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	The Institute of Chartered Accountants of India has issued ASI-10 on AS-16 ‘Borrowing Cost’. It explains how the exchange rate difference is to be taken as an adjustment to interest costs so as to qualify it as borrowing cost, and accordingly, accounting treatment is to be given as per AS-16 and not as per AS-11. 
AS-16 : Borrowing Cost :
The objective of this Standard is to prescribe the accounting treatment for borrowing costs. This Standard should be applied in accounting for borrowing costs.
The following terms are used in this Standard with the meanings specified.
Borrowing costs are interest and other costs incurred by an enterprise in connection with borrowing of funds.
Borrowing costs may include :
(a) interest and commitment charges on bank borrowings and other short-term and long-term borrowings;
(b) amortization of discounts or premiums relating to borrowings;
(c) amortization of ancillary costs incurred in connection with the arrangement of borrowings;
(d) finance charges in respect of assets acquired under finance leases or under other similar arrangements; and
(e) Exchange differences arising from foreign currency borrowings to the extent that they are regarded as an adjustment to interest.
As per Para 6 of AS-16 : 
Borrowing costs that are directly attributable to the acquisitions, construction or production of a qualifying asset should be capitalized as part of the cost of the asset. The amount of borrowing costs eligible for capitalization should be determined in accordance with this statement. Other borrowing costs should be recognized as an expense in the period in which they are incurred.
AS-11 : The effects of changes in foreign exchange rates :
Objective of AS-11 :
An enterprise may carry on activities involving foreign exchange in two ways. It may have transactions in foreign currencies or it may have foreign operations. In order to include foreign currency transactions and foreign operations in the financial statements of an enterprise, transactions must be expressed in the enterprise’s reporting currency and the financial statements of foreign operations must be translated into the enterprise’s reporting currency.
The principal issues in accounting for foreign currency transactions and foreign operations are to decide which exchange rate to use and how to recognize in the financial statements the financial effect of changes in exchange rates.
Scope of AS-11 :
According to Para 6 on Scope of AS-11 :
This statement does not deal with exchange differences arising from foreign currency borrowings to the extent that they are regarded as an adjustment to interest costs [see paragraph 4(e) of AS-16, Borrowing Costs].
What is ASI-10 :
ASI-10 explains the definition of borrowing cost given in AS-16.
Paragraph 4(e) of AS-16 covers exchange differences on the amount of principal of the foreign currency borrowings to the extent of difference between interest on local currency borrowings and interest on foreign currency borrowings. For this purpose, the interest rate for the local currency borrowings should be considered as that rate at which the enterprise would have raised the borrowings locally had the enterprise not decided to raise the foreign currency borrowings. If the difference between the interests on local currency borrowings is equal to or more than the exchange differences on the amount of principal of the foreign currency borrowings, the entire amount of exchange difference is covered under paragraph 4(e) of AS-16.
Enterprises often borrow in foreign currency at a lower interest rate as an alternative to borrowing locally in rupees at a higher rate. However, the likely currency depreciation and resulting exchange loss is often offset fully or partly as difference in the interest rates. In such cases, the exchange difference on the foreign currency borrowings to the extent of the difference between interest on local currency borrowing and interest on foreign currency borrowing is regarded as an adjustment to the interest cost. This exchange difference is, in substance, a borrowing cost.
Thus, while going through the above paragraph of AS-16 and ASI-10, it is very clear that exchange rate difference arising on account of foreign currency borrowing which is directly attributable to the acquisition, construction or production of a qualifying asset should be capitalized. 
Here, efforts are made to test the ASI-10 in different scenarios.
SCENARIO 1
	Foreign currency borrowed US $
	Date of borrowing
	Exchange rate on date of borrowing
	Exchange rate on 31-3-2011
	Interest rate on foreign loan
	Corresponding interest rate of local borrowing
	Interest on foreign currency loan
	Interest cost if fund borrowed locally
	Exchange rate gain on 31-3-2011

	(1)
	(2)
	(3)
	(4)
	(5)
	(6)
	(7) (1)*(4)*(5)
	(8) (1)*(3)*(6)
	(9) [(1)*{(3)-(4)}]

	10000
	1-4-2010
	Rs.45 per USD
	Rs.44 per USD
	5%
	11%
	Rs.22000
	Rs.49500
	Rs.10000


Assumptions :
Assets which are to be constructed will take 3 years to complete.
All assets are procured from within India.
Year-1 :
Out of this, Rs.22000 for interest cost will be directly capitalized as asset is still under construction as on 31st March, 2011.
As there will be an exchange difference gain of Rs.10000 {(Rs.45 - Rs.44)*10000} in first year. So question of capitalization of exchange difference as an adjustment to interest costs does not arise, instead it will be credited to Profit & Loss Account. This will be clear from the following calculations :
Interest cost if company had borrowed in local currency i.e., 11% p.a. : Rs.49500
Interest if borrowing in Indian currency                : Rs. 49500
Less : Interest if borrowing in foreign currency     : Rs. 22000
So, excess interest will be                                  : Rs. 27500
Against this, as there is no exchange difference loss, there cannot be any amount which can be said as an adjustment to interest cost. Thus, there will not be any capitalization on account of an adjustment to interest costs.
Year-2
Exchange rate as on 31st March, 2012 : Rs.47
Interest cost : Rs.23500 (USD 10000 * 47 * 5%)
Exchange difference : Rs.30000 {Rs.3 per USD (Rs.47 per USD - Rs.44 per USD)}
Out of this, Rs.23500 for interest cost will be directly capitalised as asset is still under construction as on 31st March, 2012.
However, for capitalization of exchange rate difference as an adjustment to interest costs, two options will be available.
Option-1 :
Interest cost if company had borrowed in Local currency i.e., 11% p.a.     : Rs.49500
Interest if borrowing in Indian currency                                                  : Rs.49500
Less : Interest if borrowing in foreign currency                                       : Rs. 23500
So, excess interest will be                                                                    : Rs. 26000
Now if we take Rs.30000 as exchange difference, then total Rs.26000 i.e., difference as per local currency borrowing and foreign currency borrowing will qualify for capitalisation as an adjustment to interest costs.
Option-2 :
Exchange rate as on 31st March, 2012 : Rs.47
Interest cost : Rs.23500 (USD 10000 * 47 * 5%)
Exchange difference if taken as cumulative : Rs.20000 {Rs.2 per USD (Rs.47 per USD - Rs.45 per USD)}
Interest cost if company had borrowed in Local currency i.e., 11% p.a. : Rs.49500
Interest if borrowing in Indian currency                 : Rs. 49500
Less : Interest if borrowing in foreign currency      : Rs. 23500
So, excess interest will be                                   : Rs. 26000
Thus, as excess interest is Rs.26000 and exchange difference is Rs.20000, whole of the exchange difference i.e., Rs.20000 will qualify for capitalization as an adjustments to interest costs.
It is difficult to decide which option is correct. If we take the first option as correct, then it means that even though there was Rs.10000 exchange difference gain in the first year, no cognizance was taken of that while arriving at capitalisation amount as an adjustment to interest costs in the next year. This exchange difference gain would have been credited to Profit & Loss Account as ASI-10 is silent on this, so treatment will be as per AS-11.
If we take the second option as correct, then it means that we are taking into account the credit of earlier year while deciding the capitalisation as an adjustment to interest costs in the second year. As there is no guidance available in ASI-10 regarding this, we have to follow the respective Accounting Standard. Hence, in this case, AS-11 will be applicable and according to AS-11, any exchange rate difference gain will have to go to Profit & Loss Account, which means option 2 is not allowed as per AS-11.

SCENARIO 2
	Foreign currency borrowed US $
	Date of borrowing
	Exchange rate on date of borrowing
	Exchange rate on 31-3-2011
	Interest rate on foreign loan
	Corresponding interest rate of local borrowing
	Interest on foreign currency loan
	Interest cost if  fund borrowed locally
	Exchange rate gain on 31-3-2011

	(1)
	(2)
	(3)
	(4)
	(5)
	(6)
	(7) (1)*(4)*(5)
	(8) (1)*(3)*(6)
	(9) [(1)*{(3)-(4)}]

	10000
	1-4-2010
	Rs.45 per USD
	Rs.48 per USD
	5%
	11%
	Rs.24000
	Rs.49500
	Rs.30000


Assumption :
Out of USD 10000 loan, USD 5000 is spent for acquiring assets from a country outside India and it will be part of total project as whole.
Interest cost : Rs.24000 (USD 10000 * 48 * 5%)
Exchange Difference : Rs.30000 {Rs.3 per USD (Rs.48 per USD - Rs.45 per USD)}
Out of this, Rs.24000 for interest cost will be directly capitalised as asset is still under construction as on 31st March, 2011.
However, out of Rs.30000 exchange difference, Rs.15000 will be directly capitalised, as 50% of the foreign currency loan is utilized in acquiring the assets from the country outside India. (As Schedule VI of Companies Act 1956 will prevail over AS-11)
From balance of Rs.15000, what will be capitalised as an adjustment to interest costs, let us examine this situation.
Interest cost if company had borrowed in Local currency i.e., 11% p.a. : Rs.49500
Interest if borrowing in Indian currency                 : Rs. 49500
Less : Interest if borrowing in foreign currency      : Rs. 24000
So, excess interest will be                                   : Rs. 25500
As Rs.25500 of interest difference is more than the balance exchange difference of Rs.15000, only Rs.15000 will be capitalised as an adjustment to interest costs.
Here the question arises whether we should take into account exchange difference already capitalised due to assets acquired from country outside India while arriving at the amount of exchange difference to be capitalised as an adjustment to interest costs. This is explained in detail hereunder.
Difference in interest as per foreign currency borrowing and local currency borrowing : Rs.25500
Total exchange rate difference : Rs.30000
As interest of Rs.25500 is less than the total exchange difference of Rs.30000, whole difference in interest i.e., Rs.25500 will qualify for capitalisation as an adjustment to interest costs. But out of this, Rs.15000 is already capitalised as assets acquired from country outside India, hence, only balance Rs.10500 will be available for capitalisation as an adjustment to interest costs.
Therefore, one has to take a decision as to what amount, whether Rs.15000, and Rs.10500 is to be capitalised as an adjustment to interest cost by taking into account following announcement by the Institute of Chartered Accountants of India.
[bookmark: _GoBack]
As announced by the Institute of Chartered Accountants of India in its announcement No. XVIII that "It may be noted that where a requirement of an accounting standard is different from the applicable law, the law prevails. Accordingly, a requirement of an Accounting Standard is not applicable to the extent it is in conflict with the requirement of relevant law."
SCENARIO 3
Situation after the asset is put to use.
As per ASI-10, the exchange difference on the foreign currency borrowings to the extent of the difference between interest on local currency borrowing and interest on foreign currency borrowing is regarded as an adjustment to the interest cost. This exchange difference is, in substance, a borrowing cost. As per AS-16, if asset is put to use, then after that no borrowing cost is available for capitalisation and all borrowing cost is to be expensed out.

What will be situation under Income-tax Act?
Sec.43A of the Income-tax Act explains how to deal with exchange rate difference. It clearly states that exchange difference is to be treated in Income Tax only in relation to payment, and not on accrual basis as required under AS-11. 
As per Sec.43A of the Income-tax Act, only exchange difference for the assets acquired from country outside India is eligible for capitalisation. It never speaks of bifurcating the exchange difference between an adjustment to interest costs and the exchange difference as such. So in the Income-tax Act there cannot be any capitalisation of exchange difference on the ground of adjustment to interest costs. Instead it should be treated strictly as per Sec.43A of the Income-tax Act.
So, even if one has followed ASI-10 for treating exchange rate difference as an adjustment to interest cost, it has to nullify that effect while arriving at the block of assets as per the Income-tax Act and instead, adjustment as per Sec.43A of the Income-tax Act is to be made.
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