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	LEARNING OBJECTIVES

1.
Outline the principles for translating foreign currency amounts, including transactions into the functional currency and presentation currency.
2.
Account for the consolidation of foreign operations and their disposal.
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1.
Functional and Presentation Currencies
1.1
HKAS 21 “The Effects of Changes in Foreign Exchange Rates” deals with:

(a)
the definition of functional and presentation currencies

(b)
accounting for individual transactions in a foreign currency

(c)
translating the financial statements of a foreign operation
	1.2
	Functional currency

	
	Functional currency (功能貨幣) is the currency of the primary economic environment where the entity operates. In other words, it is the currency an entity will use in its day-to-day transactions.

Transactions

HKAS 21 also identifies that an entity should consider the following factors in determining its functional currency:
(a)
The currency in which funding from issuing debt and equity is generated.

(b)
The currency in which receipts from operating activities are usually retained.

Let us consider an example, Entity A operates in the UK, it sells goods throughout the UK and Europe with all transactions denominated in sterling. Cash is received from sales in sterling. It raises finance locally from UK banks with all loans denominated in sterling.

Looking at the factors listed above it is apparent that the functional currency for Entity A is sterling. It trades in this currency and raises finance in this currency.

Therefore Entity A would record its accounting transactions in sterling as its functional currency.

Foreign subsidiary

One complication in determining functional currency arises if an entity is a foreign operation. For example, if Entity A has a subsidiary Entity B located in Europe. The question arises as to whether this will be the same as the parent or will be the local currency where Entity B is located.
The factors that must be considered are:

(a)
whether the activities of the foreign operation are carried out as an extension of the parent, rather than with a significant degree of autonomy.

(b)
whether transactions with the parent are a high or low proportion of the foreign operation’s activities.

(c)
whether cash flows from the foreign operation directly affect the cash flows of the parent and are readily available for remittance to it.

(d)
whether cash flows from the activities of the foreign operation are sufficient to service existing debt obligations without funds being made available by the parent.

So, continuing with the example above, if Entity B operates as an independent operation, generating income and expenses in its local currency and raising finance in its local currency, then its functional currency would be its local currency and not that of Entity A.

However, if Entity B was merely an extension of Entity A, only selling goods imported from Entity A and remitting all profits back to Entity A, then the functional currency should be the same as the parent. In this case Entity B would record its transactions in sterling and not its local currency.

Once a functional currency is determined it is not changed unless there is a change in the underlying circumstances that were relevant when determining the original functional currency.


	1.3
	Presentation currency

	
	Presentation currency (表達貨幣) is the currency in which the entity presents its financial statements. This can be different from the functional currency, particularly if the entity in question is a foreign-owned subsidiary. It may have to present its financial statements in the currency of its parent, even though that is different from its own functional currency.


	1.4
	Example 1

	
	State in each of the following cases whether the foreign operation has the same functional currency as the parent:

(a)
ABC Ltd operates in Thailand, selling goods manufactured by its parent company BBC Ltd based in Hong Kong. All sales proceeds are remitted to BBC Ltd on a monthly basis.

(b)
A Ltd operates in South Africa. It imports 30% of the goods it sells from its Australian parent company T Ltd; the remainder come from third party suppliers. A Ltd maintains cash reserves in South African Rand, however as a result of expansion has recently utilized these and supplemented them with borrowings from the Bank of South Africa.

Solution:

(a)
ABC Ltd operates as an extension of BBC Ltd, therefore it can be concluded that its functional currency is the same as that of BBC Ltd.

(b)
A Ltd obviously has a significant degree of autonomy:

(i)
70% of purchases are from third party suppliers

(ii)
Cash reserve (when available) are maintained in local currency

(iii)
It is able to secure (and presumably service) borrowings in its own right rather than rely on the parent company

We can therefore conclude that the functional currency of A Ltd is the Rand.


2.
Individual Transactions in a Foreign Currency
2.1
Exchange rate used

2.1.1
Where an entity enters into a transaction denominated in a currency other than its functional currency, that transaction must be translated into the functional currency before it is recorded.
2.1.2
The exchange rate used should be:

(a)
the spot exchange rate on the date the transaction occurred, or

(b)
an average rate over a period of time, providing the exchange rate has not fluctuated significantly.

2.2
Exchange differences on settlement

2.2.1
When cash settlement occurs, for example payment by a receivable, the settled amount should be translated using the spot exchange rate on the settlement date. If this amount differs from that used when the transaction occurred, there will be an exchange difference.

	2.2.2
	Example 2

	
	On 7 May 2015 a dollar-based entity sells goods to a German entity for €48,000 when the exchange rate was $1 = €3.2.

To record the sale:

Dr. ($)
Cr. ($)
Receivables (48,000 ÷ 3.2)

15,000
Sales

15,000
On 20 July 2015, the customer remitted a draft for €48,000 when the exchange rate was $1 = €3.17.

Dr. ($)
Cr. ($)
Bank (48,000 ÷ 3.17)

15,142
Receivables

15,000
Exchange gain (I/S)

142

The $142 exchange gain forms part of the profit for the year.


2.3
Treatment of year-end balances
2.3.1
The treatment of any foreign items remaining in the statement of financial position at the yearend will depend on whether they are classified as monetary or non-monetary.
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	2.3.2
	Example 3 – Monetary item

	
	A UK company borrowed US$900,000 on 3 June when the spot rate was $1.80 = £1. At 31 December the exchange rate was $1.90 = £1. An interest payment of $18,500 was made on 3 December when the spot exchange rate was $1.85. The loan is a monetary item, denominated in US dollars.
· The loan is recognised initially as £500,000 ($900,000/1.80).

· On 31 December, the loan is re-translated as £494,949 ($900,000/1.90). There is an exchange difference on retranslation of £5,151 (£500,000 – £494,949). As the liability has fallen in value, this represents an exchange gain. The loan is a monetary item; therefore the gain will be reported in profit or loss for the year.

· The interest payment of $18,500 is recognised at £10,000 ($18,500/1.85). This item is translated at the spot rate on the date of the transaction.


	2.3.3
	Example 4 – Non-monetary item

	
	An entity purchases plant, for its own use, from a foreign supplier on 30 June 2012 for cash of FC90,000 when the rate of exchange was $1 = FC1.80.

The asset is recorded at $50,000 (FC90,000 ÷ 1.8)

Dr. ($)
Cr. ($)
Non-current assets

50,000
Cash

50,000
No further translation will occur. All depreciation charged on this asset will be based on $50,000.


	2.3.4
	Example 5 – Monetary and non-monetary items

	
	A UK company bought a machine from a German supplier for €260,000 on 1 March when the exchange rate was €1.30 = £1. By 31 December, the end of the company’s accounting year, the exchange rate was €1.20 = £1.
At 31 December, the UK company had not yet paid the German supplier any of the money that it owed for the machine.
At the year end

The machine is recognised initially at £200,000 (€260,000/1.30). As it is non-monetary item, it will not be re-translated and there is no gain or loss.
However, the company purchased the machine on credit and had not settled the account payable by the year-end. The amount payable should be re-translated at the closing rate, because this is a monetary item. The payable would therefore be retranslated to £216,667 (= €260,000/1.20).
The re-translation will give rise to an exchange difference. In this example the retranslated amount of the liability is higher, and a loss of $16,667 should be reported

in profit or loss for the year.


2.5
Recognition of exchange differences
2.5.1
Exchange differences arise where the exchange rate changes between the transaction date and the reporting and settlement date.

2.5.2
Exchange differences relating to trading items (such as receivables and payables) are usually recognized as operating expenses or income, and exchange differences relating to financing are usually recognized as part of interest expense or income.
2.5.3
When a gain or loss on a non-monetary item is recognized in other comprehensive income (for example, where property is revalued), any related exchange differences should also be recognized in other comprehensive income.

3.
Consolidation of Foreign Operations

3.1
Where a subsidiary entity’s functional currency is different from the presentation currency of its parent, its financial statements must be translated into the parent’s presentation currency prior to consolidation using closing rate method (or net investment method).

3.2
The following exchange rates should be used in the translation:

	Statement of comprehensive income
	Exchange rate being used

	· Income

· Expenses
	· Exchange rates at the date of transaction (spot rates), or

· Average rate for the year (as an approximation)

	Statement of financial position
	

	· Assets and liabilities
	· At the closing rate (i.e. rate on reporting date)

	· Share capital
	· At the historical rate on the date of acquisition
· Reserves form a balancing figure to include the exchange difference.


3.3
HKAS 21 states that the differences on translation are not recognized in profit or loss because changes in the exchange rates for these items have little or no effect on cash flows from operations. It would therefore be misleading to include them in profit or loss.
	3.4
	Example 6 – Translation of goodwill

	
	H, whose currency is the FC, acquired 75% of S on 1 June 2014 for cash consideration of $250,000. The equity of S at 31 May 2015 are as follows:
$
Equity capital

100,000
Retained earnings

- at 1 June 2014
125,000

- profit for the year

75,000

300,000

The H Group values the NCI using the proportion of net assets method.
Required:

At what value should the goodwill be shown in the consolidated financial statements of H for the year ended 31 May 2015?
$ to FC
1 June 2014
2.5
31 May 2015
2.0

Solution:

Net assets of S at acquisition date
$
Equity capital

100,000
Pre-acquisition retained earnings

125,000

225,000

Goodwill
$
Rate
FC

Consideration

250,000
2.5
100,000

NCI (225,000 × 25%)

56,250

2.5

22,500

306,250

122,500

Less: FV at acq. date

(225,000)
2.5

90,000

81,250

32,500

Exchange gain (bal. fig.)

8,125

Net assets value at 31 May 2015
81,250
2.0

40,625

Since HKAS 21 requires the cost of investment within the goodwill calculation to be based on the closing rate, an extra adjustment is required as part of the consolidation process.

The cost of investment in the parent’s accounts must be retranslated to the closing rate. An exchange gain or loss is recorded as a component of other comprehensive income in the group accounts, and so accumulated as a component of entity.


	Question 1
On 1 July 2011 H acquired 80% of S, whose functional currency is KR. The cost of gaining control was KR7,500. Their financial statements at 30 June 2012 were as follows.
Statement of financial position

H
S
Assets

$

KR

Investment in S

5,000

-

Non-current assets

10,000

3,000

Current assets

5,000

2,000

20,000

5,000

Equity and liabilities

Equity capital

6,000

1,500

Retained earnings

4,000

2,500

Liabilities

10,000

1,000

20,000

5,000

Income statement

H
S
$

KR

Revenue

25,000

35,000

Operating costs

(15,000)

(26,250)

Profit before tax

10,000

8,750

Tax

(8,000)

(7,450)

Profit for the year

2,000

1,300

Neither entity recognized any components of other comprehensive income in their individual accounts in the period.

The following information is applicable.

(i)
At the date of acquisition the fair value of the net assets of S were KR6,000. The increase in the fair value is attributable to land that remains carried by S at its historical cost.
(ii)
During the year H sold goods on cash terms for $1,000 to S.

(iii)
On 1 June 2012 H made a short-term loan to S of $400. The liability is recorded by S at the historic rate. The loan is recorded within current assets and liabilities as appropriate.

(iv)
The non-controlling interest is valued using the proportion of net assets method.

Exchange rates to $1

KR
1 July 2011

1.50
Average rate
1.75

1 June 2012

1.90

30 June 2012

2.00
Required:

Prepare the group statement of financial position, income statement and statement of other comprehensive income.


4.
Other Points on Group Accounting

4.1
Disposal of a foreign entity

4.1.1
On the disposal of a foreign subsidiary, the cumulative exchange difference recognized as other comprehensive income and accumulated in a separate component of equity (because it was unrealized) becomes realized. The standard requires the exchange reserves to be reclassified on the disposal of the subsidiary as part of the gain/loss on disposal.

	4.1.2
	Example 7

	
	The H Group has sold its entire 100% holding in an overseas subsidiary for proceeds of $50,000. The net assets at the date of disposal were $20,000 and the carrying value of goodwill at that date was $10,000. The cumulative balance on the group foreign currency reserve is a gain of $5,000. Tax can be ignored.
Required:

Calculate the exceptional gain arising to the group on the disposal of the foreign subsidiary.

Solution:

$
Proceeds

50,000
Net assets recorded prior to disposal:
Net assets

20,000
Goodwill

10,000

(30,000)

Realisation of the group exchange difference, reclassified to profit as part of the gain

5,000

25,000




4.2
Equity accounting
4.2.1
The principles to be used in translating a subsidiary’s financial statements also apply to the translation of an associate.

4.2.2
Once the results are translated, the carrying amount of the associate (cost at the closing rate plus the share of post-acquisition retained earnings) can be calculated together with the group’s share of the profits for the period and included in the group financial statements.

Monetary items





Non-monetary items





Retranslate using the closing rate (year end exchange rate)





Other items in the statement of financial position, e.g. non-current assets, inventory, investments





Units of currency held and assets and liabilities to be received or paid in a fixed or determinable number of units of currency, e.g. cash, receivables, payables, loans





Do not retranslate


Items carried at cost less depreciation, should be translated and recorded at the exchange rate at the date of acquisition


Items carried at fair value less depreciation should be translated and recorded at the exchange rate at the date of revaluation
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