Review

Proposed improvementsto |AS 21 (The Standar d)

Background
Entities to which The Standard will apply

In the moden commeda world exchange control regulations and reserve
currencies ae no longer as relevant as they were twenty-five years ago. Many more
entities conduct operations in more than one currency, experiencing the asociated
accounting and difficulties and problems. Currency trandation for reporting purposes dill
presents problems for accounting and auditing daff. Computer programs are written
without the basc fundamentds or requirements being properly undersood. Software
architecture is not being desgned to solve the problems in the most effective and user-
friendy way. Rdiance on memorandum accounts, which ae not intggrd to the
accounting system, is widespread. Subddiaries or branches operating in countries where
the loca currency is different to that of the parent company are often expected to report
in the currency of the holding company. Indructions are often issued by the accounting
daff of the parent company on how the books and records are to be maintained and in
what currency. Detaled indructions on end-accounting period reports ae issued
soecifying the format of the reports and returns and the reporting currency to be used.
Group accounting rates of exchange may dso be issued for use in the preparation of such
reports. Other stand-done entities operate in economic  environments  foreign to  their
naiondity and or their shareholdes At aty one time they may have debtors and
creditors as wdl as docks and other assats and liabilities, both monetary and  non-
monetary, which are redissble, collectable or payable in a currency other than the one
that is locd to them. In these circumgtances it is preferable thet they should mantain not
only good record of ther foreign currency assets and liabilities but dso of their open
positions, historic, current and future or forward.

Occasondly an entity may be located in an aea where there is a de facto
currency in use It is not the nationd/legd currency (de jure) of the locdity. Usudly in
such circumstances the management decide to operate and keep the records in the former
rather than the latter. For example an entity operaing in Kosovo a present would amost
certainly keep its records in Euros and not the locd Serbian currency. Many Internationa
Non-Government  Organisations (INGO's) such as The World Bank or FAO operate
whally in US dollars whaever the location of the operation. Vey often in countries
where the locd/nationd currency is the currency of a hyperinflationary economy and has
log creditability, the locd population will use another currency, in which they have more
fath, asapardld currency.

As a reallt of these changes some entities are usng vaious multi-currency
accounting (MCA) sysems to maintain accounting books and records. Properly kept with
integrity and according to good accounting principles these fully badancing sysems
should operate without memorandum accounts. The use of them dlows entities not only



to monitor assets and liabilities in the currencies in which they were legdly incurred and
are legdly collectable, but dso to operate fredy in those currencies, conducting trade in
them and monitoring open podtions if any. It is to be hoped tha The Standard will do
nothing to inhibit the development of such systems

In many countries accounting laws and nationd charts of accounts enforce the
methodology of keeping accounting books and records In these countries al accounting
books and records not only have to be drawvn up according to the accounting code but
have to be kept in the nationd (or loca) currency. Another requirement usudly found in
such countries is that the accounting records have to be closed off a the end of an
accounting period in absolute agreement with the published accounts This usudly means
that the books are kept open until the accounts have been passed and accepted. The
concept of reconciling the books to the financid datements via a working tria baance
and asociaed working papers and records is usudly unecceptable. Admittedly this
enables the authorities to assess tax and other duties direct from the accounts instead of
usng a computationd sysem as wdl as enabling them to collate nationd dHdidics on a
uniform bass. However these Studions neither encourage people of a high academic or
management cdibre to involve themsdves in the accounting process nor does it
encourage the devdopment of sound accounting techniques. It is noticegble even now
that in countries where there are, or have been until quite recently, rigid accounting laws
and codes accounting deaff are dill defident in the skills and judgement which would
endble them to devdop flexible, secure and efficdent accounting systems responsve to
the changing environment in which they operate.

Objective and Scope, Definitions (1-14)
These paragraphs should be recondgdered in the light of what has been Sated
above and the definitions stated below.

Definitions of terms used in this paper

Where the definition of the words or phrases used in this paper ae the same as
that used in the Exposure Draft they have not been restated. Where definitions
have been dtered the dterdtions ae in itdics. Where a completely new term is
used the definition isin normd type and underlined.

Currencies

Functiondl Currency
Any currency or currencies in which the entity operates and carries positions in
monetary and non-monetary items

Primary Functional Currency (PFC)
A functiond currency designated to be the Primary functiond Currency.

Note

Where an entity keeps the accounting books and records in more than one
functiond currency, current accounting practice usudly requires tha a PFC will
be desgnated into which dl vadues of a trading nature should be transferred. (See



ITC bdow). This should be the currency into which the accounting records would
be closed after the end of an accounting exercise. The decison on which currency
should be the PFC would depend on a number of factors and in the case of a
wholly or patly owned subsdiay would not necessrily be made locdly. Usudly
it would be the currency of the primary economic environment in which an entity
operates, and the currency that the locd management wish to operate in,
especidly when meesuring the vadue of any foreign currency postions, trading
revenue, expenses and other cods. The guiddines used to decide which currency
to desgnate as the PFC, would amog certainly be the same as those st out in
paragephs 7-12 of the Exposure Draft (Functiond Currency). In an MCA
gtuation it would only be a primay functiond currency amongst other functiond
currencies and not the only currency of record.

Currency of Record

The currency in which an entity may be required by the laws of the state in which
it operates to keep its books and records. It will dmogt dways be the Nationd
Currency (see below).

Nationd currency
Thelegd (de jure) currency of acountry in which an entity is registered.

Foreign Currency

Foreign Currency is any currency other than the Currency of Record, or the
National Currency.

Note

The term would probably not be used to describe a Pardld currency or a Locd
currency even though they might not be the Nationd currency of the locd
economic environment. In an MCA the concept of Foreign Currency fdls away
with dl currencies being functiona or non-functiond

Parald currency

A foreign currency accepted in a locdlity that is not the national currency of that
locdlity.

Note

This gtuation usudly arises because the populaion and busness community have
logt faith in the nationd currency.

Loca Currency
The currency acoepted locdly by the busness community and the population. It

may be ether the Nationd Currency or a Pardld Currency.

Presentation Currency

Presentation Currency is the Currency or Currencies in which the financial
statements are presented or any currency or currencies in which an entity is
required to produce financial statements and/or financial reports for
consolidation or part consolidation.




Note

It is quite possble that an entity will need to produce Financid Statements in
more than one presentation currency. For example a subsdiay of a US group,
incorporated in Hungary will be required to produce Financd Statements in the
nationa currency of Hungary (Forints) for regidration and tax purposes and it
will dso be required to produce finandd reports in US dallars for consolidetion
into the group accounts. It may dso be required to produce financia statements in
ether or both for public consumption.

Exchange Rates

General

Rate of Exchange - Theratio for exchange for two currencies.

Note

This definition is unchanged from that daed in the IAS but has been repested
because the following definitions are based on it.

Specific

Soot Rete

The exchange rate for immediate delivery.

Note

This definition is unchanged from tha daed in the IAS but has been repested
because the following definitions are based on it.

Comment
For accounting purposes the rate used should be the midde maket rae, (MMR)

i.e. the rate & the mid point between the buy and sl rate. This will usudly be
obtained from the free exchange markets or, in a contralled economy from the
delegated authorities

Closing Rate (CR) — the MMR at the close of business on a recognised market in
the local economic environment applicable to the entity.

Reporting Date Rate (RDR)— The Closng Rate at the date of any reports or
gatements used in the preparation of the Financid Statements.

Transaction Date Rate (TDR) — The Closing rete a the date of atransaction.

Average Closing Rate (ACR) — The average of dodng rates for a given period.

Note
The definitions used for the various raes of exchange focus dtention on the

various methods that may be usad in trandation for accounting purposes.

Condderation should be given however to the definition of CR. It might be
congdered ussful to give more guidance on, for example when and where the



relevant rates are acceptable. A subdsdiay of a US company Operding in Eagtern
Europe might have the choice of the rate quoted locdly a locd time or the rae in
the US a a much later hour and a materidly different rate. The above definition
limits the CR to that quoted on a recognised market locad to the entity but this
point appears to be open to discusson. Whatever rate is used it should be dearly
dated in the accounts how it has cdculated. See notes on Disclosure 49-

55(below).

Other Definitions

Currency Exchange Transaction (CET)

A physcd exchange of currency with another entity, in which one currency is
bought or sold for a consderation denominated in another currency.

Multi-currency Accounting (MCA)

A sysem of accounting whereby the books and records are kept in more than one
functiond currency. Each currency bdances within the sydem and the whole
integrated system bal ances through position accounts.

Pogtion
A dtudion where there is a mismaich of assets and ligbilities in _any currency.
Whae a podtion is open and uncovered there is therefore an exposure to a

possible profit or loss resulting from any fluctuation in the currency.

Tranddtion
The expresson of financid data denominated in one currency in terms of ancther
by reference to the rdevant rate of exchange.

Inter-currency Transfer (ICT)
A trander of vaue between currencies via position accounts.

Note

MCA - It is now quite possble to run an MCA sysem without a desgnated PFC.
By hdding dl the daa on a comprehensve multi-currency database and usng
powerful report writing software, reports can be written in any Presentaion
Currency required. This may be a step too far for some a present but it should be
recognised as a probable development in accounting practice.

Tranddion - The definition used for Trandation clearly dates the nature of
Trandation. It should not be confused with an Inter-currency Trandfer (ICT),
which is internd trander of vdue from one currency to ancother in a multi-
currency accounting context, or a Currency Exchange Transaction (CET), which
isaconverson of one currency into another viaathird party,

Pogtion - The monitoring of open postions is now as vitd for purdy commercid
entities as it has been in the pagt for entities involved in currency deding. It is to



be hoped that this can be achieved by incdluding within the accounting architecture
ample integrated accounting techniques that will enable this to be done in red
time and accurately.

Summary of the Approach required by (this) Sandard (15-17)

Comment

If it is acoepted that the Summary will goply both to entities running multi-
currency accounting systems, as well as to entities required to account usng COR
systems, then the Summary should be “adjusted” to reflect this Situation.

Reporting Foreign Currency Transactions in the Functional Currency (18-
20)

Comment

Paragraph 19 should be adjusted to reflect the redity that foreign currency
transactions are not necessarily whdly recorded on initid recognition in the
functional currency. This would be true of an accountancy system run on the COR
sysem. It would not usudly be true in an MCA system, where the vadue of the
edements of a transaction applicable to the statement of Income and Expenditure
would probably be trandferred into the PFC records using an ITC but the dements
goplicdble to the Bdance Shest (monetary and non-mongary items), would
reman in the currency in which they had been acquired incurred or were to be
Stled.

Reporting at Subsequent Balance Sheet dates (21-24)

No comment other than on the point made in the lag sub paragraph of paragrgph
2.

In an MCA or a COR sysem, dl charges agang assets or provisons for the
repayment of ligbilities, which accrue on a daly bass such as depreciation, lease
amortisation, or provigons for loan repayment, should be initidly recognised in
the currency in which the asset or liability is denominated. In a COR sygem the
amplest practice will be to trandae the charge into the COR a the average rate
for the peiod in question. However it may be required practice to use the higoric
rate, being the rate ruling at the date of acquistion of the asset or the incurring of
the ligbility. In an MCA sysem an ICT would transfer the charge into the PFC by
reference to the higoric rate of the assst or ligbility. Where the higoric rate is
used, in ether sysem, a further charge may be necessay where the charge
cdculated a the higtoric rate is less than the charge cdculated at the average rate
for the accounting period in question. Where this Stuaion occurs the adjusment
could ather be put through only in the PFC or the COR, building up a reserve or
an additiond provison. In an MCA this resarve or provison could be built up in
the currency of the assat or liability. In any case a note to the Financid Statements
should gate clearly the trestment of such items and the amounts involved.

The Point made in Paragraph 24 needs development. (See the comments above on
the various Exchange Rae definitions Where severd exchange rates are



avalable there will be a choice The decison as to which rate was used needs to
be judified in the financid datements. In countries where a twodtier currency is in
operation for exchange control purposes and an entity has pogdtions in either or
both tiers, the rate used for reporting purposes should be the RDR or the ACR for
whichever tier of currency is applicable to the baances being trandated. However
the comments gpplicable to the choice of MMR 4ill should goply. (See dove) In
an MCA sygem the tiers would be accounted for as though they were separae
currencies.

Recognition of Exchange Differ ences (25-32)
No comment

Changein the Functional Currency of an Entity (33-35)

Comment

These paragraphs are more rdevant to COR sysems If, in an MCA sygem, the
PFC were to be changed, it would only be necesstry to move dl baances in the
previous PFC into the new PFC usng an ICT. The MMR used would be the one
ruling between the two currencies a close of business on the date of change. (See
comment on paragraph 52)

Use of a Presentation Currency other than the Functional Currency (36-41)
No comment

Trandation of aforeign Operation (42-45)

Comment

Following the acquidtion of a foreign entity there may be an adjusment to the
carrying amounts of assats and liabilities. These adjusments should be made in
the same currency as that of the assts and lidbilities and depreciation adjusted
accordingly. (See comments on paragraph 23 above) A goodwill adjusment may
be made on the acquidtion of an entity but it should appear in the records of the
acquiring entity in the currency in which it was origindly recognissd and
depreciated accordingly. (See comments on A25 below.)

Digposal of a Foreign Operation (46 & 47)
No comment

Tax Effectson All Exchange Differ ences (48)
No comment

Disclosure (49-55)

Comment

Entities should disdose additiondly the accounting policies followed in deciding
which types of Exchange Rates were goplicable to which items in the Trandaion
Exercise. They should dso disclose on which makets the rdevant MMR's were
quoted. (See comments on Definitions of Exchange Rates above). Congderation



should dso be given to requiring disdlosure of any maerid Open Pogtions a the
Accounting Date.

Where there has been a change in COR or PFC (Para 52) this should not only be
disclosed, but the reasons for the change given. The note should dso date if any
materiad differences would have occurred if the last st of comparative figures and
dl movements since the date of those figures had been reworked usng the new
currency.

Effective Date (56)
No comment



I nvitation to Comment

Question 1
No. See comments, definitions and preamble. In an MCA it would be more the
definition of the PFC.

Question 2
Yes — This is essentid provided that the requirements of the Standard are closdy

heeded.

Question 3
Yesasper A15

Question 4
Yesasper A20

Question 5

a Goodwill arisng on the acquidtion of a foreign ettity should appear in the
records of the acquiring entity in the currency in which it was origindly
recognised, which may not be a currency in which the acquired entity functions. It
dhould remain in the acquire’s books and be depreciated accordingly in that
currency — see comments @ove on depreciation. (A25) It arises because the
acquiring entity places a higher vdue on the acquired entity than can be explained
in net baance sheet teems. It may be the result of group Srategy or some other
reeson known only to those who made the acquistion. In such drcumgtances it is
aurdy preferable that such an intangible asset is treated as an asset of the parent
and not ‘pushed down’ to alower levd.

b) Following the acquistion of a foregn entity there may be an adjusment to be
made to the carrying amounts of assets and liabiliies These adjusments should
be made in the books and records of the acquired entity in the same currency as
the rdevant assts and lidbiliies ae caried in the depreciation adjusted
accordingly. (See comments on paragraph 23 above))



