

Financial Statements of an enterprise is the tool for a shareholder to make economical decision.  The preparation of the same is guided by various laws and standards.  The Indian Accounting Standards and the Company law require treatment of certain items in the financial statements in different manners.  
In this background, should the management or an auditor follow the standards or the law is discussed in this article. 
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Accounting Standard 11 on The Effects of Changes in Foreign Exchange Rates (revised 2003) states that exchange differences arising on the settlement of monetary items or on reporting an enterprise’s monetary items at rates different from those at which they were initially recorded during the period, or reported in previous financial statements, should be recognized as income or as expense in the period in which they arise. 

For instance: ABC Ltd imported a machinery on loan basis for 5000$ on 24th January 2008 on which date the exchange rate was Rs.45.50/$.  On the date of closing of books of account i.e, 31st march 2008, the loan amount remains outstanding and the exchange rate is Rs.45.80/$.

As per the Accounting standard issued by ICAI, the loss of Rs.1,500/-($5000*0.3) should be recognized as expense in the profit and loss account.  The asset value shall remain to be stated in the Financial statement as Rs.2,27,500 (5000*45.50) as on 31st March 2008
However Schedule VI of the Companies Act requires that the difference being profit or loss should be added or deducted from the cost of the fixed asset. 
In the above example, the difference of Rs.1,500/- shall be added to the value of the machinery and the machinery will reflect a carrying amount of Rs.229,000/- as on 31st March 2008
In such a scenario, the first question is whether the auditor should qualify his report if there is no compliance with accounting standard issued by ICAI. 
The auditor need not qualify his report since the accounting standard issued by ICAI itself provides by way of notes that pending amendment to Schedule VI of the Companies Act, 1956, a company following the provisions of Schedule VI will still be considered to be complying with AS 11 for the purpose of Section 211 of the Act. 

The Central Government taking a step forward with consultation with National Advisory Committee on Accounting Standards vide notification G.S.R. 739(E) dated 07.12.2006 has issued the Companies (Accounting Standards) Rules, 2006 [as  Amended vide G.S.R. 212(E) 27.03.2008 - Companies (Accounting Standards) Amendment Rules, 2008].  

As per the accounting standard prescribed under this rule of the Companies Act there is a change in the treatment of foreign exchange fluctuation.  In the case of Accounting Standard 11 issued under Companies Accounting Standard Rule, the footnote reads that the accounting treatment of exchange differences contained in this Standard is required to be followed irrespective of the relevant provision of Schedule VI of the Companies Act, 1956.  The accounting standards under the Companies Act being similar to the accounting standards issued by ICAI, Schedule VI requirement with this respect have to be disregarded. 

The Schedule VI of the Companies Act, 1956 is prescribed under Section 211 of the Act and the rule making power is prescribed under Section 642 of the Act. Whether the rules prescribed have power to negate what is prescribed in the Schedule?  
Such a step is clearly an indication that a step has been taken forward to ensure that convergence with International Financial Reporting Standard is made easy.  In this scenario, should the auditor qualify the report in case the management adopts treatment as per Schedule VI or as per the Company Accounting Standards (Rules).
The authors of this article are of the view that, both rules as well as Schedules are issued with power enshrined in the Section of the same Act.  The rules will have equal power as that of Schedule requirement.  If the intention of the incorporation of Accounting Standards in the Company law is pondered upon, it is clear that the intention of insertion of rules is to remove the difficulties and ambiguities revolving accounting standards issued by ICAI and provisions of company law.  Accordingly the accounting standards in the rules have to be adopted for treatment of transactions and for reporting purposes.  A disclosure by way of notes to accounts is required to indicate the treatment of such exchange difference in the books of account and the auditor need not qualify his report
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