is made for all known liabilities and losses even though the amount cannot be determined with certainty, and represents only a best estimate in the light of available information.

Prudence says: provide for liabilities and do not recognise anticipated profits. The new Para 46 dictates the opposite. Do not provide for long-term monetary liabilities in P&L (take the difference elsewhere), but recognise unrealised gains on short-term receivables. This is one more signal emitted by the amendment to the outside world. 

Eleventh: By exercising the option available in Para 46 an enterprise will be able to accumulate the exchange losses in the FC monetary item translation reserve, This accounting model will only assist in improving the book profits, EPS, and in declaring dividends even if liquidity may not permit. 

Twelfth: Since Section 43A of I-T Act has not been amended, the computation of taxable income should take cognisance of cash-outflows relating to repayment of foreign currency loans, for purposes of capitalisation of exchange difference, and hence there is a need to evaluate the need to account for deferred tax. 

Thirteenth: In terms of a proviso to Section 211 (3C), until a new Accounting Standard is prescribed by the Central Government, the Accounting Standards announced by the ICAI would be deemed to be the prescribed Standards. Therefore, there is no bar on companies adopting AS 30, 31 and 32 (Financial Instruments), which are in recommendatory stage (April 1, 2009), merely because a notification to that effect has not been issued by the Central Government. 

Entities desirous of adopting hedge accounting policies from April 1, 2009, in accordance with these Standards may chose to defer adopting the Standards on Financial Instruments, if they find that exercising this bottom-line oriented irrevocable option more advantageous. In short, new Para 46 discourages the enterprises to take the right step forward on time. In any case, Para 46 has merely added to the current status of confusion.

Fourteenth: For large entities listed in NASDAQ or other recognised exchanges outside India, it would still be essential to prepare and present another set of financial in conformity either with IFRS or US GAAP. That neither IAS 21 nor US GAAP permits capitalisation of exchange difference, in the manner proposed in Para 46, needs no special emphasis. The visibility of a better bottom-line is only for Indian investors and not for investors or regulators outside India. 

The crux of the argument is that the amendment (a) not being equitable to all enterprises, is seen to be a retrograde step, (b) is ambiguous or silent on many issues, (c) has resulted in the management of entities gaining unbridled freedom in exercising judgments that would cross the boundaries of prudence. 

The financial statements would at best be opaque and not transparent. 

