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The effects of changes in foreign exchange rates

Section B6

Pronouncements:  GAMAP 4:  The Effects of Changes in Foreign Exchange Rates
1.
Introduction

A municipality may enter into transactions in foreign currencies to acquire specialised goods or services, i.e. equipment for electricity networks.  In order to include foreign currency transactions in the financial statements, transactions must be reported in the municipality’s currency
.
The principle issues in accounting for foreign currency transactions are to decide which exchange rates to use and how to recognise the financial effect of changes in foreign exchange rates in the financial statements.  
Excluded from the scope of GAMAP 4 – The Effects of Changes in Foreign Exchange Rates are:

· translating the financial statements of foreign operations that are included in the operations of another entity, e.g. associates
; or 
· translating an entity’s results and financial position into a different currency for the presentation of its financial statements, e.g. donor
 funding.  
Municipalities are prohibited by Section 163 and 164 of the MFMA to 
operate outside the boundaries of the Republic of South Africa and to incur a liability or risk payable in a foreign currency .  The exceptions to these provisions are:


· the debt is denominated in Rand and is not indexed to, or affected by, fluctuations in the value of Rand against any foreign currency;
· in incurring the debt referred to above applied with the provision of Section 48  in providing security; and
· procurement of goods and services denominated in a foreign currency but the Rand value of which is determined at the time of procurement, or where this is not possible and risk is low, at the time of payment.

2.
Initial recognition
A foreign currency transaction can be described as a transaction that is denominated in a currency other than Rand (reporting currency), such as the US dollar.  Municipalities can enter into foreign currency transactions for the acquisition of goods, services or assets (subject to legislative limitations) and as such, the value of these transactions and/or items needs to be converted to Rand before they can be recognised in the financial statements.

Upon initial recognition of a foreign currency transaction, the transaction is recorded by applying the exchange rate between the currencies at the date of the transaction, referred to as the spot rate.  The transaction date is the date upon which the entity is irrevocably committed to the transaction, e.g. the date on which the transaction first qualified for recognition in accordance with the Standards of GRAP/GAMAP.  
3.
Measurement at subsequent reporting dates

GAMAP 4 states that at each reporting date subsequent to the transaction date, the following principles should be applied:
· monetary items are reported using the exchange rate at the reporting date, also known as the closing rate;

· non-monetary items denominated in foreign currency, carried in terms of historical cost, are reported using the spot rate at transaction date;

· non-monetary items denominated in foreign currency, carried at fair value, are reported using the spot rate at the date when the fair value was determined.



Monetary items are assets and liabilities to be received or paid in determinable amounts of money, such as debtors, creditors and cash.  All other assets and liabilities are non-monetary items, for example, property, plant, equipment and inventory.  

4.
Exchange differences
As a result of different rates being used for the reporting of monetary items in subsequent periods, changes in foreign exchange rates can result in changes to the carrying value of monetary assets and liabilities in the financial statements. 
Once a non-monetary item has initially been recorded at the spot rate, the amount will not change due to changes in foreign exchange rates in subsequent periods, e.g. purchase of a computer on 28 February for US 3,000 at the time the exchange rate equalled R7 to US1 will result in the computer being recognised at R21
,000 (R7 x     3 000) at 28 February.  The exchange rate subsequently changing to US$ 
will have no effect on the amount at which the computer had been recognised in the statement
 of financial performance.  
Exchange differences resulting from the settlement or reporting of monetary items at a rate different to the rate at which it was initially recorded, are recognised as revenue or expenses in the period in which they arise in the statement of financial performance.  This is considered to be the benchmark treated in terms of GAMAP 12.  
Where a foreign currency monetary item is not settled or received at the reporting date, the foreign exchange difference is referred to as an unrealised foreign exchange difference.

Realised foreign exchange differences arise when a foreign currency monetary item is settled or received before the reporting date.

Example 6.1 – Foreign currency transaction

The principles of accounting for foreign currency transactions are demonstrated by the following example:

Petunia Metropolitan Municipality bought specialised equipment from a foreign supplier for $40 000 on 30 April 20x6.  The supplier will only be paid on 31 July 20x7.  The relevant exchange rates were as follows:

	Date
	Exchange rate

	
	

	30 April 20x6
	R5.00 = $1

	30 June 20x6
	R4.80 = $1

	31 July 20x7
	R5.25 = $1


The journal entries to account for the transaction are as follows:

	Date
	Description
	Debit
R
	Credit
R

	30/04/20x6
	Property, plant and equipment
	200 000
	

	
	Trade payables
	
	200 000

	
	Recognition of asset at the spot rate on the transaction date 

($40 000 x R5)

	
	

	
	
	
	

	30/06/20x6
	Trade payables
	8 000
	

	
	Foreign exchange difference
	
	8 000

	
	Recognition of trade payables at the closing rate 

($40 000 x (R5.00 – R4.80)
	
	

	
	
	
	

	31/07/20x7
	Trade payables ($40 000 x R4.80)
	192 000
	

	
	Foreign exchange difference
	18 000
	

	
	Bank
	
	210 000

	
	Settlement of trade payables at the spot rate on settlement date 

($40 000 x R5.25)
	
	


GAMAP 4 allows an alternative 
treatment for foreign exchange differences due to a severe devaluation of the foreign currency against which there is no practical means of hedging and that affects liabilities that cannot be settled.  Such exchange differences shall be included in the carrying amount of the related asset.
Exchange differences may result from a severe devaluation or depreciation of a currency against which there is no practical means of hedging and that affects liabilities which cannot be settled and which arise directly from the recent acquisition of an asset invoiced in a foreign currency.  Such exchange differences shall be included in the carrying amount of the related asset.

Exchange differences are not included in the carrying amount of an asset when the entity is able to settle or hedge the foreign currency liability arising from the acquisition of the asset.  However, exchange losses are part of the directly attributable costs of the asset when the liability cannot be settled and there is no practical means of hedging, for example when, as a result of exchange controls, there is a delay in obtaining foreign currency.  Therefore, under the allowed alternative treatment, the cost of an asset invoiced in a foreign currency is regarded as the amount of reporting currency that the entity ultimately has to pay to settle its liabilities arising directly from the recent acquisition of the asset.


Where a municipality entered into material foreign exchange transactions or taken out 
forward cover in order to hedge itself against exchange differences, reference should be made to the International Accounting Standard dealing with Financial Instruments: Recognition and Measurement (IAS 39).

5.
Disclosure

The amount of foreign exchange differences recognised as revenue and/or expenses should be disclosed in the financial statements.  Where the alternative treatment was applied, the amount of foreign exchange differences included in the carrying amount of an asset should also be disclosed in the financial statements.
Example 6.2 – Disclosures of foreign exchange transactions
Notes to the financial statements of Protea Municipality for the year ended 30 June 20x7

XX.  Foreign currencies
Transactions in foreign currencies are initially recorded at the prevailing exchange rate on the dates of the transactions.  Monetary assets and liabilities denominated in such foreign currencies are retranslated at the rates prevailing at the reporting date.  Exchange differences are included in the Statement of Financial Performance.

XX.  General expenses
Included in general expenses is the following:- 

xx.  Net exchange differences
              20x7                   20x6

Loss attributable to operating activities
 – importation of chemicals                                                               -                XX XXX














































�ASB - Comment


�ASB - Comment





�ASB - Comment


�Are prohibited from


[JSB – changed – aligned re MFMA]


�Are also prohibited from non-monetary assets and liabilities


[JSB – changed – aligned re MFMA]





�But there is no guidance in the framework!!


[JSB – wording changed]


�Not a correct interpretation


[JSB – deleted – reference in introduction changed]


�Duplication of comments above


[JSB – deleted – reference in introduction changed]


[ASB comment]�


�Grammar


[JSB – changed]


�[ASB comment]�


�But the example states 31 July 2007


[JSB – dates changed]


�To what?


[JSB – paragraph 4 changed to indicate benchmark treatment. ] 


�Don’t understand


[JSB – wording changed]


�Grammar


[JSB – wording changed]


�should illustrate


[JSB – Disclosure included]






- 1 -


