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Chapter 10
Translation Exposure

 Learning Objectives
1. Explain the meaning behind the designation of a foreign subsidiary’s “functional currency”
2. Illustrate both the theoretical and practical differences between the two primary methods of translating or remeasuring foreign currency-denominated financial statements
3. Understand how an accounting-based concept like translation can have valuation impacts on multinational firms
4. Analyze the costs and benefits of managing translation exposure

  Chapter Outline 
Overview of Translation
Subsidiary Characterization
Functional Currency
Translation Methods
1. Current Rate Method
Assets and liabilities
Income statement items
Distributions
Equity items
Temporal Method
1. Monetary assets and monetary liabilities
Income statement items
Distributions
Equity items
U.S. Translation Procedures
International Translation Practices
Trident Corporation’s Translation Exposure
1. Trident Corporation’s Translation Exposure: Income
1. Consolidated sales
Consolidated earnings
Translation Exposure: Balance Sheet
1. Current Rate Method
Temporal Method
Managerial Implications
Managing Translation Exposure
1. Balance Sheet Hedge
1. Current Rate Method
Temporal Method
When Is a Balance Sheet Hedge Justified?
 Questions
	1.		By Any Other Name. What does the word translation mean? Why is translation exposure sometimes called accounting exposure?
Foreign subsidiaries of U.S. companies must restate local euro, pound, yen, and so forth, statements into U.S. dollars so the foreign values can be added to the parent’s U.S. dollar-denominated balance sheet and income statement. This accounting process is called “translation.”
Translation exposure, a type of accounting exposures, arises because financial statements of foreign subsidiaries—which are stated in foreign currency—must be restated in the parent’s reporting currency for the firm to prepare consolidated financial statements. Translation exposure is the potential for an increase or decrease in the parent’s net worth and reported net income caused by a change in exchange rates since the last translation. Because translation occurs as a result of the accounting process, the restatement is sometimes called “accounting exposure.”
	2.	Converting Financial Assets. In the context of preparing consolidated financial statements, are the words translate and convert synonyms?
In the context of preparing consolidated financial statements, translate and convert are synonyms. To translate or convert is to express the value of a financial account (assets, liability, revenue, or expense) or financial statement originally measured in one currency in another currency. In this context, conversion is purely measurement-based; no transaction is involved. 
Outside of the context of preparing consolidated financial statements, convert and translate are not synonyms. Outside of this context, convert is to engage in a transaction in which an asset or liability originally measured in one currency is physically exchanged for an asset or liability measured in another currency. For example, exchanging pounds sterling for dollars in the foreign exchange market is converting sterling into dollar or swapping yen-denominated debt for dollar-denominated debt is converting the debt from one currency to another.
3.		The Central Problem. What is the central problem involved in consolidating the financial statements of a foreign subsidiary?
The central problem arises from the fact that exchange rates change from one time period to another, combined with the accounting tradition that accounts are supposed to be kept on a historic cost basis. The value in the parent’s home currency of assets and liabilities measured on a historic cost basis in a foreign currency is not clear if the exchange rate has changed. For any individual financial statement, if the same exchange rate was used to remeasure each and every line item on the income statement and balance sheet, there would be no imbalances resulting from the remeasurement. But if a different exchange rate was used for different line items on an individual statement, an imbalance would result. Different exchange rates are used in remeasuring different line items because translation principles are a complex compromise between historical and current values.
[bookmark: _GoBack]	4.	Self-Sustaining Subsidiaries. What is the difference between a self-sustaining foreign subsidiary and an integrated foreign subsidiary?
A self-sustaining foreign entity is one that operates in the local economic environment independent of the parent company. An integrated foreign entity is one which operates as an extension of the parent company, with cash flows and general business lines that are highly interrelated with those of the parent. The differentiation is important to the logic of translation. A foreign subsidiary should be valued principally in terms of the currency that is the basis of its economic viability.	
 5.		Functional Currency. What is a functional currency? What do you think a “non-functional currency” would be?
A foreign subsidiary’s functional currency is the currency of the primary economic environment in which the subsidiary operates and in which it generates cash flows. In other words, it is the dominant currency used by that foreign subsidiary in its day-to-day operations. It is important to note that the geographic location of a foreign subsidiary and its functional currency may be different. The Singapore subsidiary of a U.S. firm may find that its functional currency is the U.S. dollar (integrated subsidiary), the Singapore dollar (self-sustaining subsidiary), or a third currency such as the British pound (also a self-sustaining subsidiary).
Insofar as the authors know, there is no such thing as a non-functional currency. However, one might consider the currencies of countries with extremely high rates of inflation as being “non-functional,” in that they fail to act as a dependable medium of exchange, measure of value, or store of value
 6.		Translating Assets. What are the major differences in translating assets between the current rate method and the temporal method?
Under the current rate method, all assets are translated at the current rate of exchange; that is, at the rate of exchange in effect on the balance sheet date. Under the temporal method, monetary assets (primarily cash, marketable securities, accounts receivable, and long-term receivables) are translated at current exchange rates. Nonmonetary assets (primarily inventory and fixed assets) are translated at historical rates (the exchange rate that was in effect at the time that the asset was acquired).
	7.	Translating Liabilities. What are the major differences in translating liabilities between the current rate method and the temporal method?
Under the current rate method, all liabilities are translated at the current rate of exchange; that is, at the rate of exchange in effect on the balance sheet date. Under the temporal method, monetary liabilities (primarily current liabilities and long-term debt) are translated at current exchange rates. Nonmonetary liabilities (obligations payable in services, rather than cash, like future warranty repairs) are translated at historical rates (the exchange rate that was in effect at the time that the asset was acquired). Most liabilities are monetary liabilities.
	8.	Hyperinflation. What is hyperinflation and what are the consequences for translating foreign financial statements in countries experiencing hyperinflation?
Hyperinflation is, by definition, “extremely high inflation” (Collins English Dictionary—Complete & Unabridged 10th Edition). In the context of international accounting for multinational companies, hyperinflation is deemed to exist where cumulative inflation has been 100% or more over a three-year period.
9.		Foreign Exchange Losses by Any Other Name. What is the primary difference between losses from transaction exposure, operating exposure, and translation exposure? 
Losses from transaction exposure are cash losses incurred in the near term because of a change in the amount of cash to be received or paid on account of already-existing receivables or payables. The focus is on a loss from an already-existing balance sheet account. These are “realized” losses and therefore can be deducted from income for tax purposes.
Losses from operating exposure are potential cash losses that will probably be incurred at some time in the future because of changes in future expenses, revenues, or sales volume that result from an unexpected exchange rate change. The focus is on a loss from future income statement accounts.
Losses caused by translation exposure are not included in the calculation of consolidated net income. Rather, translation gains or losses are reported separately and accumulated in a separate equity reserve account (on the consolidated balance sheet) with a title such as “cumulative translation adjustment” (CTA).
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