IAS-21
	
	
	

	
	Scope:

(1) Accounting for transactions and balances in foreign currencies except those covered by IAS-39.
(2) Translating the results and operations of foreign operations (Branches) in the financial statement by way of consolidation or proportionate consolidation or equity method.
(3) Translating results and financial position into a presentation currency

Exception:-

· Transactions and derivatives covered by IAS-39.

· Presentation in statement of cash flows of cash flows arising from transactions in a foreign currency or to the translation of cash flows of a foreign operation.

	

Transactions and derivatives which are covered by IAS-39 are outside the scope of this standard. Hedge accounting for foreign currency items are in the scope of IAS-39.





	
	Functional currency

	
	Functional Currency
The currency of the primary economic environment in which the entity operates

How to determine functional currency

(1) For other than foreign operations

(a) Primary factors

· The currency in which the sales prices are denominated and settled.
· The currency of the country whose economy (competitive forces and regulations) determine the sales prices.
· The currency in which the costs like labour, material and other cost are incurred.

(b) Secondary Factors

· The currency in which funds from financing activities are generated like issue of debts and equity
· The currency in which the operating cash receipts are retained.

(2) For foreign operations

In addition to above factors, the following factors are to be considered to determine whether the currency of foreign operation is same as of functional currency.

· Degree of operational independence from parent. For example all goods and services are imported from the parent.

· Proportion of transactions with parent.

· Influence of cash flows on parent’s cash flows (i.e. the cash flows of parent are directly affected by the remittance made by the foreign operations).

· Financial autonomy (i.e. the foreign operations are able to manage its own operations without the funds being made available by the parent).


Note: - If above indicators are mixed and by using above factors, it is difficult to determine the functional currency, in this case the management should use its own judgment that most faithfully represents the economic effects of underlying transactions.

Choice of functional currency:   

· No free choice (have to determine through above factors)

· Change in functional currency

(a) Only if there is a change to the underlying transactions, events and conditions.

(b) Translation procedures to be applied prospectively from the date of change.

Hyperinflationary currency:

If functional currency is currency of hyperinflationary economy defined in IAS-29 then the entity cannot avoid restatement in accordance with IAS-29

In Indian GAAP, no concept of the functional currency. The reporting entity has to follow the prescribed methods given for conversion based on integral or non-integral operations of the respective entity.

	
	Functional currency Transactions

	
	
Initial Recognition

Transaction date spot exchange rate X Foreign currency amount

Subsequent Recognition

Monetary Items

At Closing Rate

Non Monetary Items

Items measured at historical cost-  Translated using exchange rate at the date of transaction

Items measured at Fair Value- Translated using exchange rate at the date when the fair value was determined


	


Average rate can be used as a practical approximation.





Monetary Items- are those items that can be received or paid in fixed or determinable amount of cash or currency. Like cash, cash equivalents, debtors, B/R. Deferred Tax is part of monetary liability.


Non-Monetary Items- that will not be received in a fixed or determinable amount of cash. For example, Inventory, Prepaid expenses, Investment property, Property plant & Equipment, intangible assets.

Equity securities- are non monetary assets as equity prices fluctuate a lot so it cannot be determined or fixed.

Deferred Income is non-monetary liabilities.


The carrying amount is determined by using relevant standard and by comparing two or more amounts

As IAS-2 says inventories to be valued at lower of cost and net realizable value
Cost will be translated at date of transaction and NRV will be translated at the date when the value was determined.


	
	Recognition of exchange difference

	
	
Monetary Items

Both realized and unrealized exchange gain and loss to be recognized in the profit and loss account.

Non Monetary Items

(1) If gain or loss on a non-monetary items is recognized in P/L – Recognize the exchange gain or loss in P/L

	



(2) If gain or loss on a non-monetary items is recognized in Other comprehensive income (OCI)- Recognise the exchange gain or loss in Other comprehensive income



Net Investment in a foreign operation
Reporting of exchange differences

· In standalone (individual balance sheets) – Profit and loss account

· In Consolidated Financial statement- OCI
Reclassified from OCI to P/L on disposal of foreign operation.
	









Like as per IAS-39, the financial instruments which are classified as held for trading should be recognized at fair value through profit and loss and any change in value is also to be recognized at P/L account. As per IAS-21, exchange loss or gain for respective financial instruments to be recognized through P/L Account.

As per IAS-39, financial instruments those are classified as Available for sale should be recognized at fair value and the change in value to be recognized as equity (extension of P/L account-OCI) then the exchange gain or loss on respective financial instruments to be recognized in OCI.

Net investment in a foreign operation.

· The amount of the entity’s interest in the net assets of that foreign operation
· If the settlement of monetary items receivable from or payable to a foreign operations is neither planned nor likely to occur in the foreseeable future.

In Indian GAAP, As-11(revised) distinguishes between integral and non-integral foreign operation and accordingly separate treatment.

In case of integral operation, translated using principle and procedures as if the transactions of the foreign operation had been those of the reporting enterprise itself.

In case of non-integral operation

Assets and liabilities- At closing rate

Income and expense- At the date of transaction

All resulting exchange difference accumulated in a foreign exchange reserve account until the disposal of the net investment.


	
	Remeasurement of functional currency

	
		
Monetary Items – Use current exchange rate
(as all monetary items are valued at fair value, therefore, the current exchange rate is better to adopt to convert)

Non-monetary Items – Use historical exchange rate
	When an entity keeps its books and records in a currency other than its functional currency, the entity has to translate all amounts into functional currency at the time of preparing financial statements


If reporting currency (presentation currency) is same as of functional currency then no further process is required.

If reporting currency is different from the functional currency, remeasurement is followed by the translation.

	
	Translation into presentation currency

	
	
1. Assets and Liabilities – Rate at reporting date
2. Income and expenses – Rate at date of transaction (or average rate if justified to use)
3. Capital transactions (like equity dividend) – Rate at date of transaction (or average rate if justified to use)

Report all the exchange difference in OCI (as there is no direct effect on the present and future cash flows from operations) and reclassified into P/L on disposal.
	Presentation currency is the currency in which the financial statements are presented.

TEST CHECK:

Recalculation of the foreign exchange difference:


Translation adjustment in OCI=
(Opening equity component +Net assets changes from P/L + Net assets changes from other equity transactions) X ( Rate at year end – Historical or average rate)

	
	Translation of a foreign operations
Same procedure as followed above to translate the financial statements. In addition to above the following points to be remembered.
· Minority interest (non controlling interest (NCI)) allocated share of accumulated exchange difference.
· Goodwill and fair value adjustments arising from a business combination are treated as assets/ liabilities of the foreign operation translated at the reporting date.
· Exchange gain or losses on intra group items are taken to P/L.
· 3 months lag is permitted between the date of foreign operation and parent entity.

Disposal or partial disposal of foreign operation

Disposal of foreign operation- Reclassify the accumulated exchange difference into P/L.

And those related to NCI, shall be derecognized.

Partial disposal of foreign operation – Proportionate share to be reclassified.
	

	
	Hyper Inflationary Economy

	
		
If functional currency is the currency of hyper inflationary economy, local financial statement is to be restated by inflation index according to IAS-29.

Resulting gain or losses to be recognized in P/L account.

Translation of FS into presentation currency.
1. Current year- All assets, liabilities, income or expenses- at closing rate at the date of most recent reporting period presented.

2. Comparatives: All assets, liabilities, income or expenses – at closing rate at the most recent period ONLY IF presentation currency is a currency of hyperinflationary economy.  If not, comparatives should not be restated (i.e. retain the comparatives as they were reported  in the previous period)
	Hyper inflationary economy:

No absolute rate at which hyperinflation is deemed to arise. But some indicators:-
· Population keeps its wealth in a stable currency or in non-monetary assets
· Population regards monetary amounts not in local currency but in terms of a stable currency e.g. prices quoted in a stable foreign currency.
· Credit terms compensate for the expected loss of purchasing power during the credit period.
· Interest rates, wages and prices are linked to a price index.
· The cumulative inflation rate over three years is approaching or exceeds 100%.

In Indian GAAP, no concept of hyperinflationary economy.

	
	Capitalization of exchange differences

Prohibited, other than those included as borrowing costs.
	In Indian GAAP also, it is prohibited unless required by the AS-16.



