
of the transaction should be 
recognised as income or ex-
pense over the life of the con-
tract – para 13.

Summary of the  
requirements:
 Monetary items to be re-

stated at balance sheet date 
using the closing rate.

 Exchange difference 
thereon to be recognised 
as income or expense of  
the period.

 Premium on forward con-
tracts to be expensed over 
the life of the contract.

II.   Illustration
Let us now proceed to 

analyse the above provisions 
by an example.
Let us assume the following:

Foreign currency loan li-
ability – 1.10.04 – US $ 
1,00,000. This liability is to be 
paid, on say, 30.9.05.

To cover this liability a For-
ward Exchange Contract has 
been entered into on 1.10.04 
for a period of 1 year (Forward 
Exchange Contract matures 
on 30.9.05)

Exchange rate on:
1.10.04  - Rs 40
31.12.04 - Rs 42
31.03.05 - Rs 38
30.06.05 - Rs 44
30.09.05 - Rs 46

Forward rate
- 1.10.04 - Rs 45

Interest has been ignored 
for the sake of convenience.

Stage I: 1.10.04
Analysis

1. On the date of transac-
tion (loan transaction), the 
loan liability is accounted 
at Rs 4,00,000 ($1,00,000* 
40).Equivalent amount 

would have been  
received in  
Indian rupees.

2.Premium on 
Forward Exchange 
contract arising on 
inception Rs 5,00,000 
{i.e. $1,00,000* (45-
40)} has to be charged 
over the period of the 
Forward ExChange 
contract (i.e. one 
year). In other words 
Rs 1,25,000 has to be 
charged off to profit 
and loss account in 
each quarter.

Stage II: 31.12.04
1. The loan liabil-

ity is to be restated @ Rs 42/-
2. The resultant exchange 

fluctuation of Rs 2,00,000 {i.e. 
$ 100000* (42-40)} is to be 
recognised as an expense.

3. Premium on Forward 
Exchange contract of Rs 
1,25,000 is to be recognised as 
an expense.

Stage III: 31.03.05
1. The loan liability is to be 

restated  @ Rs 38/-
2. The resultant exchange 

fluctuation of Rs 4,00,000/ 
{i.e. $1,00,000* (38-42)} is to 
be recognised as an income.

3. Premium on forward 
exchange contract of Rs 
1,25,000 is to be recognised as 
an expense.

Stage IV: 30.06.05
1. The loan liability is to be 

restated @ Rs 44/-
2. The resultant exchange 

fluctuation of Rs 6,00,000/ 
{i.e. $1,00,000* (44-38)} is to 
be recognised as an expense.

3. Premium on Forward  
Exchange contract of 
Rs 1,25,000 is to 

be recognised as  
an expense.

Stage V: 30.09.05
1. The loan liability is set-

tled by paying Rs 45/per $.
2. The resultant exchange 

fluctuation on settlement of 
Rs 1,00,000 {i.e. $100000* 
(45-44) is to be recognised as 
an expense.

3. Premium on Forward 
Exchange Contract of Rs 
1,25,000 is to be recognised as 
an expense.

If the above observations 
are reflected in the ledger, the 
same would, appear as un-
der (EF – refers to Exchange 
Fluctuation and ‘Premium’ 
refers to premium on forward 
exchange contract}.

Gain or loss on exchange 
fluctuation. 

In effect an amount of 
Rs 1,00,0000 has been charged 
to the profit and loss account  
as follows:

Hedge Accounting Under AS 11

T hanks to globalisation 
of the economy, the 
financial market has 

grown leaps and bounds in 
the last decade. New instru-
ments such as futures, options 
have come into play.  More 
and more corporate managers 
are showing interest in these 
instruments. Accounting for 
transactions involving these 
instruments is a challenge and 
the profession has risen up 
to the demands rather well.  
Forward exchange contract is 
one such instrument that has 
found favour with the corpo-
rate finance managers. Ac-
counting for the Forward Ex-
change contracts is governed 
by Accounting Standard – 11 
(AS 11).  The revised edi-
tion of AS 11 issued in 2003 
has captured a very interest-

ing aspect in accounting for 
Forward Exchange Contracts.  
This article takes a detailed 
look at this aspect with suit-
able illustrations.

AS 11(2003) bifurcates 
Forward Exchange con-
tracts as falling under two 
types based on their utility.  
They are:
a. Forward contracts en-

tered into for hedging 
the risk due to exchange  
fluctuation.

b. Forward contracts entered 
into for trading or specula-
tion purposes.
Separate accounting treat-

ment has been prescribed for 
each of the above scenarios.  
This article analyses the im-
plications of the accounting 
treatment of forward contracts 
entered into for hedging pur-
poses. Such forward contracts 
mitigate the risk arising due 
to fluctuations in foreign ex-
change rates. In other words, 
there is an underlying asset 
(like a trade debt)/liability 
(like a trade liability or loan 
liability) on which a forward 
contract is constructed to 
overcome the risk arising out 
of the exchange fluctuation.

AS 11(2003) provides 
for recognition, in the profit 
and loss statement, of the ex-
change difference or forward 
contracts. Exchange differ-
ence on forward contract?  
What is it? In isolation this 
may be difficult to understand.  
But consider it in unison, the 
prescriptions contained in the 
1994 version of the standard, 

exchange difference on for-
ward contracts and require-
ments regarding “restatement 
of monetary assets” contained 
in the standard, there is  
a revelation.

I. Prescriptions in 1994 
Standard:

1. Initial recognition  
of transactions:

 A transaction in a foreign 
currency should be recorded in 
the reporting currency by ap-
plying to the foreign currency 
amount the exchange rate be-
tween the reporting currency 
and the foreign currency at the 
date of the transaction–para 5

2. Subsequent restatement:
 At each balance sheet 

date, monetary items denomi-
nated in a foreign currency 
should be reported using the 
closing rate – para 7 (a)

3. Recognition of Ex-
change differences:

 Exchange differences 
arising on foreign currency 
transactions should be recog-
nised as income or expense in 
the period in which they arise 
– para 9

4. Forward Exchange 
Contracts:

 An enterprise may en-
ter in to a forward contract, 
or other financial instrument 
that is in substance a Forward 
Exchange Contract, to estab-
lish the amount of the report-
ing currency required or avail-
able at the settlement date of 
a transaction. The difference 
between the forward rate and 
the exchange rate at the date 
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This is nothing but
Let us now proceed to un-

derstand the provisions con-
tained in the revised AS11 is-
sued in 2003.

III. Prescriptions in the 
2003 Standard

Initial recognition
 A foreign currency 

transaction should be record-
ed, on initial recognition in 
the reporting currency, by ap-
plying to the foreign currency 
amount the exchange rate be-
tween the reporting currency 
and the foreign currency at the 
date of the transaction–para 9 

Subsequent restatement
 At each balance 

sheet date, foreign currency 
monetary items should be 
reported using the closing 
rate–para 11(a).

Recognition of exchange dif-
ferences

 Exchange differences 
arising on the settlement of 
monetary items or on re-
porting an enterprise’s mon-
etary items at rates different 
from those at which they 
were initially recorded dur-
ing the period, or reported 
in previous financial state-
ments, should be recognised 
as income or as expenses in 
the period in which they 
arise – para 13. 

Forward exchange  
contracts

 An enterprise may en-
ter in to a forward contract or 
another financial instrument 
that is in substance a Forward 
exchange contract, which is 
not intended for trading or 
speculation purposes, to estab-
lish the amount of the report-
ing currency required or avail-
able at the settlement date of  
a transaction.

 - The premium or discount 
arising at the inception of such 
a FEC should be amortised as 
expense or income over the 
life of the contract.

- Exchange differences 
on such a contract should be 
recognised in the statement of 
profit and loss in the reporting 
period in which the exchange 
rates change – para 36.

 Premium or discount 
that arises on entering into the 
contract is measured by the dif-
ference between the exchange 
rate at the date of inception of 
the FEC and the forward rate 
specified in the contract.

 Exchange difference 
on a FEC is the difference 
between (a) the foreign cur-
rency amount of the contract 
translated at the exchange 
rate at the reporting date, or 
the settlement date where 
the transaction is settled dur-
ing the reporting period, and 
(b) the same foreign currency 
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amount translated at the latter 
of the date of inception of the 
FEC and the last reporting 
date – para 37.

Summary requirements
 Monetary items to be 

restated at balance sheet date 
using the closing rate.

 Exchange difference 
thereon to be recognised  
as income or expense of the  
period.

 Premium/discount on 
forward contracts to be recog-
nised as income or expense 
over the life of the contract.  
The premium or discount is 
measured by the difference be-
tween the exchange rate at the 
date of inception of the FEC 
and the forward rate specified 
in the contract, i.e. Premium 
= (forward rate at inception 
– rate at Forward Exchange 
transaction date)* Foreign cur-
rency amount.

 Exchange differences 
on FECs should be recognised 
in the profit and loss state-
ment in the reporting period 
in which the exchange rates 
change. Exchange difference 
is:

 The above accounting 
treatment applies to FECs 
which are entered into to es-
tablish the amount of report-
ing currency required or avail-
able at the settlement date 
of a transaction. This type of 
FECs are not meant for trad-
ing or speculation. In other 
words there is some underly-
ing foreign currency asset (like 
a trade debt) or liability (like a 
trade payable, loan) on which 
the FE contract is constructed.  
This aspect has been newly 
introduced in the 2003 stan-
dard and was not there in the  
1994 edition.

IV. Illustration
 Let us continue with 

the earlier illustration and 
see the impact due to the  
2003 standard.

Analysis
State I: 1.10.04
1. On the date of transaction 

(loan transaction), the loan 
liability is accounted at Rs 
4,00,0000 (i.e. $1,00,000* 
40). Equivalent amount 
would have been received 
in Indian Rupees.

2. Premium on FEC arising 
on inception Rs 5,00,000 
{i.e. $1,00,000* (45-40)} 
has to be charged over the 
period of the FEC (i.e. one 
year).  In other words Rs 
1,25,000 has to be charged 
off to profit and loss ac-
count in each quarter.

State II: 31.12.04
1. The loan liability is to be 

restated @ Rs42/. The re-
sultant exchange fluctua-
tion of Rs 2,00,000/ {i.e. 
$1,00,000* (42-40)} is to 
be recognised as an ex-
pense.

2. Premium on FEC of Rs 
1,25,000 is to be recog-
nised as an expense.

3. Exchange fluctuation on 
Forward Exchange con-
tract of Rs 2,00,000 {i.e. $ 
100000* (42-40)} {i.e. rate 
@ reporting date – rate @ 
inception of FEC)* For-
eign Currency amount} 
is to be recognised as an  
income.
This needs to be under-

stood clearly. At the incep-
tion of the forward contract, a 
monetary asset is created (i.e. 
foreign currency receivable on 
the date of settlement). This 
asset is accounted in books at 

the rate prevailing on the date 
of inception of the forward 
contract. At each reporting 
date this asset is restated us-
ing the closing rate and the 
exchange fluctuation thereon 
is recognised as income or ex-
pense as the case may be. In 
this case the monetary asset 
would have been accounted 
at inception at Rs 40/$. On 
31.12.04 it would be restated 
at Rs 42/$. The value of the 
asset has increased by Rs 2/$.  
The resultant gain represents 
the gain on exchange fluc-
tuation on forward exchange 
contracts and is recognised as  
an income.

This can also be viewed 
from another angle. The ear-
lier anticipated loss, at the 
inception of the forward ex-
change contract, of Rs 5/$(as 
explained in Stage I – point 
2) has been reduced to Rs 3 
(i.e. 45-42) because of the 
rupee becoming weaker as on 
31.12.04. Consequently there 
is an exchange fluctuations 
gain of Rs 2 (i.e. 42-40).

Stage III: 31.03.05
1. The loan liability is to be 

restated @ Rs 38/. The resul-
tant exchange fluctuation of 
Rs 4,00,000/ {i.e. $1,00,000* 
(38-42)} is to be recognised as 
an income.

2. Premium on forward 
exchange contract of Rs 
1,25,000 is to be recognised as 
an expense.

3. Exchange fluctuation on 
forward exchange contract of 
Rs 4,00,000 {i.e. $1,00,000* 
(38-42)} { i.e. rate @ report-
ing date – rate @ last report-
ing date)* Foreign Currency 
amount} is to be recognised 
as an expense. The monetary 
asset explained in stage II 



gets restated at Rs 38/$ as on 
31.03.05.  The resultant loss of 
Rs 4/$ is recognised as loss on 
fluctuation.

Viewing from the other 
angle, the earlier anticipat-
ed loss, as at 31.12.04, of Rs 
3/$ (as explained in Stage II 
– point 3) has been increased 
to Rs 7 (i.e. 45-38) because of 
the rupee becoming stronger 
as on 31.03.05.  Consequently 
there is an exchange fluctua-
tion loss of Rs 4 (38-42).

Stage IV: 30.06.05
1. The loan liability is to 

be restated @ Rs44/-. The re-
sultant exchange fluctuation of 
Rs 6,00,000/ {i.e. $1,00,000* 
(44-38) is to be recognised as an 
expense.

2. Premium on forward ex-
change contract of Rs 1,25,000 
is to be recognised as an ex-
pense.

3 Exchange fluctuation on 
forward exchange contract of 
Rs 6,00,000 {i.e. $1,00,000* 
(44-38)} {i.e. rate @report-
ing date – rate @ last reporting 
date)* foreign currency amount} 
is to be recognised as an income. 
The monetary asset explained 
in stage III gets restated at Rs 
44/$ as on 30.06.05.  The resul-
tant gain of Rs 6/$ is recognised 
as income on fluctuation.

Viewing from the other an-
gle, the earlier anticipated loss, 
as at 31.03.05 of Rs 7/$ (as ex-
plained in Stage III – point 3) 
has been reduced to Rs 1 (i.e. 
45-44) because of the rupee be-
coming weaker as on 30.06.05. 
Consequently there is an ex-
change fluctuation gain of Rs 6 
(i.e. 44-38).

Stage V: 30.09.05 
Date of settlement of loan

1. The loan liability is 

settled by paying Rs 45/per 
$. The resultant exchange 
fluctuation on settlement of 
Rs 1,00,000/ {$1,00,000* 
(45 – 44)} is to be recognised  
as an expense.

2. Premium on Forward 
Exchange Contract of Rs 
1,24,000 is to be recognised as 
an expense.

3. Exchange fluctua-
tions on Forward Exchange 
Contract of Rs 1,00,000 { i.e. 
$1,00,000* 945-44)} {(rate@ 
settlement date – rate @ last 
reporting date)* foreign cur-
rency amount} is to be recog-
nised as an income.  The mon-
etary asset explained in stage 
IV is realised at Rs 45/$ as on 
30.09.05. The resultant gain 
of Rs 1/$ is recognised as gain 
on fluctuation/settlement.

Viewing from the other 
angle, the earlier anticipat-
ed loss, as at 30.06.05, of Rs 
1/$ (as explained in Stage IV 
– point 3) has been reduced to 
Rs 0 (i.e. 45-45) because of the 
rupee becoming weaker as on 
30.09.05. Consequently there 
is an exchange fluctuation gain 
of Rs 1 (i.e. 45-44).

If the above said observa-
tions are posted in the ledger, 
the gain or loss on exchange 
fluctuation account would 
read as under: (‘EF’ refers to 
Exchange Fluctuation, ‘FEc’ 
refers to Forward Exchange 
Contracts and ‘premium’ refers 
to premium on FEC.)

Gain or loss on exchange 
fluctuation Table 07-10

 The exchange fluctua-
tion on account of the loan 
and the exchange fluctuation 
on the Forward Exchange 
Contract get nullified at each 
stage and in effect the pre-
mium gets charged off to 
the profit and loss account. 

This is so because the For-
ward Exchange Contract has 
been entered into to mitigate 
(hedge) the foreign exchange 
fluctuation risk in respect of 
the loan liability. Further it is 
to be noted the premium gets 
charged off in two accounting 
periods as detailed below: (i.e. 
Rs 2,50,000 for 31.03.05 and 
another Rs 2,50,000 during 
31.03.06).

V.  Difference between 
1994 and 2003 standards

Exchange difference on 
FEC was not recognised in 
the 1994 standard. This re-
sulted in charging exchange 
difference to the profit and 
loss account twice as discussed 
in the illustrations above. The 
principle of hedging was not 
fully captured under the 1994 
standard. Where the forward 
contract is entered into to 
mitigate the exchange risk on 
an underlying asset or liability, 
the known loss is the premium 
on Forward Exchange Con-
tract and only that (in effect) 
would enter the profit and loss 
account. This aspect has been 
sought to be rectified in the 
2003 standard.

VI. Illustration given by the 
Technical Directorate of 
ICAI – Journal May 05

The Technical Director-
ate of the Institute has issued 
a write up for explaining the 
provisions of the 2003 Stan-
dard relating to forward con-
tracts (published in page nos. 
1547 to 1549 of May 2005 
Journal). The write up suggests 
use of Spot rate for accounting 
the transactions as on the date 
of settlement. In the illustra-
tion discussed above, if the 
spot rate as on 30.09.05 of Rs 

46/$ is used for accounting the 
fluctuations, the implications 
would be as under:

States I to IV will be the 
same as discussed under point 
IV above.

Stage V: 30.09.05 
Date of settlement of loan
1. The loan liability is set-

tled by paying Rs 46/per 
$ (spot rate). The resul-
tant exchange fluctua-
tion on settlement of Rs 
2,00,000/ ($ 1,00,000* 
(46-44)} is to be recog-
nised as an expense.

2. Premium on FEC of Rs 
1,25,000 is to be recog-
nised as an expense.

3. Exchange fluctuation 
on Forward Exchange 
Contract of Rs 2,00,000 
{i.e. $100000* (46-44)} 
{(Spot rate@ settlement 
date – rate @ last report-
ing date)* foreign cur-

rency amount} is to be 
recognised as an income. 
The monetary asset is 
considered as settled at 
Rs 46/$ and the resultant 
gain is accounted.

Points to ponder
The aforesaid discussion 

raises an interesting issue 
for consideration. What is 

the rate that should be used 
for accounting as on the date 
of settlement of the for-
ward contract? Whether the 
spot rate on that date or the 
agreed forward rate? 

Let us turn to the stan-
dard for a solution.

Para 37 of the 2003 stan-
dard defines Exchange differ-

ence on a Forward Exchange 
Contract as the difference 
between (a) the foreign cur-
rency amount of the contract 
translated at the exchange 
rate at the reporting date, or 
the settlement date where 
the transaction is settled dur-
ing the reported period, and 
(b) the same foreign currency 
amount translated at the lat-
ter of the date of inception of 
the Forward Exchange Con-
tract and the last reporting 
date. In other words at the 
settlement date, the exchange 
difference is to be worked out 
as the difference between the 
exchange rate at the date of 
settlement and the rate at the 
last reporting date.

Para 7 of the 2003 stan-
dard defines ‘exchange rate’ 
as the ratio for exchange of  
two currencies.

Para 37 read in conjunc-
tion with para 7 would sug-
gest that exchange difference 
on a forward exchange con-
tract on the date of settle-
ment would be as follows:

Exchange difference = 
Foreign currency amount* 
{ratio for exchange of cur-
rencies at the settlement 
of the transaction. On the 

settlement date, the for-
ward contract is settled at 
the earliest agreed forward 
rate and not at the spot rate. 
Consideration of the spot 
rate therefore may not be ap-
propriate when the forward 
contract taken for hedg-
ing is honoured at the date 
of settlement.  
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