
 

 

Chapter Objectives

1. To define translation exposure and discuss its affect on MNC performance.

2. To describe the four translation rules available and to calculate translation exposure using these four methods.

3. To distinguish between the past (FASB No. 8) and current (FASB No. 52) translation methods prescribed by the Financial Accounting Standards Board. 

4. To explain how to hedge translation exposure.

Chapter Outline

I. Translation Exposure

A. Translation exposure, also known as accounting exposure, measures the effect of an exchange rate on the published financial statements of a firm.

i. Foreign-currency assets and liabilities that are translated at the current exchange rate are considered to be exposed.

ii. The difference between exposed assets and liabilities is called net exposure.

B. Translation gains and losses do not involve cash flows and are only of a paper nature.

C. Translation exposure affects a company’s ability to raise capital, the cost of capital earnings per share, its stock price, and key financial ratios.

D.  Accounting for foreign currency translation is a controversial issue.

i. One of the main problems is that foreign exchange rates are rarely fixed.

E. Different translation rates will result in different reported results.

i. The translation of financial statement items denoted in foreign currencies will result in foreign exchange gains or losses depending on the rules used.

F. The four most common translation methods used are current-noncurrent, monetary-nonmonetary, temporal, and current rate.

II. Four Translation Rules

A. Current-Noncurrent Method

i. All current assets and current liabilities of foreign affiliates are translated into the parent currency at current exchange rates.  

ii. All noncurrent assets, noncurrent liabilities, and owner’s equity are translated at historical exchange rates.

B. Monetary-Nonmonetary Method

i. Monetary assets and monetary liabilities are translated at current exchange rates.

1. Monetary assets include cash, accounts receivables, and notes receivable.  In general, all liabilities are monetary.

ii. Nonmonetary assets, nonmonetary liabilities, and owner’s equity are translated at historical rates.

1. Nonmonetary assets include inventory and fixed assets.

C. Temporal Method

i. This method produces essentially the same results as the monetary-nonmonetary method under generally accepted accounting principles of historical accounting in the United States.

ii. The only difference is that under the temporal method, inventory is usually translated at the historical rate, but it could be translated at the current rate if inventory is carried at market prices or at replacement costs.

1. Under the monetary-nonmonetary method, inventory is always translated at the historical rate.

D. Current Rate Method

i. All assets and liabilities are translated at the current rate.

ii. Existing equity accounts such as common stock and paid-in capital are translated at the historical rate.

iii. This method is the simplest.

III. FASB No. 8 and FASB No. 52

A. In October 1975, the Financial Accounting and Standards Board (FASB) issued statement No. 8 Accounting for the Translation of Foreign Currency Transactions and Foreign Currency Financial Statements.
i. This rules formerly requires U.S. companies to translate their foreign-currency financial statements into dollars by applying the appropriate exchange rate to the measurement basis of each account.

1. The appropriate exchange rate may be the historical rate, the current rate, or the average rate.

ii. The rule also requires U.S. companies to show all foreign exchange gains or losses in their quarterly and annual income statements, regardless of whether these gains or losses were realized or unrealized.

iii. While much effort and debate went into the drafting of the rule, after inception it met with a lot of criticism.

1. Most of the criticism revolved around recognizing foreign exchange gains or losses.  Companies claimed that the rule grossly distorted their earnings.

B. In response to the criticism, FASB No. 52, Foreign Currency Translation, was released in December 1981.  

i. This rule supercedes FASB No. 8. and companies can chose to use either No. 8 or No. 52.

ii. The rule requires the use of the current exchange rate in translating foreign-currency financial statements into U.S. dollars.

1. Such translation adjustments are placed directly into stockholders’ equity rather than income.

C. Parent vs. Functional Currency

i. Parent currency, also known as reporting currency, is the currency where the parent company is located.

ii. Functional currency, also known as foreign or local currency, is the currency of the country where the foreign operation of an MNC is located.

1. FASB No. 52 defines functional currency as “the currency of the primary economic environment in which the entity operates; normally, that is the currency of the environment in which an entity primarily generates and expends cash.”

iii. Functional currency is a key feature of FASB No. 52. because it determines the choice of translation method which then determines the translation rate.  This translation rate then determines the end exchange gains and losses.

1. If the foreign currency is determined to be the functional currency, FASB No. 52 is used to carry out the translation process.

2. If the U.S. dollar is determined to be the functional currency, FASB No. 8 is used to carry out the translation process.

D. Differences between FASB Nos. 8 and 52

i. The underlying assumption of FASB No. 8 is that consolidated financial statements should reflect the transactions of the consolidated group as though all operations, including foreign operations, are extensions of the parent’s domestic operations.

1. This premise fails to recognize the fact that in many cases the operations of foreign subsidiaries exist in other environments and involve foreign-currency cash flows in those other environments.

2. Due to this problem, accounting translation did not correctly portray foreign-currency cash flows.

ii. FASB No. 52 is intended to portray foreign-currency cash flows.

1. Companies using the functional currency approach and the current rate method can maintain compatible income and cash flows before and after translation.

2. Financial summary indicators, such as profit margin, gross profit, and debt-to-equity ratio, are almost the same after translation into the reporting currency as they are in the functional currency.

3. The volatility of a company’s reported earnings is reduced because foreign exchange gains or losses are placed directly into stockholders’ equity rather than in income.

E.  Specific Translation Applications

i. FASB No. 8 requires the use of the temporal method.

1. According to this method, balance-sheet items carried at current or future prices are translated at the current exchange rate.

2. Balance-sheet items carried at historical prices should be translated at the applicable historical rate.

a. Sales revenue and operating expenses are translated at the average exchange rate.

b. Cost of goods sold and depreciation are translated at the applicable historical rate.

3. Gains or losses from the translation are included in the income statements.

ii. FASB No. 52 requires the use of the current exchange method to translate from functional currency into reporting currency.

1. All assets and liabilities are translated at the current exchange rate.

2. Only owner’s equity is translated at the historical exchange rate.

3. Translation adjustments are not included in net income.

a. Translation adjustments are instead a separate component of equity.

IV. Hedging Translation Exposure

A. When a devaluation or upvaluation seems likely, management needs to determine if it has net exposure to exchange risk.

i. A hedge is an approach designed to reduce or offset a possible loss due to translation risk.

1. A hedge is designed to substitute a known cost of buying protection against foreign exchange risk for an unknown translation loss.

B. Balance-Sheet Hedge

i. A balance-sheet hedge involves the selection of the currency in which exposed assets and liabilities are denominated so that an exchange-rate change would make exposed assets equal to exposed liabilities.

1. To do this, a company must maintain the same amount of exposed assets and exposed liabilities in a particular currency.

ii. If a MNC has several subsidiaries, two basic strategies may be used:

1. The company must decrease soft-currency assets and increase soft-currency liabilities.

2. The company must increase hard-currency assets and decrease hard-currency liabilities.

a. Hard currencies are those likely to appreciate.

b. Soft currencies are those likely to depreciate.

C. Indirect Fund-Adjustment Methods

i. MNCs can net certain exposures from different operations around the world so that they hedge only their net exposure.  This is called exposure netting.

ii. Leading and lagging is another indirect method.  Leading means to pay or collect early and lagging means to pay or collect late.

1. MNCs should lead soft currency receivables and hard currency payables.

2. MNCs should lag hard currency receivables and soft currency payables.

iii. Transfer prices is the last indirect method.

1. Transfer prices are the prices of goods services sold between related parties, such as a parent and its subsidiary.

2. These prices often differ from the market price, so they can be used to avoid foreign currency exposure.

a. For example, a MNC can remove funds from a soft-currency country by charging higher transfer prices on goods sold to it subsidiaries in those countries.

b. For example, a MNC can keep funds in a hard-currency country by charging lower prices on goods sold to its subsidiaries in those countries.

Key Terms and Concepts

Translation Exposure sometimes called accounting exposure measures the effect of an exchange rate change on published financial statements of a firm.
Current/ Non-Current Method assumes that financial-statements accounts should be grouped according to maturity.
Monetary/Non-Monetary Methods are methods under which monetary assets and monetary liabilities are translated at current exchange rates while non-monetary assets, non-monetary liabilities, and owners' equity are translated at historical rates.

Temporal Methods produces essentially the same results as the monetary/non-monetary methods under generally accepted accounting principles of historical accounting in the US.

Current Rate Method is the method that translate all assets and liabilities at the current exchange rates except owners' equity.

Parent Currency sometimes called reporting currency, is the currency of the country where the parent company is located.

Functional Currency is the currency of the country where the foreign operation of a multinational company is located.

Hedge is an approach designed to reduce or offset a possible loss.

Balance Sheet Hedge involves the selection of the currency in which exposed assets and liabilities are denominated so that an exchange rate change would make exposed assets equal to exposed liabilities.

Exposure Netting is a method of offsetting exposure in one currency with exposures in the same currency or another currency in such a way that gains or losses on the first exposure will be offset by losses or gains on the second exposure.

Leading is an operational technique to reduce foreign exchange exposure by paying or collecting early.

Lagging is an operational technique to reduce foreign exchange exposure by paying or collecting late.

Transfer Prices are prices of goods and services sold between related parties, such as a parent and its subsidiary.

Multiple Choice Questions

1.  In accounting exposure, if exposed assets are greater than exposed liabilities, foreign currency depreciations will produce exchange _____.

A.
appreciation

B.
losses

C.
depreciation

D.
gains

E.
A and B

2. Which of the following is not a translation method?

A.
current/noncurrent

B.
monetary/nonmonetary

C.
temporal

D.
permanent


E.
current

3.
Which of the following is not true about translation risk?

A.
it affects the company's ability to raise capital

B.
translation does not involve actual conversion

C.
the gain and losses are purely of a paper nature

D.
financial statement items are simply restated

E.
None of the above

4.
Which of the following is not a desirable factor for a multinational firm to establish a subsidiary in a country?

A.
price stability

B.
availability of funds

C.
high rates of taxation

D.
favorable balance of payments

E.
availability of local labor

5.
The temporal method of currency translation is almost similar to the monetary/non-monetary method except the following _____.

A.
accounts receivable at historical cost

B.
accounts receivable at market price

C.
fixed assets at historical cost

D.
inventory can be at historical cost

E.
inventory can be at market price

6. 
The only method of currency translation that reports long-term debt at the historical 


rate is:


A. monetary/nonmonetary


B. temporal


C. current rate


D. current/noncurrent


E. none of the above

7.  The simplest method of currency translation is:


A. monetary/nonmonetary


B. temporal


C. current rate


D. current/noncurrent


E. none of the above

8.
FASB No. 8 is the same as the following translation method _____.

A.
monetary/non-monetary method

B.
current rate method

C.
monetary/non-monetary method

D.
exchange rate method

E.
temporal method

9.
FASB No. 52 is the same as the following translation method _____.

A.
monetary/non-monetary method

B.
current rate method

C.
monetary/non-monetary method

D.
exchange rate method


E.
temporal method

10.
Under FASB No. 52, companies are required to show exchange gains or losses in the following _____.

A.
quarterly income statement

B.
annual income statement

C.
stockholders' equity account

D.
the sources and uses of funds statement

E.
none of the above

11.
The functional currency is defined as the currency of the environment in which the entity primarily generates and expends cash, and usually refers to the _____ currency.

A.
parent

B.
reporting

C.
recording

D.
home

E.
local

12.  Which of the following statements regarding the function currency is not true:


A. if the US dollar is deemed to be the functional currency, FASB No. 8 is used to 


used to carry out the translation process


B. functional currency is a key feature of FASB No. 52 because it determines the 


choice of translation method


C. the functional currency for foreign subsidiaries is always the currency of the 


foreign country in which it operates


D. if the foreign currency is determined to be the functional currency, FASB No. 52 is 


used to carry out the translation process


E. the functional currency for foreign subsidiaries is not always identical to the 


currency of the foreign country in which records are maintained

13.
Which of the following items is not related to a balance-sheet hedge in translation exposure management?

A.
reduce the level of local currency

B.
tighten credit

C.
delay the collection of hard-currency receivables

D.
options market hedge

E.
increase hard-currency assets

14.  Which of the following is not a type of indirect fund-adjustment method:


A. exposure netting


B. lags


C. transfer pricing


D. balance sheet hedge


E. leads

15.
A U.S. company has an affiliate in Mexico. This affiliate has exposed assets of 200 million pesos and exposed liabilities of 300 million pesos. If the exchange rate appreciates from $0.0004 per peso to $0.0005 per peso, what is the company's translation gain or loss?

A.
-$10,000

B.
-$15,000

C.
+$10,000

D.
+$15,000


E.
+$40,000

Assume that a foreign subsidiary of a US MNC has the following: 1) cash = FC 300; 2) accounts receivable = FC 450; 3) inventory = FC 600; 4) fixed assets = FC 750; 5) current liabilities = FC 300; 6) long-term debt = FC 900; and net worth = FC 900.  Let us further assume that the historical exchange rate is $1 = FC2 and that the current exchange rate is $1 = FC 1.  Remember that the functional currency (FC) appreciates from 2FC per $1 to 1FC per $1.  Answer the following questions:

16.  What would the exchange loss or gain be using the current/noncurrent translation method:


A. $525 loss


B. $525 gain


C. $1050 loss


D. $450 gain


E. $ 225 loss

17.  What would the exchange loss or gain be using the monetary/nonmonetary translation method:


A. $3450 gain


B. $3450 loss


C. $225 loss


D. $225 gain


E. $525 gain

18.  What would the exchange loss or gain be using the temporal translation method:


A. $50 loss


B. $225 gain


C. $50 gain


D. $75 loss


E. $75 gain

19.  What would the exchange loss or gain be using the current rate translation method (figure inventory at the current or market rate):


A. $450 gain


B. $450 loss


C. $75 gain


D. $225 loss


E. no change

20.  What would the exchange rate loss or gain be using FASB No. 8 and FASB No. 52:


A. FASB No. 8 = $450 gain, FASB No. 52 = $75 gain


B. FASB No. 8 = $525 gain, FASB No. 52 = $225 loss


C. FASB No. 8 = $75 gain, FASB No. 52 = $450 gain


D. FASB No. 8 = $450 gain, FASB No. 52 = $75 gain


E.  FASB No. 8 = $75 loss, FASB No. 52 = $450 loss

Answers

Multiple Choice Questions

1. B

2. D

3. E

4. C

5. E

6. D

7. C

8. E

9. B

10. C

11. E

12. C

13. D

14. D

15. A

16. B

17. C

18. E

19. A

20. C

Solutions

10.
 Net Exposure = Ps300 million - Ps200 million = Ps100 million

Gain or loss = $0.0001 x (-Ps100 million)= - $10,000

16, 17, 18, 19, and 20 all use the following table:

	Accounts
	Foreign Currency
	Current/

Noncurrent
	Monetary/

Nonmonetary
	Temporal
	Current Rate

	Cash
	300
	1   $300
	1   $300
	1   $300
	1   $300

	Receivables
	450
	1     450
	1     450
	1     450
	1     450

	Inventory
	600
	1     600
	.5    300
	1     600
	1     600

	Fixed assets
	750
	.5    375
	.5    375
	.5    375
	1     750

	  Total


	FC2100
	     $1725
	     $1425
	     $1725
	     $2100

	Current debts
	300
	1   $300
	1   $300
	1   $300
	1   $300

	Long-term debt
	900
	.5    450
	1     900
	1     900
	1     900

	Net worth
	900
	.5    450
	.5    450
	.5    450
	.5    450

	Gains (losses)
	
	       525
	       (225)
	        75
	       450

	Total
	FC2100
	     $1725
	     $1425
	     $1725
	     $2100
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