Accounting challenges galore for convertibles

Many companies use foreign currency convertible bonds (FCCB) to finance their operations. Accounting for it poses several challenges, which are not addressed in the notified accounting standard. Hence, disparate practices have emerged. The recent global credit crisis, particularly the fall in equity prices, FCCB trading below redemption value and weakening rupee creates additional challenges for those issuing FCCBs.

Here’s a look at some of the key challenges and practices.

PREMIUM ON REDEMPTION

FCCBs normally carry a low interest rate. Investors are provided return either through equity conversion or redemption premium. The premium is payable only if the holder does not exercise the conversion option and opts for redemption of FCCBs.

Certain companies amortize the redemption premium on FCCBs over their life, while others treat it as a contingent liability. Except in a few cases, the premium is charged to the securities premium account as allowed under section 78 of the Companies Act, 1956. Thus, the premium does not impact the company’s profit or loss.

Many FCCB issuers are staring at redemption risk as their shares are being traded at a discount, leaving the conversion option out-of-money. If redemption is due shortly, it would be difficult for a company to justify opting for conversion as an FCCB holder. Hence, it may need to provide for redemption premium.

EXCHANGE DIFFERENCES

AS 11 requires monetary liability to be restated at a closing exchange rate, and the exchange differences should be expensed immediately to profit and loss(P&L). Historically it has been debated whether FCCB should be considered a monetary liability, as conversion option is integral to the terms of the instrument. Considering the industry practice and IFRS guidance, this debate has been settled and most companies consider FCCB as monetary liability.

Due to a significant decline in exchange rates, companies have incurred significant losses on their FCCB liability. Taking note of the concerns raised, the Ministry of Corporate Affairs had given companies an irrevocable option to defer/ capitalize the exchange differences arising on long-term monetary items. However, the exchange differences regarded as interest adjustment are charged immediately to P&L. While this adjustment is relatively simple to calculate for a normal loan, it creates additional complexities for FCCB, compelling a company to evaluate various aspects. Should a company compute interest adjustment by comparing interest on normal loan (without conversion) with FCCB interest rate; normal loan with effective yield on FCCB computed using redemption premium; or loan (with conversion option) with coupon rate/ yield on FCCB?

BUYBACK

Many FCCBs are trading at discount and companies are contemplating buyback. Accounting for gain or loss on buyback may depend on how the premium was accounted for. Assume companies A and B issued FCCBs worth Rs 100. Premium on redemption is Rs 50. A treats the premium as a contingent liability, while B accrues it on yield-to-maturity basis by charging it to securities premium account. Till date, B has accrued Rs 30. Buyback price is Rs 120.

A needs to account for loss on buyback of Rs 20 (120-100) in P&L. Alternatively, one may contend that Rs 20 is, in substance, redemption premium and hence can be adjusted against securities premium account, if available.

B will have buyback gain of Rs 10 (130 – 120). One view is that this gain should be accounted in P&L as it is earned on extinguishment of liability. The alternative view is that it should be credited to the securities premium account as liability accrual was debited to the said account. Both companies should consult their legal counsel before considering the alternative view as it is not specified in Companies Act, 1956.

Further, it is possible that at a reporting date, a company has already initiated the buyback process but the settlement is expected after the reporting date. There is no specific guidance in this respect. However, it seems reasonable to account for buyback gain or loss if all significant formalities are completed by the reporting date.

NEED FOR STANDARDS

These issues can have a material impact on financial statements. The Institute of Chartered Accountants of India should issue detailed guidance on priority. It should also consider finalizing accounting standards on financial instruments to help align with global accounting practices. Under International Financial Reporting Standards, FCCB is accounted as financial liability with equity conversion option accounted separately as derivative. Interest is accrued on liability based on the effective interest rate method after considering premium payable on redemption of FCCB. Until the financial instruments standards are notified or the ICAI issues additional guidance, companies should ensure that accounting reflects the substance of the transaction and proper disclosures are made in the financial statements.

Author:  Jigar Parikh is Senior Professional in a member firm of Ernst & Young Global

Source:  Business Line
