
Chapter 9

Translating Foreign Currency Financial Statements

SUMMARY OF ASSIGNMENT MATERIAL
	Item
	Topics Covered
	Level
	Time

	Q9.1
	Discussion of the major change that took place in the international monetary system during the 1970s and why the change occurred.
	Low
	  5-10

	Q9.2
	Discussion of changes in European monetary policy in the late 1990s.
	Low
	  5-10

	Q9.3
	Discussion of the nature of the financial accounting problems peculiar to multinational corporations.
	Low
	10-15

	Q9.4
	Discussion of the reasons why translation methodologies inevitably produce translation gains and losses.
	Low
	  5-10 

	Q9.5
	Explain how definition of exposed position can cause translation adjustment to be either a gain or a loss.
	Mod
	10-15

	Q9.6
	Comparison of the translation adjustment arising when inventory is translated at the current and historical rates and exchange rates rise and fall.
	Low
	  5-10 

	Q9.7
	Discussion of the meaning of Afunctional currency@ and its role in the translation process.
	Low
	  5-10

	Q9.8
	Explain how decline in exchange rate affects translated net income and return on sales ratio when local currency is functional currency.
	Mod
	10-15

	Q9.9
	Explain disappearing plant phenomenon in highly inflationary economies and the SFAS 52 solution to this problem.
	Mod
	  5-10

	Q9.10
	Explanation of how the method of accounting for the business combination affects the translation of a foreign subsidiary=s assets and liabilities in consolidation.
	Mod
	10-15

	Q9.11
	Explanation of why, in a translated statement of cash flows, only the portion of the translated adjustment pertaining to cash is disclosed.
	Mod
	10-15

	Item
	Topics Covered
	Level
	Time

	Q9.12
	Explanation of how a purchase premium impacts the translation adjustment in the consolidated financial statements.
	Mod
	10-15

	Q9.13
	Comparison of SFAS 8 and SFAS 52 and the motivations for replacement of SFAS 8 with SFAS 52.
	Mod
	10-15

	E9.1
	Translated inventory, cost of goods sold, plant assets, accumulated depreciation, and depreciation expense according to (1) the current rate method and (2) the temporal method.
	Low
	10-20

	E9.2

	Computation of translation gain or loss produced by transactions involving a foreign sales office and preparation of the journal entries made by the domestic home office under U.S. dollar and foreign functional currency alternatives.
	Mod
	25-35

	E9.3
	Translation of foreign currency amounts of cash, inventory, machinery and equipment, and depreciation expense into dollars using the temporal method and the current rate method.
	Low
	15-20

	E9.4
	Computation of translation adjustment produced by various transactions of a foreign subsidiary under U.S. dollar and foreign functional currency alternatives.
	Mod
	20-30

	E9.5
	Calculation of translation adjustment under temporal and current rate methods, and calculation of the cumulative translation adjustment.
	Mod
	25-35

	E9.6
	Profitability analysis,return on assets, return on sales and total assets turnover in local currency and translated/remeasured dollars; explain direction of exchange rate change.
	Mod
	20-25

	E9.7
	Preparation of remeasured balance sheet and income statement and calculation of translation adjustment for a foreign branch with U.S. dollar functional currency.
	Mod
	20-30

	E9.8
	Analysis of equity adjustment account one year after change from the temporal to the current rate method.
	Mod
	15-20 

	E9.9
	Translation of foreign branch=s financial statements using current rate and temporal methods; analysis of translation adjustment for each method.
	Mod
	25-35


	Item
	Topics Covered
	Level
	Time

	E9.10
	Calculating return on assets in local currency and translated dollars for two years.  Explain whether exchange rate changes distorted year-to-year performance.
	Mod
	20-30

	E9.11
	Comparison of income and ratios using the temporal and current rate methods.
	Mod
	10-15

	E9.12
	Translated cash flow statement, including calculation of translation adjustment on cash.
	Mod
	30-40

	E9.13
	Analysis of IBM Corporation=s translation adjustment disclosure.
	Mod
	15-20

	E9.14
	Consolidation of a purchased foreign subsidiary at date of acquisition.
	Mod
	20-25

	P9.1
	Using the temporal and current rate methods to remeasure/translate various accounts.
	Mod
	20-25

	P9.2
	Preparation of remeasured (temporal method) trial balance, income statement and balance sheet for an uncomplicated foreign company, plus analysis of the translation gain or loss; equity method accrual to be made by domestic parent.
	Mod
	30-40

	P9.3
	Repetition of P9.2 using the current rate method and analysis of the translation adjustment.
	Mod
	30-40

	P9.4
	Use approach described in text to assess year-to-year performance of foreign subsidiary using local currency and translated/remeasured data, including computational adjustment to enhance comparability.
	High
	30-40

	P9.5
	Translation of financial statements of foreign subsidiary and analysis of translation adjustment; computation of ratios using current rate and temporal method data and comments on the results.
	High
	40-50

	P9.6
	Translation of financial statements of foreign subsidiary using the current rate and temporal methods.
	Mod
	40-50


	Item
	Topics Covered
	Level
	Time

	P9.7
	Translated cash flow statement, including translation adjustment on cash and analysis of cumulative translation adjustment.
	Mod
	40-50

	P9.8
	Consolidation eliminations at date of business combination for a partially-owned foreign subsidiary under the purchase and pooling-of-interests methods of accounting; purchase premium exists.
	High
	30-40

	P9.9
	Consolidation of a partially owned foreign subsidiary one year after acquisition under the purchase method of acquisition and the current rate method of translation.
	High
	50-60

	P9.10
	Remeasurement of financial statements of foreign branch using temporal and current rate methods; prepare analysis of the translation gain/loss.
	Mod
	40-50

	P9.11
	Preparation of translated balance sheets and income statements using the current rate and temporal methods; calculation of translation gain/loss.
	High
	60-75 

	P9.12
	Preparation of formal consolidated balance sheet and statement of income and retained earnings one year after date of acquisition; foreign subsidiary is partially-owed and a purchase premium was paid; current rate method.
	High
	50-60

	P9.13
	Translation of foreign subsidiary=s balance sheet at date of business combination under pooling and purchase alternatives; analysis of translation adjustment for the year.
	Mod
	40-50 


	P9.14
	Analysis of Texaco=s cumulative translation adjustment disclosure, including contemplation of effect on earnings if the temporal method was used.
	High
	20-30



CARRYBACK TABLE
The carryback table identifies the assignment items which are new in this edition and those which are carried over from the seventh edition.  For the latter, the problem number in the seventh edition is shown.

	New Problem Number
	Source
	New Problem Number
	Source
	New Problem Number
	Source

	Q9.1
	Q9.1
	E9.1
	E9.1
	P9.1
	P9.1

	Q9.2
	Q9.2
	E9.2
	E9.2
	P9.2
	 P9.21

	Q9.3
	Q9.3
	E9.3
	 E9.31
	P9.3
	P9.3 

	 Q9.4
	 Q9.4
	E9.4
	E9.4
	P9.4
	P9.4

	Q9.5
	Q9.5
	E9.5
	E9.5
	P9.5
	P9.5

	Q9.6
	Q9.6
	E9.6
	E9.6
	P9.6
	P9.6 

	Q9.7
	Q9.7
	E9.7
	E9.7
	P9.7
	P9.7

	Q9.8
	Q9.8
	E9.8
	E9.8
	P9.8
	 P9.81

	Q9.9
	Q9.9
	E9.9
	   E9.91,2
	P9.9
	new

	Q9.10
	Q9.10
	E9.10
	E9.10
	P9.10
	P9.10

	Q9.11
	Q9.11
	E9.11
	E9.11
	P9.11
	 P9.11

	Q9.12
	 new
	E9.12
	E9.12
	P9.12
	 P9.122

	Q9.13
	Q9.12
	E9.13
	new
	P9.13
	P9.13

	
	
	E9.14
	new
	P9.14
	new


1 Requirements revised

2 Revised

Carryforward tables for all chapters, identifying the disposition of seventh edition assignment items, appear at the beginning of the solutions manual.


ANSWERS TO QUESTIONS
Q9.1
The major change in the international monetary system which occurred during the 1970s was the abandonment of fixed or pegged exchange rates in favor of floating or flexible rates.  Two important factors which led to the change were:

1.
The growing inability of fixed rates to reflect the shifting economic relationships among countries.  No automatic adjustment mechanism was present to continually account for changing market conditions.  Central banks were often forced to use large quantities of international reserves to support the home currency.  Such massive intervention usually signaled an imminent change in the official rate, the volume of speculative trading in the suspect currencies increased, and central banks expended valuable international reserves in counter‑speculative activity.

2.
The increasing conflict between domestic and international economic policy.  Government policymakers were finding that their use of fiscal and monetary policy tools to achieve desired domestic goals frequently promoted undesirable international goals.  In other words, those measures needed to support the official foreign exchange rate sometimes conflicted with the measures critical to sound domestic economic policy.  For example, the money supply can either be increased to promote expansion and employment or decreased to raise interest rates and attract foreign capital, but not both at the same time.

Q9.2

Eleven European nations, members of the European Monetary Union, have relinquished control of their monetary policy to the European Central Bank.  They have frozen the value of their national currencies at December 31, 1998 rates, and have adopted the euro as their common currency.

Adoption of a common currency should reduce transactions costs caused by exchanging one currency for another.  In addition, companies dealing with one EMU country or another will not need to consider relative exchange risks (the variation of one currency with respect to another), but can focus instead on the attributes of the products or services provided.   A common currency should also increase capital flow and make European financial markets more efficient and accessible.

Q9.3
The accounting problems peculiar to multinational companies fall into two general categories.

1.
Translation problems are caused by the need to translate accounts maintained in units of various currencies into a common currency for measurement purposes.

2. Restatement to U.S. GAAP results  from the diversity in accounting principles and practices around the world and becomes critical when the accounts of a foreign business unit based on one set of accounting principles are combined or consolidated with domestic accounts reflecting different accounting principles.

Q9.4
The two generally accepted translation methodologies call for translating some accounts at the current (balance sheet date) rate and others at historical rates.  Thus total translated debit balances will not equal translated credit balances and a translation adjustment is needed to restore equality.

If all accounts are translated at the same rate, non-articulating financial statements result.  For example, beginning stockholders' equity translated at last year's rate cannot be reconciled with ending stockholders' equity translated at this year's rate (without a translation adjustment).

Q9.5

An entity's exposed position consists of accounts translated at the current rate; these translated balances change as the exchange rate changes.  The exposed position under the current rate method is usually a debit balance [(assets - liabilities) > 0].  When the direct rate rises, a translation gain results; its size depends on the amount of the entity's net assets.

Under the temporal method, however, the exposed position is frequently a credit balance [cash + other assets carried at current money prices < liabilities (including long-term debt) translated at current money prices].  In this case, a rise in the direct rate creates a translation loss; its size depends on the extent to which liabilities carried at current money prices exceed cash + other assets carried at current money prices.

Q9.6

	
	Change in Exchange Rate 

($ Price of Foreign Currency)

	Rate to Translate Inventory
	      Increase
	Decrease

	Current (Current rate)
	Inventory

Increases; Gain
	Inventory

Decreases; Loss

	Historical (Temporal)
	No effect
	No effect


Q9.7
An entity's functional currency is the currency of the primary economic environment in which the entity operates and generates net cash flows.  This is the currency or measurement unit in which the entity's financial results and relationships have greatest meaning. 

Following the objective of retaining a foreign entity's financial statement results and relationships as measured in its functional currency, SFAS 52 requires the following.

1.
When the foreign entity's home currency is its functional currency, translation into dollars via the current rate method‑‑multiplication of most financial statement components by a constant‑‑the current (or average) rate‑‑retains those functional currency results and relationships.

2.
When the foreign entity's functional currency is the U.S. dollar, the temporal method is used to remeasure the local currency statements into dollars.  This process attempts to replicate the foreign currency statements in dollars, assuming that all foreign transactions had occurred in dollars with conversion at applicable exchange rates.  This remeasurement process produces functional currency statements in the reporting currency with no further translation required.

3.
When the foreign entity's functional currency is another foreign currency, remeasurement into the functional currency via (2) above is followed by translation into dollars by (1) above.

Q9.8
Translated net income will shrink by 50% when the local currency is the functional currency.  For example, local currency net income of LC1,000 translates to $1,000 at $/LC = 1 and to $500 at $/LC = .5.

Return on sales (ROS) based on translated data will remain constant.  For example, if local currency sales in each year are LC20,000, ROS ratios are:

Year 1: 1,000/(1 X 20,000)
 = .05

Year 2:    500/(.5 X 20,000)
 = .05

Q9.9
Other things being equal, the direct exchange rate between the dollar and the currency of a highly inflationary economy (cumulative inflation > 100% over three years) will fall, perhaps dramatically, as the dollar strengthens.  Thus plant assets translated at the current rate will shrink and appear to dwindle to nothing even though the assets themselves are intact.

In view of this phenomenon, the FASB made a pragmatic decision to require use of the dollar as the functional currency for entities located in highly inflationary economies.  Plant assets translated at the higher historical rates under the temporal method do not "disappear" as the current rate falls.

Q9.10

(1)
If the consolidation is reported as a purchase, the subsidiary=s assets and liabilities are valued at fair value as of the date of purchase.  If the current rate method of translation is used, the unamortized fair values are translated using the end of year (current) rate.  If the temporal method is used, and the historical rate is appropriate (for example, translation of land or plant & equipment), the historical rate is the rate in effect at the date of purchase.

(2)
If the consolidation is reported as a pooling, the subsidiary=s assets and liabilities are valued at the subsidiary=s book values.  If the current rate method of translation is used, the unamortized book values are translated using the end of year (current) rate.  If the temporal method is used, and the historical rate is appropriate, the historical rate is the rate in effect when the item was acquired by the subsidiary.

Q9.10 (Con’t) 

The rationale for these rules seems to be driven more by the functional currency determination than the choice of accounting method used in the business combination.  Use of the current rate method preserves the foreign functional currency financial results and relationships with unamortized purchase premium allocations being translated at the current rate in the purchase case (no such premium arises in a pooling).  When the functional currency is the U.S. dollar, however, the temporal method is employed to replicate the foreign transactions as if they had actually occurred in dollars.  In the purchase case, the oldest historical rate becomes the spot rate at date of business combination.  This is the date at which the assets and liabilities of the foreign entity were purchased and the spot rate at that date continues to be used to translate the unamortized fair values of assets and liabilities acquired.  In a pooling, of course, no such "purchase" has occurred and the original historical rates continue to apply to the unamortized book values of the subsidiary's assets and liabilities.

Q9.11
The FASB concluded that, because translation adjustments are not cash flows, they generally do not belong in a statement of cash flows.  One purpose of the cash flow statement, however, is to explain how the translated cash balance changed from the beginning to the end of the period.  The translation adjustment pertaining to cash is clearly one of the explanatory factors and cannot be omitted.

Q9.12

In a purchase acquisition, the difference between the purchase price and the book value of the subsidiary=s assets and liabilities is allocated to the subsidiary=s assets and liabilities, including goodwill.  In any year following the acquisition, any unamortized premium will be allocated during the consolidation process.  Since the subsidiary=s functional currency is its local currency, the current rate method of translation is used.  Under the current rate method, exposure to translation adjustments comes through the net asset position.  Allocation of the unamortized premium as of the beginning of the year, and amortization of that premium during the year, change the net asset position and therefore affect the translation adjustment.

Q9.13
Under SFAS 8, all entities were required to translate the financial statements of their foreign operations using the temporal method.  For most of these companies, the functional currency of their foreign subsidiaries was the local currency.  It was felt that the temporal method unfairly impacted earnings since fluctuations in the exchange rate did not really cause economic gains and losses.  Companies even threatened to cut back their foreign operations to avoid the negative impact that fluctuating exchange rates had on their earnings volatility.  SFAS 52 corrected this problem by allowing foreign operations whose functional currency is its local currency to be translated using the current rate.  This method maintains local currency relationships as well as taking translation adjustments through other comprehensive income (a stockholders= equity account), thereby avoiding any income statement effects.


SOLUTIONS TO EXERCISES
E9.1
TRANSLATION OF INVENTORY, COST OF SALES, PLANT ASSETS AND DEPRECIATION
Requirement 1:
(a)

	Current rate method:
	20,000 X $0.52 = $10,400

	Temporal method: 
	20,000 X $0.50 = $10,000


(b)
Cost of sales in local currency is:

(100,000 + 75,000 - 20,000) = LC155,000

	Current rate method:
	155,000 X $0.475 = $73,625

	Temporal method:
	

	     Purchase

	100,000 X $0.45 = $ 45,000 

	     Purchase
	75,000 X $0.50 =    37,500 

	     Ending inventory
	(20,000) X $0.50 =   (10,000)

	     Cost of Sales
	$ 72,500 


Requirement 2:
Property, plant and equipment at December 31, 20X8, in LC units, is as follows:

	[1,500,000 - (3)(150,000)] =
	1,050,000

	[900,000 - (2)(90,000)] =
	   720,000

	PP&E, net
	1,770,000


(a)


	Current rate method:
	1,770,000 X $0.525 = $929,250

	Temporal method: 
	(1,050,000 X $0.675) + (720,000 X $0.625)

= $1,158,750


(b)

	Current rate method:
	(150,000 + 90,000) X $0.55 = $132,000

	Temporal method:
	(150,000 X $0.675) + (90,000 X $0.625)

=  $138,750


E9.2
TRANSLATION ADJUSTMENT CALCULATIONS

Requirement 1:
	
	      S     
	     $/S    
	     $     

	Exposed position, 9/10/X6
	1,000,000 
	0.30
	$300,000 

	Purchase of equipment
	(270,000)
	0.30
	(81,000)

	Office rent
	(70,000)
	0.31
	(21,700)

	Secretary=s salary
	(120,000)
	0.31
	(37,200)

	Telephone and other expenses
	(100,000)
	0.31
	(31,000)

	Exposed position, 12/31/X6
	440,000 
	
	$129,100 

	
	|----->
	---> 0.33
	145,200 

	Translation gain (on income statement)
	
	
	$ 16,100 


Requirement 2:








	
	      S     
	     $/S    
	     $     

	Exposed position, 9/10/X6
	1,000,000 
	0.30
	$300,000 

	Office rent
	(70,000)
	0.31
	(21,700)

	Secretary=s salary
	(120,000)
	0.31
	(37,200)

	Telephone and other expenses
	(100,000)
	0.31
	(31,000)

	Exposed position, 12/31/X6
	710,000 
	
	$210,100 

	
	|----->
	---> 0.33
	234,300 

	Translation gain (reported in other comprehensive income)
	
	
	$(24,200)


E9.2 (con’t)

Requirement 3:

	
	Functional Currency

	
	U.S. Dollar
	new Sols

	September 10, 20X6
	dr
	cr
	dr
	cr

	Advance‑Lima
	
	300,000
	
	300,000
	

	
	 Cash
	
	300,000
	
	300,000


To record cash advance to the sales representative in Lima, Peru.

	
	Functional Currency

	
	U.S. Dollar
	new Sols

	December 31, 20X6
	dr
	cr
	dr
	cr

	Cash‑Lima
	
	145,200
	
	145,200
	

	Equip.‑Lima
	
	81,000
	
	89,100
	 

	Rent Exp.‑Lima
	
	21,700
	
	21,700
	

	Salaries‑Lima
	
	37,200
	
	37,200
	

	Telephone & Other Exp.-Lima
	
	31,000
	
	31,000
	

	
	Translation Gain
	
	16,100
	
	24,200

	
	Advance‑

Lima
	
	300,000
	
	300,000


To record the translated amounts of the cash remaining, equipment purchased, expenses incurred and translation gain recognized in connection with the Lima sales office.  From No. 1 above, it can be seen that the 440,000 pesos remaining have a dollar value of $145,200 (= $.33 x 440,000) at December 31, 20X6.  Note that the equipment is translated into $89,100(=$.33 x 270,000) under the current rate method when the new sol is the functional currency.

E9.3
TRANSLATION OF ACCOUNT BALANCES

Requirement 1:

	Cash
	400,000 x $.65 = $260,000


Inventory is translated at historical rates.  There are two layers: 

	(1) quantity acquired in January, 20X4; 100,000 x $.75
	$  75,000

	(2) quantity acquired in January, 20X6;  200,000 x $.68
	 136,000

	Total translated inventory
	$211,000


Machinery and equipment are translated at historical rates.

	Remaining equipment purchased in January, 20X4; 400,000 x $.75
	$300,000

	Equipment purchased in January, 20X5; 700,000 x $.70
	 490,000

	Total translated machinery and equipment
	$790,000


Depreciation expense is translated at the same historical rate(s) used to translate the related machinery and equipment.

	Depreciation expense on remaining January,20X4 equipment:  $.75(400,000/10)
	$ 30,000

	Depreciation expense on January, 20X5 equipment: $.70(700,000/10)
	   49,000

	Total translated depreciation expense
	$ 79,000


Requirement 2:

	Cash
	400,000 x $.65 = $260,000

	Inventory
	300,000 x $.65 = $195,000

	Machinery and equipment
	1,100,000 x $.65 = $715,000

	Depreciation expense
	110,000 x $.66 = $  72,600


E9.4
TRANSLATION ADJUSTMENT CALCULATIONS
Requirement 1:
	
	Amount (,)
	E.R.
	Amount($)

	Exposed position, 1/1/X1
	70,000
	$1.90
	$  133,000

	Acquisition of plant assets for debt
	(100,000)
	1.95
	(195,000)

	Purchase of inventory
	(350,000)
	1.97
	(689,500)

	Sales
	600,000
	1.97
	1,182,000 

	Operating expenses
	(120,000)
	1.97
	(236,400)

	Exposed position, 12/31/X1
	100,000
	
	$  194,100 

	
	  |---> 
	2.01
	  ‑201,000 

	Translation gain
	
	
	$   (6,900)


NOTE:  The following items did not affect the translation gain or loss:


1.
Collection of receivables has no net effect ‑‑ one exposed asset (receivables) is simply replaced by another (cash).


2.
Depreciation expense does not affect the exposed position.


3.
Refinancing of commercial paper has no net effect ‑‑ one 

liability is simply replaced by another.


4.
Cost of goods sold does not affect the exposed position.

Requirement 2:
	
	 Amount (,) 
	$/,
	Amount($)

	Exposed position, 1/1/X1
	120,000
	1.90
	228,000  

	Net income in 20X1 (600,000‑330,000‑40,000‑120,000)
	110,000
	1.97
	216,700 

	Exposed position, 12/31/X1
	230,000
	
	444,700 

	
	 |--->
	2.01
	 -462,300 

	Translation adjustment (gain)
	
	
	(17,600)


E9.5
TRANSLATION ADJUSTMENTS, CUMULATIVE TRANSLATION ADJUSTMENT ANALYSIS
Requirement 1:

Calculation of Translation Adjustment (Temporal Method)
	
	M
	rate
	US$

	January 1, 20X3 beginning balance
	(6,000,000)
	.22
	(1,320,000)

	Purchases
	(4,000,000)
	.20
	(800,000)

	Book value of land sale
	350,000 
	.37
	129,500 

	Gain on land sale
	150,000 
	.21
	31,500 

	Sales
	5,000,000 
	.23
	1,150,000 

	Cash operating expenses
	(900,000)
	.23
	(207,000)

	December 31, 20X3 ending balance
	(5,400,000)
	
	(1,016,000)

	
	|---->
	.18
	(972,000)

	20X3 Translation gain
	
	
	   (44,000)


Requirement 2:
Analysis of Cumulative Translation Adjustment (Current Rate Method)
	
	M
	rate
	$


	Exposed position, 1/1/X3
	4,500,000    
	$.22
	990,000  

	Net income
	1,150,000**
	 .23
	264,500  

	Exposed position, 12/31/X3
	5,650,000    
	
	2,404,500  

	
	|--->    
	.18 
	1,017,000  

	20X3 translation adjustment (loss)
	
	
	    237,500  

	Balance, 1/1/X3 (debit)
	 
	 
	  275,000*

	Balance, 12/31/X3 (debit)
	
	
	   512,500  


* Net assets at 1/1/X3 at the current rate = 4,500,000 X $0.22 =   $   990,000  

   Net assets at 1/1/X3 at historical rates =                                         1,265,000
   Balance, 1/1/X3 (debit)                                                                 $   275,000

** Net income = 5,000,000 + 150,000 - 3,000,000 - 900,000 - 100,000
E9.6
EFFECT OF TRANSLATION METHODS ON RATIOS
Requirement 1:

	
	Return on Assets = 
	Return on Sales
	x
	Asset Turnover

	Rands 
	1000/8000 =  
	1000/5000
	x
	5000/8000

	
	12.5% =
	 20%
	x
	62.5%

	

	$ (temporal method)
	320/4800 =
	320/2000
	x
	2000/4800

	
	6.7% =
	16%
	x
	41.7%

	

	$ (current rate method)
	400/3400 =
	400/2000
	x
	2000/3400

	
	11.8% =
	20%
	x
	58.8%


The current rate method maintains the local currency relationships better than the temporal method.

Requirement 2:

The direct exchange rate appears to be falling with the dollar strengthening and the rand weakening.  This can be seen by observing that remeasured assets of $4,800 (remeasured at historical rates under the temporal method) are much higher than translated assets of $3,400 (translated at average of beginning and ending current rates under the current rate method).

Similarly, remeasured operating income of $320 is lower than translated operating income of $400, due to depreciation and amortization expenses being remeasured at higher historical rates when the functional currency is the $ (temporal method).

The declining exchange rate causes the DuPont analysis performance measures to be distorted by the changing exchange rate.  If performance measured in the local currency--rands--is the benchmark, the current rate method does a much better job of preserving the local currency results than the temporal method.

Under either translation method, though, changes in exchange rates over the years weaken our ability to effectively make year-to-year comparisons of $ performance measures.

E9.7
REMEASURED FINANCIAL STATEMENTS

Maddox Corporation, Mexico City Branch


Statement of Income


For the Year Ended December 31, 20X9

	
	     P    
	  $/P  
	   $  

	Sales
	P 1,200,000 
	$0.12 
	$ 144,000 

	Cost of Goods Sold
	(700,000)
	 0.12
	(84,000)

	Operating Expenses
	(300,000)
	 0.12
	(36,000)

	Depreciation Expense
	(10,000)
	 0.11
	(1,100)

	Amortization Expense
	(6,000)
	 0.10
	(600)

	Translation Gain
	
	
	42,500 

	Net Income
	P   184,000 
	
	$  64,800 



Maddox Corporation, Mexico City Branch


Balance Sheet


December 31, 20X9

	
	     P    
	  $/P  
	   $  

	Cash
	P    870,000
	$0.15
	$ 130,500  

	Inventory
	200,000
	 0.11
	22,000  

	Office Equipment, net
	90,000
	 0.11
	9,900  

	Organization Costs, net
	24,000
	0.10
	2,400  

	Total Assets
	P 1,184,000
	
	$ 164,800  

	
	
	
	

	Home Office
	P 1,184,000
	
	$ 164,800*


*$164,800 = original investment of $100,000 + 20X9 net income of $64,800.

      
Calculation of Translation Gain

	
	   P  
	$/P
	  $  

	Exposed Position, 1/2/X9
	P1,000,000 
	$0.10
	$100,000 

	Sales
	1,200,000 
	 0.12
	144,000 

	Organization costs
	(30,000)
	 0.10
	(3,000)

	Equipment purchase
	(100,000)
	 0.11
	(11,000)

	Merchandise purchase
	(200,000)
	0.11
	(22,000)

	Merchandise purchase
	(700,000)
	 0.12
	(84,000)

	Cash operating expenses
	(300,000)
	 0.12
	(36,000)

	Exposed position, 12/31/X9
	P   870,000 
	
	$ 88,000 

	
	|----> 
	0.15
	130,500 

	Translation gain
	
	
	$ 42,500 


E9.8
CUMULATIVE TRANSLATION ADJUSTMENT ANALYSIS
	
	FC
	$/FC
	  $  

	Exposed Position, January 1
	20,000,000
	  0.80
	$16,000,000 

	Net Income
	2,500,000
	  0.78
	1,950,000 

	Dividends
	(1,000,000)
	0.765
	(765,000)

	Exposed Position, December 31
	21,500,000
	
	$17,185,000 

	
	|----->
	 0.76
	$16,340,000 

	20X2 Translation Adjustment (loss)
	
	
	$     845,000 

	Balance, 1/1/X2 (cr) (1)
	
	
	$(1,000,000)

	Balance, 12/31/X2 (cr)
	
	
	$    (155,000)


(1)

	Net assets translated at current rate:  $.8 x 20,000,000 =
	$16,000,000 

	Less net assets translated via temporal method
	(15,000,000)

	Beginning balance of Translation Adjustment 1/1/X2 (cr)
	$  1,000,000 


E9.9
TRANSLATED/REMEASURED FINANCIAL STATEMENTS
Requirement 1:

Since the functional currency is the riyal, the current rate method is used. 

Income Statement - (Current Rate Method)

	
	    R   
	   $/R  
	   $  

	Sales
	R8,500,000 
	$.265
	$2,252,500 

	Cost of Goods Sold
	(4,000,000)
	$.265
	(1,060,000)

	Depreciation Expense
	(1,000,000)
	$.265
	(265,000)

	Other Expenses
	(1,500,000)
	$.265
	(397,500)

	Net Income
	R2,000,000 
	 
	$  530,000 


Balance Sheet - (Current Rate Method)

	
	    R   
	   $/R  
	   $  

	Cash
	R  6,500,000
	$.25
	$1,625,000 

	Inventory
	2,500,000
	$.25
	625,000 

	Plant Assets
	9,000,000
	$.25
	2,250,000

	Total Assets
	R18,000,000
	
	$4,500,000

	
	
	
	 

	Home Office
	R18,000,000
	(1)
	$5,510,000 

	Acc. Other Comprehensive Inc.
	
	(2)
	(1,010,000)

	Total Equities
	
	
	$4,500,000 


E9.9 (cont’d.)

(1) Analysis of Home Office Account

(Current Rate Method)

	
	    R   
	   $/R 
	   $  

	Home Office, 1/1/X6
	R20,000,000 
	$.30  
	$6,000,000 

	Net Income
	2,000,000 
	$.265
	530,000 

	Withdrawals
	(4,000,000)
	$.255
	(1,020,000)

	Home Office, 12/31/X6
	R18,000,000 
	
	$5,510,000 



(2) Analysis of Translation Adjustment 


(Current Rate Method)

	
	    R   
	   $/R 
	   $  

	Exposed Position, 1/1/X6
	R20,000,000 
	$.30
	$6,000,000 

	Net Income
	2,000,000 
	$.265
	530,000 

	Cash Remitted (withdrawal)
	(4,000,000)
	$.255
	(1,020,000)

	Exposed Position, 12/31/X6
	R18,000,000 
	 
	$5,510,000 

	 
	|------> 
	->$.25 
	 4,500,000 

	20X6 Translation adjustment (loss)
	
	
	$1,010,000 


Requirement 2:

Since the functional currency is the U.S. dollar, the temporal method is used. 

Income Statement - (Temporal Method)

	
	    R   
	   $/R  
	   $  

	Sales
	R8,500,000 
	$.265
	$2,252,500 

	Cost of Goods Sold
	(4,000,000)
	$.30  
	(1,200,000)

	Depreciation Expense
	(1,000,000)
	$.30  
	(300,000)

	Other Expenses
	(1,500,000)
	$.265
	(397,500)

	Translation Loss
	                     
	(3)
	(312,500)

	Net Income
	R2,000,000 
	 
	$    42,500 


Balance Sheet - (Temporal Method)

	
	    R   
	   $/R  
	   $  

	Cash
	R  6,500,000
	$.25
	$1,625,000

	Inventory
	2,500,000
	(4)
	697,500

	Plant Assets
	9,000,000
	$.30
	2,700,000

	Total Assets
	R18,000,000
	
	$5,022,500

	Home Office
	R18,000,000
	(5)
	$5,022,500


E9.9 (cont’d.)


(3) Analysis of Translation Loss 


(Temporal Method)

	
	    R   
	   $/R 
	   $  

	Exposed Position, 1/1/X6
	R5,000,000 
	$.30  
	$1,500,000 

	Sales
	8,500,000 
	$.265
	2,252,500 

	Purchases
	(1,500,000)
	$.265
	(397,500)

	Cash Expenses
	(1,500,000)
	$.265
	(397,500)

	Cash Remitted (withdrawal)
	(4,000,000)
	$.255
	(1,020,000)

	Exposed Position, 12/31/X6
	R6,500,000 
	 
	$1,937,500  

	 
	|------> 
	->$.25 
	 1,625,000 

	20X6 Translation Loss
	
	
	$    312,500 



(4) Translation of 12/31/X6 Inventory Balance 


(Temporal Method)

	
	    R   
	   $/R 
	   $  

	Inventory purchased 1/1/X6
	R1,000,000 
	$.30  
	$ 300,000 

	Inventory purchased evenly in 20X6
	1,500,000 
	$.265
	397,500 

	Inventory Balance, 12/31/X6
	R2,500,000 
	
	$ 697,500 


(5) Analysis of Home Office Account

(Temporal Method)

	
	    R   
	   $/R 
	   $  

	Home Office, 1/1/X6
	R20,000,000 
	$.30  
	$6,000,000 

	Net Income
	2,000,000 
	 I/S
	42,500 

	Withdrawals
	(4,000,000)
	$.255
	(1,020,000)

	Home Office, 12/31/X6
	R18,000,000 
	
	$5,022,500 


E9.10
EXCHANGE RATE CHANGES AND RETURN ON ASSETS
Requirement 1:
Return on Assets (000,000 omitted)

	
	$
	LC

	20X7
	12/.5(105 + 90) = .123
	10/.5(75 + 90) = .121

	20X8
	10.89/.5(90 + 90) = .121
	12.1/.5(90 + 90) = .134


E9.10 (cont’d)
Requirement 2:
Although the ROA based on LC data increased by 10.7% [= (.134 - .121)/.121], translated data produced an ROA that declined slightly over the two-year period.  This distortion created by translation can be attributed to two factors.

1.
The declining average exchange rate caused translated operating income to fall by 9.3% [= (10.89 - 12)/12] even though LC income rose by 21%.  Thus the numerator of the LC ROA rose while the numerator of the translated ROA fell.

2.
Translated average total assets decreased by 7.7% [= (90 -97.5)/97.5], whereas average LC assets increased by 9.1% [= (90 - 82.5)/90].  This increased the denominator of the LC ROA relative to the translated ROA.

The net effect of the changing exchange rate on LC income and average total assets creates a divergence between the ROA based on LC--which suggests improved profitability of the asset portfolio--and the slightly weakening ROA based on translated data.

Since the LC is the entity's functional currency, the entity's financial performance is best measured by LC data.  Internal management has these LC data and can decide whether to make decisions based on translated data.  Financial statement users outside the entity, however, cannot easily determine that translated data provide the wrong performance signal and factor out the translation effects that produce the wrong performance signal.

Note to instructor: Although the data in this problem are contrived, they do suggest that ratio analysis can be distorted when the current rate method of translation is used.  Thus the FASB's objective of using the current rate method to preserve the financial results and relationships obtained in the local functional currency is not always met.

E9.11
COMPARISON OF CURRENT RATE AND TEMPORAL METHODS

Requirement 1
The direct exchange rate has been steadily falling.  This means that temporal method expenses are higher than current rate method expenses, since historical rates are higher than average rates.  Since the subsidiary has a positive exposed position under the temporal method, the decline in rate will result in a translation loss on the income statement.  For these reasons, temporal income will be lower than current rate income.

If the subsidiary had a net negative exposed position, a translation gain would be shown on the temporal income statement, possibly offsetting the effect of higher expenses.  In this case, no clear statement can be made concerning the relationship between temporal and current rate income.

Requirement 2

Temporal assets are higher than current rate assets since historical rates exceed the current rate.  From above, temporal income is lower than current rate income.  These factors combine to show temporal ROA as less than current rate ROA.

Requirement 3
Temporal current assets may be slightly higher than current rate current assets, as inventories and possibly prepaids would be translated at higher historical rates.  Current liabilities are likely to be the same under both methods.  Therefore the temporal current ratio will be higher than the current rate current ratio.

Temporal and current rate debt should be the same, except for miscellaneous deferred credits that may be translated using historical rates under the temporal method.  Total assets under the temporal method will be higher since the older noncurrent assets are translated at higher historical rates.  Thus temporal debt to assets will be lower than current rate debt to assets.
E9.12
SIMPLE CASH FLOW STATEMENT TRANSLATION
The Luh Company's 20X6 cash flow statement appears below, translated into U.S. dollars ($).

The Luh Company


Statement of Cash Flows


for the Year Ended December 31, 20X6

	
	$T
	$/$T
	$

	OPERATING ACTIVITIES
	
	
	 

	Net Income
	100,000,000 
	.0400
	4,000,000    

	Depreciation and Amortization Expense
	45,000,000 
	.0400
	1,800,000    

	Gain on Sale of Long-Term Investments
	(4,000,000)
	.0400
	(160,000)   

	Decrease in Other Current Oper. Assets
	24,000,000 
	.0400
	960,000  +

	Decrease in Current Oper. Liabilities
	(32,000,000)
	0.400
	(1,280,000) +

	     Cash Provided by Operating Activities
	133,000,000 
	
	 5,320,000    

	INVESTING ACTIVITIES
	
	
	

	Acquisition of Plant Assets
	(85,000,000)
	.0423
	(3,595,500)  

	Sale of Long-Term Investments
	50,000,000 
	.0394
	1,970,000   

	     Cash Used in Investing Activities
	(35,000,000)
	
	(1,625,500)  

	FINANCING ACTIVITIES
	
	
	

	Retirement of Long-Term Debt
	(98,000,000)
	.0394
	(3,861,200)  

	Issuance of Common Stock
	170,000,000 
	.0423
	7,191,000   

	Dividends Paid
	(65,000,000)
	.0400
	(2,600,000)  

	     Cash Provided by Financing Activities
	7,000,000 
	
	729,800   

	Effect of Exchange Rate Changes on Cash
	--        
	
	(959,300)* 

	CASH BALANCE, JANUARY 1, 20X6
	210,000,000 
	.0420
	8,820,000   

	CASH BALANCE, DECEMBER 31, 20X6
	315,000,000 
	.0390
	12,285,000   


E9.12 (cont’d.)

+ These adjustments to income are for items (1) included in income but not using cash (depreciation, decrease in other current operating assets) or are not operating flows (gain on sale of investments) or are (2) not included in income (decrease in current operating liabilities) but using cash.  All such items are translated at the rates used for them in the income statement.

* Note to Instructor: The translation effect on cash can be calculated as a plug number, or using the general schedule approach for calculating translation adjustments, where the exposed position is defined as cash.  The schedule (not required) is on the next page.

	
	    $T    
	  $/$T
	    $    

	Beginning Exposed Position (Cash)
	210,000,000 
	.0420
	8,820,000 

	Increases in Cash:
	
	
	

	Cash Provided by Operations:
	
	
	

	Net Income
	100,000,000 
	.0400
	4,000,000 

	Depreciation and Amortization Expense
	45,000,000 
	.0400
	1,800,000 

	Gain on Sale of LT Investments
	(4,000,000)
	.0400
	(160,000)

	Decrease in Other Current Assets
	24,000,000 
	.0400
	960,000 

	Decrease in Current Operating Liabilities
	(32,000,000)
	.0400
	(1,280,000)

	
	133,000,000 
	
	5,320,000 

	Sale of LT Investments
	50,000,000 
	.0394
	1,970,000 

	Proceeds from Stock Issuance
	170,000,000 
	.0423
	7,191,000 

	
	220,000,000 
	
	9,161,000 

	Decreases in Cash:
	
	
	

	Acquisition of Plant Assets
	(85,000,000)
	.0423
	(3,595,500)

	Retirement of LT Debt
	(98,000,000)
	.0394
	(3,861,200)

	Dividends Paid
	(65,000,000)
	.0400
	(2,600,000)

	
	(248,000,000)
	
	(10,056,700)

	Ending Exposed Position (Cash)
	315,000,000 
	
	13,244,300 

	
	|------>
	.0390
	-12,285,000 

	Translation Loss on Cash
	
	
	    959,300 


E9.13
INTERPRETATION OF FINANCIAL STATEMENT DISCLOSURES
Requirement 1:
The FASB refers to this account as Accumulated Other Comprehensive Income.@
Requirement 2:
IBM reports a net translation loss of $531 million for 2000.  Since exposure to translation gains and losses under the current rate method is through the net asset position (positive), a net translation loss occurs when the direct rate falls, and therefore the U.S. dollar strengthened with respect to represented currencies, during 2000 (it takes less dollars to buy a unit of foreign currency).

Requirement 3:
On January 1, 2000, IBM reports a beginning credit balance in Accumulated Other Comprehensive Income of $1,161 million.  This balance accumulates net unrealized gains and losses on available-for-sale marketable securities and net translation gains and losses on subsidiaries whose functional currency is the local currency.  Since there is a net unrealized gain of $740 million on marketable securities as of January 1, 2000, IBM reports an accumulated net translation gain on its subsidiaries of $421 million ( = $1,161 - $740).  Therefore, on average the direct exchange rate has increased, and the U.S. dollar has weakened in relation to the currencies represented, over the period up to the beginning of 2000.

E9.14
CONSOLIDATION OF FOREIGN SUBSIDIARY

	
	P
	$/P
	U.S.$

	Price paid
	P100,000,000
	$0.10
	$10,000,000

	Book value
	75,000,000
	$0.10
	7,500,000

	Premium
	P  25,000,000
	
	$  2,500,000

	Allocated to:
	
	
	

	Inventories
	5,000,000
	$0.10
	500,000

	Noncurrent assets
	15,000,000
	$0.10
	1,500,000

	Goodwill
	P   5,000,000
	
	$     500,000


Entries required to consolidate the balance sheets of parent and subsidiary (amounts are in U.S. dollars):

	Capital Stock
	
	5,000,000
	

	Retained Earnings
	
	2,500,000
	

	Purchase Premium
	
	2,500,000
	

	
	Investment in Sub
	
	10,000,000


	Inventories
	
	500,000
	

	Noncurrent Assets
	
	1,500,000
	

	Goodwill
	
	500,000
	

	
	Purchase Premium
	
	2,500,000 


SOLUTIONS TO PROBLEMS
P9.1
TRANSLATING SELECTED ACCOUNTS
Requirement 1:


Franklin Company's Foreign Subsidiary


Remeasurement of Selected Captions Into Dollars (Temporal Method)


December 31, 20X2 and December 31, 20X1

	December 31, 20X2
	  LC
	$/LC
	 $ 

	Accounts receivable (net)
	40,000
	.67
	$26,800

	Inventories, at cost
	80,000
	.58
	46,400

	Property, plant & equipment
	163,000
	Schedule 1
	86,090

	Long-term debt
	100,000
	.67
	67,000

	Common stock
	50,000
	.50
	25,000

	December 31, 20X1
	
	
	

	Accounts receivable (net)
	35,000
	.58
	$ 20,300

	Inventories, at cost
	75,000
	.5
	37,500

	Property, plant & equipment
	150,000
	.5
	75,000

	Long-term debt
	120,000
	.58
	69,600

	Common stock
	50,000
	.50
	25,000


P9.1 (cont=d.)

Schedule 1



Computation of Remeasurement of Property, Plant,


and Equipment (Net) into U.S.Dollars at December 31, 20X2

	December 31, 20X2
	  LC
	   $/LC
	 $ 

	Land purchased on 1/1/X1
	24,000 
	.50
	$ 12,000 

	Plant & equipment purchased on 1/1/X1:
	
	
	 

	Original cost
	140,000 
	.50
	70,000 

	Accumulated depreciation
	(28,000)
	.50
	(14,000)

	 
	112,000 
	 
	$  56,000

	
	
	
	

	Plant & equipment purchased on 7/4/X2:
	
	
	

	Original cost
	30,000 
	.67
	$  20,100

	Accumulated depreciation
	(3,000)
	.67
	(2,010)

	
	27,000 
	
	$ 18,090 

	Total property, plant & equipment
	163,000 
	
	$ 86,090 


Requirement 2:


Franklin Company's Foreign Subsidiary


Translation of Selected Captions Into Dollars (Current Rate Method)


December 31, 20X2 and December 31, 20X1

	December 31, 20X2
	  LC
	   LC/$
	 $ 

	Accounts receivable (net)
	40,000
	.67
	$  26,800

	Inventories, at cost
	80,000
	.67
	53,600

	Property, plant & equipment
	163,000
	.67
	109,210

	Long-term debt
	100,000
	.67
	67,000

	Common stock
	50,000
	.50
	25,000

	December 31, 20X1
	
	
	

	Accounts receivable (net)
	35,000
	.58
	$  20,300

	Inventories, at cost
	75,000
	.58
	43,500

	Property, plant & equipment
	150,000
	.58
	87,000

	Long-term debt
	120,000
	.58
	69,600

	Common stock
	50,000
	.50
	25,000


P9.2
REMEASURING A CONDENSED TRIAL BALANCE--EQUITY METHOD INCOME ACCRUAL
Requirement 1:
Valiant Corporation

Remeasured Trial Balance (Dollars) at December 31, 20X4

	Account
	K
	$/K
	$

	Cash
	240,000 
	 $.35
	$     84,000 

	Accounts Receivable
	400,000 
	 .35
	140,000 

	Allowance for Uncollectible Accounts
	(40,000)
	 .35
	(14,000)

	Plant and Equipment, Net
	2,000,000 
	 .25
	500,000 

	Accounts Payable
	(200,000)
	 .35
	(70,000)

	Notes Payable
	(600,000)
	 .35
	(210,000)

	Capital Stock
	(400,000)
	 .20
	(80,000)

	Retained Earnings, 1/1/X4
	(1,160,000) 
	given
	(272,000)

	Sales
	(1,200,000)
	 .33
	(396,000)

	Depreciation Expense
	320,000 
	.25
	80,000 

	Other Expenses
	640,000 
	.33
	211,200 

	Translation Loss
	
	--  
	26,800 

	
	
	
	$       -0-    


Requirement 2:
Valiant Corporation

Remeasured Income Statement 

For the Year Ended December 31, 20X4

	Sales
	$396,000

	Other Expenses
	$211,200

	Depreciation Expense
	80,000

	Translation Loss
	   26,800

	Total Expenses
	$318,000

	Net Income
	$  78,000


P9.2 (cont’d)


Valiant Corporation


Remeasured Balance Sheet 


 December 31, 20X4

	ASSETS
	

	Cash
	$   84,000 

	Accounts Receivable
	140,000 

	Less Allowance for Uncollectible Accounts
	(14,000)

	Plant and Equipment, Net
	 500,000 

	Total Assets
	  $710,000 

	LIABILITIES AND STOCKHOLDERS' EQUITY
	

	Accounts Payable
	$   70,000 

	Notes Payable
	210,000 

	Capital Stock
	80,000 

	Retained Earnings ($272,000 + $78,000)
	 350,000 

	Total Liabilities and Stockholders' Equity
	$ 710,000 


Valiant Corporation

Translation Loss for 20X4

(Temporal Method)

	
	K
	$/K
	$

	Exposed position, January 1
	(760,000) 
	$.30
	$ (228,000)

	Sales
	1,200,000  
	.33
	396,000 

	Other expenses
	(640,000) 
	.33
	(211,200)

	Exposed position, December 31
	(200,000)1
	
	(43,200)

	
	|-----> 
	.35
	(70,000)

	Translation loss
	
	
	$     26,800 


1Net exposure: (200,000) = 240,000 + 400,000 - 40,000 - 200,000 -  600,000

Requirement 3:
	Investment in Valiant
	
	54,600
	

	
	Income from Valiant
	
	54,600


To accrue Domestic's share of Valiant's translated net 

income for 20X4; $54,600 = .7 x $78,000.

P9.3
TRANSLATING A CONDENSED TRIAL BALANCE--EQUITY METHOD INCOME ACCRUAL

Requirement 1:


Valiant Corporation


Translated Trial Balance (Dollars) at December 31, 20X4

	Account
	K
	$/K
	$

	Cash
	240,000 
	 $.35
	$     84,000 

	Accounts Receivable
	400,000 
	 .35
	140,000 

	Allowance for Uncollectible Accounts
	(40,000)
	 .35
	(14,000)

	Plant and Equipment, Net
	2,000,000 
	 .35
	700,000 

	Accounts Payable
	(200,000)
	 .35
	(70,000)

	Notes Payable
	(600,000)
	 .35
	(210,000)

	Capital Stock
	(400,000)
	 .20
	(80,000)

	Retained Earnings, 1/1/X4
	(1,160,000) 
	given
	(150,000)

	Sales
	(1,200,000)
	 .33
	(396,000)

	Depreciation Expense
	320,000 
	.33
	105,600 

	Other Expenses
	640,000 
	.33
	211,200 

	Cumulative Translation Adjustment (Accumulated Other Comprehensive Income)
	
	--  
	320,800

	
	
	
	$       -0-    


Requirement 2:

Valiant Corporation


Translated Income Statement 


For the Year Ended December 31, 20X4

	Sales
	$396,000

	Other Expenses
	$211,200

	Depreciation Expense
	105,600

	Total Expenses
	$316,800

	Net Income
	$  79,200


P9.3 (cont=d.)


Valiant Corporation


Translated Balance Sheet 


 December 31, 20X4

	ASSETS
	

	Cash
	$   84,000 

	Accounts Receivable
	140,000 

	Less Allowance for Uncollectible Accounts
	(14,000)

	Plant and Equipment, Net
	 700,000 

	Total Assets
	  $910,000  

	LIABILITIES AND STOCKHOLDERS' EQUITY
	

	Accounts Payable
	$   70,000 

	Notes Payable
	210,000 

	Capital Stock
	80,000 

	Retained Earnings ($150,000 + $79,200)
	229,200 

	Accumulated Other Comprehensive Income
	320,800

	Total Liabilities and Stockholders' Equity
	$  910,000



Analysis of Translation Adjustment

	
	K
	$/K
	$

	Net Assets, January 1
	1,560,000 
	$.30
	$ 468,000 

	Net Income, 20X4 (1,200,000 - 320,000 - 640,000)
	240,000 
	.33
	79,200 

	Net Assets, December 31
	1,800,000 
	 
	$ 547,200 

	
	|-----> 
	.35
	(630,000)

	Translation adjustment (gain)
	
	
	$  (82,800)

	Cumulative translation adjustment, January 1 (1)
	
	
	(230,000)

	Cumulative translation adjustment, December 31
	
	
	$(320,800)


(1) ($.30 X (400,000 + 1,160,000)) - ($80,000 + $150,000) = $238,000

Requirement 3:

	Investment in Valiant
	
	113,400
	

	
	Income from Valiant
	
	55,440

	
	Translation Adjustment
	
	57,960


To accrue Domestic's share of Valiant's translated net 

income ($55,440 = .7 x $79,200); at December 31, 

20X4. Domestic also accrues its share of Valiant's 

translation adjustment for 20X4; ($57,960 = .7 x $82,800). 
P9.4
TRANSLATION AND PERFORMANCE EVALUATION
Requirement 1:  

In euros, net income increased about 42% [= (595 - 420)/420], driven by the 20% increase in sales.  Expenses also increased by 20% but, because they amount to less than sales, there is a much greater impact on the bottom line.

Next, we compare 20X2 and 20X1 in dollars using the current rate method of translation.

                                                         20X2                                 20X1                         

	
	   _   
	 $/_
	 $ 
	    _   
	 $/_
	 $ 

	Sales
	2,400
	1.10
	2,640   
	2,000
	1.20
	2,400

	Cost of Sales
	1,320
	1.10
	1,452   
	1,200
	1.20
	1,440

	Gross Margin
	1,080
	
	1,188   
	800
	
	960

	Other Operating Expenses
	230
	1.10
	253   
	200
	1.20
	240

	Profit Before Taxes
	850
	
	935   
	600
	
	720

	Income Tax Expense
	255
	1.10
	280.5
	180
	1.20
	216

	Net Income
	595
	
	654.5
	420
	
	504

	% Change in Net Income
	42%
	
	30%
	
	
	


Under the current rate method, then, translated net income shows a 30% increase on a 10% increase in sales.  This picture is less favorable than that depicted in euros.

P9.4 (cont=d.)

When the temporal method is used, remeasured net income increases by about 35%, as shown below.

                                                      20X2                                     20X1                         

	
	    _   
	 $/_
	 $ 
	   _   
	 $/_
	 $ 

	Sales
	2,400
	1.10
	2,640   
	2,000
	1.20
	2,400

	Cost of Sales
	1,320
	1.12
	1,478.4
	1,200
	1.23
	1,476

	Gross Margin
	1,080
	
	1,161.6
	800
	
	924

	Other Operating Expenses
	230
	1.12
	257.6
	200
	1.23
	246

	Profit Before Taxes
	850
	
	904   
	600
	
	678

	Income Tax Expense
	255
	1.10
	280.5
	180
	1.20
	216

	Net Income
	595
	
	623.5
	420
	
	462

	% Change in Net Income
	42%
	
	35%
	
	
	


Requirement 2:  

The basic problem with internal performance evaluation based on either translated or remeasured data is that management is being judged in part on an important factor that it cannot control--the exchange rate.  Moreover, because the exchange rate changes each year, "comparative" data tend to become noncomparable.  At least two approaches could be considered.

First, probably the most obvious approach to avoiding exchange rate distortions is to use the euro data, particularly when the euro is the entity's functional currency.  High inflation rates or changes in prices of the goods and services bought and sold by the entity weaken the comparability of the comparative euro data.

P9.4 (cont=d.)

A second approach involves removing the effect of year-to-year exchange rate changes.  When the current rate method of translation is used, the 20X2 euro results can be translated at the 20X1 average $/_ rate.  Under this approach, 20X2 income of _595 translated at the 20X1 rate of $1.20/_ amounts to $714, an increase of 42% over 20X1's $504.

Under the temporal method, both the average rate for 20X1 as well as the historical rates used in 20X1 remeasurement must be retained, as shown below.  This approach shows remeasured net 20X2 income, using 20X1 rates, about 44% higher than reported in 20X1.

                                                                  20X2                                            20X1                          

	
	    _   
	 $/_
	 $ 
	    _   
	 $/_
	 $ 

	Sales
	2,400
	1.20
	2,880   
	2,000
	1.20
	2,400

	Cost of Sales
	1,320
	1.23
	1,623.6
	1,200
	1.23
	1,476

	Gross Margin
	1,080
	
	1,256.4
	800
	
	924

	Other Operating Expenses
	230
	1.23
	282.9
	200
	1.23
	246

	Profit Before Taxes
	850
	
	973.5
	600
	
	678

	Income Tax Expense
	255
	1.20
	306   
	180
	1.20
	216

	Net Income
	595
	
	667.5
	420
	
	462

	% Change in Net Income
	42%
	
	44%
	
	
	


Thus, for these data, retaining 20X1 $/_ exchange rates to translate and remeasure of 20X2 euro data provides percentage changes in dollar income close to that observed in euros.  However, as pointed out in the chapter, applying this approach to remeasurement generally produces similar results only by coincidence.

P9.5
TRANSLATION UNDER SFAS 52 AND RATIO ANALYSIS
Requirement 1:

Income Statement

	Sales
	$ 900,000 

	Expenses
	 (828,000)

	Net Income
	$   72,000 


     Balance Sheet
	Cash
	$336,000
	Liabilities
	$352,000 

	Plant Assets
	400,000
	Capital Stock
	400,000 

	
	
	Retained Earnings
	72,000 

	
	             
	Accumulated Other Comprehensive Income
	(88,000)

	Total Assets
	$736,000
	Stockholders= Equity
	$736,000 


Analysis of Translation Adjustment for 20X2
	
	 FC
	$/FC
	  $  


	Exposed position (net assets), January 1, 20X2
	200,000
	2.00
	400,000

	Plus net income in 20X2 (500,000 ‑ 460,000)
	 40,000
	1.80
	 72,000

	Exposed position (net assets),December 31, 20X2
	240,000
	
	472,000

	
	|---->
	 1.60
	‑384,000

	Net 20X2 Translation Adjustment (loss)

	
	
	   88,000


Requirement 2:

Income Statement

	Sales
	$ 900,000 

	Cash expenses
	(738,000)

	Depreciation expense
	(100,000)

	Translation gain
	22,000 

	Net income
	$   84,000 


P9.5 (cont=d.)

Balance Sheet
	Cash
	$336,000
	Liabilities
	$352,000

	Plant Assets
	500,000
	Capital Stock
	400,000

	
	               
	Retained Earnings
	84,000

	Total Assets
	$836,000
	Stockholders= Equity
	$836,000


Analysis of Translation Gain
	
	FC
	$/FC
	$

	Exposed position, January 1, 20X2
	(100,000)
	2.00
	(200,000)

	Plus sales
	500,000 
	1.80
	900,000 

	Less cash expenses
	(410,000)
	1.80
	(738,000)

	
	(10,000)
	
	(38,000)

	Exposed position, December 31, 20X2
	|---->
	1.60
	  (16,000)

	Translation gain
	
	
	   22,000 


Requirement 3:
	
	
	            Dollars           

	
	 FC
	Current  Rate
Method 
	Temporal Method 

	Net Income/Sales
	.08 (=40/500)
	.08 (=72/900)
	.093 (=84/900)

	Net Income/Total Assets, 12/31/X2
	.087 (=40/460)
	.098 (=72/736)
	.10 (=84/836)


Note to Instructor:   The solution to this problem uses net income, which includes the translation adjustment under the temporal method.  Using operating income (excluding the translation gain), the temporal ratios would be as follows:

	Operating Income/Sales
	(62/900) =
.069

	Operating Income/Total Assets 
	(62/836) =
.074


P9.5 (cont=d.)

The ratios computed using the current rate method data do a better job of preserving the same relationships expressed in units of foreign currency than do the temporal method ratios.  With ratios like return on sales, gross margin percentage and the current ratio, the current rate results will be the same as the FC results.  This happens because in current rate method translation, the numerator and denominator of each ratio are multiplied by the same constant (exchange rate) which then cancels out.  Return on assets under the current rate method will differ somewhat from the FC ratio depending on how much the exchange rate has changed during the year.  In this ratio, translated net income reflects the weighted average exchange rate for a year while total assets could be translated at the ending exchange rate or a simple average of beginning and ending rates which may differ from the weighted average.

Ratios based on temporal method translated data would equal their FC counterparts only by coincidence.  Because some items are translated at historical rates and others at the current rate or the average rate, the numerator and denominator do not reflect a constant which simply cancels out.  

Requirement 4:

If the foreign currency continues to weaken, the current rate method ratios would improve if the activity level is held constant.  Return on sales would be unaffected by the changing exchange rate but return on assets could increase over the previous year, since assets are translated at the ending (lower) rate while income is translated at the average (higher) rate.  While the ratio signals improvement in performance, any new investments in that foreign country must be considered within the context of its weakening foreign currency.

Use of the temporal method, however, would show a decline in the return on assets.  Remeasured net income, the numerator, would fall as it is largely 

translated at the lower average rate in 20X3.  In contrast, total assets, the denominator, would remain high as it is remeasured largely at the higher historical rates.

P9.5 (cont=d.)

Ratio analysis has been and continues to be a tricky business.  It should be viewed as a starting point for further analysis in itself.  Management should be aware that certain ratios based on data translated under the current ratio method may provide incorrect signals due to the translation process.

P9.6
TRANSLATION OF FINANCIAL STATEMENTS, TEMPORAL AND CURRENT RATE METHODS

Requirement 1:
Balance Sheet

as of December 31, 20X6

	
	      SF    
	   $/SF  
	   $  

	Cash, receivables
	30,000
	.55     
	16,500

	Inventories
	55,000
	.54     
	29,700

	Plant & equipment
	175,000
	(1)     
	86,030

	
	260,000
	
	132,230

	Accounts & notes payable
	120,000
	.55     
	66,000

	Common stock
	30,000
	.49     
	14,700

	Retained earnings
	110,000
	see below
	51,530

	
	260,000
	
	132,230


(1)

	(150,000 - 3,000) X .49
	=    $72,030

	(30,000 - 2,000) X .50
	=        14,000

	
	 $86,030


P9.6 (cont=d.)

Income Statement and Statement of Retained Earnings

Year ended December 31, 20X6

	
	      SF    
	   $/SF  
	   $  

	Sales
	500,000 
	.52     
	260,000 

	Cost of sales
	(375,000)
	(2)     
	(192,100)

	Operating expenses: 
	
	
	

	   Depreciation
	(5,000)
	(3)     
	(2,470)

	   Other
	(70,000)
	.52     
	(36,400)

	Translation loss
	_______
	see below
	(5,700)

	Net income
	50,000 
	
	23,330 

	Retained earnings, 1/1
	80,000 
	.49     
	39,200 

	Dividends
	(20,000)
	.55     
	(11,000)

	Retained earnings, 12/31
	110,000 
	
	51,530 


(2)

	Beginning inventory
	60,000 X .49 =
	$  29,400 

	Purchases
	370,000 X .52 =
	192,400 

	Ending inventory
	(55,000) X .54 =
	       (29,700)

	Cost of sales
	
	$192,100 


(3)

	3,000 X .49
	= $ 1,470

	2,000 X .50
	=    1,000

	
	 $2,470


P9.6 (cont=d.)

Computation of Translation Loss

Year ended December 31, 20X6

	
	   SF 
	$/SF
	 $

	Beginning exposed position
	(100,000)
	.49  
	(49,000)

	Sales
	500,000 
	.52  
	260,000 

	Purchases
	(370,000)
	.52  
	(192,400)

	Cash operating expenses
	(70,000)
	.52  
	(36,400)

	Dividends
	(20,000)
	.55  
	(11,000)

	Plant & equipment acquisition
	(30,000)
	.50  
	(15,000)

	Ending exposed position
	(90,000)
	
	(43,800)

	
	|---->
	.55  
	(49,500)

	Translation loss
	
	
	   5,700 


Requirement 2:

Balance Sheet

as of December 31, 20X6

	
	      SF    
	   $/SF  
	   $  

	Cash, receivables
	30,000
	.55    
	16,500

	Inventories
	55,000
	.55    
	30,250

	Plant & equipment
	175,000
	.55    
	  96,250

	
	260,000
	
	143,000

	Accounts & notes payable
	120,000
	.55    
	66,000

	Common stock
	30,000
	.49    
	14,700

	Retained earnings
	110,000
	see below
	54,200

	Accumulated other comprehensive income
	              
	see below
	    8,100

	
	260,000
	
	143,000


P9.6 (cont=d.)

Income Statement and Statement of Retained Earnings

Year ended December 31, 20X6

	
	      SF    
	   $/SF  
	   $  

	Sales
	500,000 
	.52     
	260,000 

	Cost of sales
	(375,000)
	.52     
	(195,000)

	Operating expenses
	(75,000)
	.52     
	(39,000)

	Net income
	 50,000 
	
	 26,000 

	Retained earnings, 1/1
	80,000 
	.49     
	39,200 

	Dividends
	(20,000)
	.55     
	(11,000)

	Retained earnings, 12/31
	110,000 
	
	 54,200 


Computation of Translation Adjustment

Year ended December 31, 20X6

	
	   SF 
	$/SF
	 $

	Beginning exposed position
	110,000 
	.49  
	53,900 

	Net income
	50,000 
	.52  
	26,000 

	Dividends
	(20,000)
	.55  
	(11,000)

	Ending exposed position
	140,000 
	
	68,900 

	
	|---->
	.55  
	77,000 

	Translation adjustment for 20X6 (gain)
	
	
	 (8,100)


P9.7
TRANSLATING CASH FLOW STATEMENT
Requirement 1:

Foreign Subsidiary


Statement of Cash Flows


for the Year Ended December 31, 20X8

	OPERATING ACTIVITIES
	   FC   
	$/FC
	   $   

	Net Income
	140 
	1.25
	175.00 

	Depreciation Expense
	90 
	1.25
	112.50 

	Increase in Other Current Operating Assets
	(30)
	1.25
	(37.50)

	Increase in Accounts Payable and Accruals
	30 
	1.25
	37.50 

	Decrease in Income Taxes Payable
	(5)
	1.25
	(6.25)

	     Cash Provided by Operating Activities
	225 
	
	281.25 

	
	
	
	

	INVESTING ACTIVITIES
	
	
	

	Acquisition of Plant Assets
	(180)
	1.25
	(225.00)

	     Cash Used in Investing Activities
	(180)
	
	(225.00)

	
	
	
	

	FINANCING ACTIVITIES
	
	
	

	Issuance of Long-Term Debt
	50 
	1.25
	62.50 

	Dividends Paid
	(75)
	1.25
	(93.75)

	     Cash Used in Financing Activities
	(25)
	
	(31.25)

	Effect of Exchange Rate Changes on Cash
	--  
	  (1)
	11.00 

	INCREASE IN CASH
	  20 
	
	 36.00 


(1) Schedule of Translation Effect on Cash

	
	   FC   
	  $/FC 
	   $   

	Cash Balance, January 1, 20X8
	100   
	1.20
	120.00 

	Cash Provided by Operating Activities
	225   
	1.25
	281.25 

	Cash Used for Investing Activities
	(180)  
	1.25
	(225.00)

	Cash Used for Financing Activities
	(25)  
	1.25
	(31.25)

	Cash Balance, December 31, 20X8
	120  
	 
	145.00 

	
	|--->
	1.30
	156.00 

	20X8 Effect of Exchange Rate Changes on Cash (gain)
	
	
	(11.00)


P9.7 (cont=d.)
Requirement 2:

Foreign Subsidiary


Analysis of Cumulative Translation Adjustment


for the Year Ended December 31, 20X8

	
	   FC   
	  $/FC 
	   $   

	Balance, January 1, 20X8
	  --     
	  --    
	(88.00)

	20X8 Translation Adjustment:
	
	
	

	     Exposed Position, 1/1/X8
	685   
	1.20
	822.00 

	     Plus Net Income
	140   
	1.25
	175.00 

	     Less Dividends Paid
	(75)  
	1.25
	(93.75)

	     Exposed Position, 12/31/X8
	750   
	
	903.25 

	
	|--->
	1.30
	-975.00 

	 20X8 Translation Gain
	
	
	(71.75)

	Balance, December 31, 20X8
	
	
	(159.75)


Requirement 3:
Remeasurement under the temporal method, required by SFAS 52 for entities using the $ as their functional currency, does not affect the cash flow statement.  Current period cash flows are always converted at current period exchange rates, repetitive cash transactions at the weighted average rate, large discrete cash transactions at the rates in effect when the transactions occurred.

P9.8
CONSOLIDATION AT ACQUISITION DATE: PURCHASE AND POOLING
Requirement 1(a):

Schedule of Purchase Premium Allocation

	
	FC
	$/FC
	$

	Price Paid
	FC 5,000,000 
	$0.40
	$2,000,000 

	90% Book Value
	3,600,000 
	0.40
	1,440,000 

	Purchase Premium
	 FC 1,400,000 
	
	$   560,000 

	Allocated to:
	
	
	

	Current Assets
	360,000 
	0.40
	144,000 

	Noncurrent Assets
	900,000 
	0.40
	360,000 

	Noncurrent Liabilities
	(540,000)
	0.40
	(216,000)

	Goodwill
	680,000 
	
	272,000 


Requirement 1(b):
Consolidated Financial Statement Working Paper
	Purchase Premium
	
	560,000
	

	
	Investment in Cheung
	
	560,000


To reclassify the purchase premium.

	Current Assets
	
	144,000
	

	Noncurrent Assets
	
	360,000
	 

	Goodwill
	
	272,000
	

	
	Noncurrent Liabilities 
	
	216,000

	
	Purchase Premium
	
	560,000


To allocate the purchase premium among the assets 

and liabilities of Cheung.

P9.8 (cont=d.)

	Stockholders' Equity ‑ Cheung
	
	1,600,000
	

	
	Investment in Cheung
	
	1,440,000

	
	Minority Interest in Cheung
	
	160,000


To eliminate the Investment in Cheung against the 

stockholders' equity of Cheung and establish the 

minority interest, all as of 9/15/X8.

Requirement 2(a):

When the pooling of interests method is used and the functional currency is the U.S. dollar, the foreign subsidiary's book values are translated at the appropriate historical rates (current rate for assets and liabilities carried at current money prices) for inclusion in consolidated statements.  Since the minority interest in Cheung in based on Cheung's translated book values, we must first translate Cheung's assets and liabilities.  Translated stockholders' equity is a plug.

	Account
	FC
	$/FC
	$

	Current Assets Other Than Inventory
	2,000,000
	.40
	800,000

	Inventory

	1,000,000
	.42
	420,000

	Noncurrent Assets
	5,000,000
	.45
	2,250,000

	Total Assets
	8,000,000
	
	3,470,000

	
	
	
	

	Current Liabilities
	2,000,000
	.40
	800,000

	Noncurrent Liabilities
	2,000,000
	.40
	800,000

	Stockholders' Equity
	4,000,000
	(1)
	1,870,000

	Total Liabilities and Stockholders' Equity
	8,000,000
	
	3,470,000


(1)
There is no need to separately translate capital stock and retained earnings.  Since translated retained earnings is a plug, total translated stockholders' equity is a plug also.

P9.8 (cont=d.)

Requirement 2(b):
       
Consolidated Financial Statement Working Paper
	Stockholders' Equity‑Cheung
	
	1,870,000
	

	
	Investment in Cheung
	
	1,683,000

	
	Minority Interest in Cheung
	
	187,000


To eliminate the Investment in Cheung against the 

stockholders' equity of Cheung and establish the 

minority interest in Cheung.

P9.9
CONSOLIDATION OF FOREIGN SUBSIDIARY
Requirement 1:
	
	LC
	$/LC
	$

	Price paid
	LC  8,000,000 
	$0.40
	$3,200,000 

	Book value
	4,500,000 
	$0.40
	1,800,000 

	Premium
	LC 3,500,000 
	
	$ 1,400,000 

	Allocated to:
	
	
	

	Inventories
	75,000 
	$0.40
	30,000 

	Noncurrent assets
	375,000 
	$0.40
	150,000 

	Long-term liabilities
	 (150,000)
	$0.40
	    (60,000)

	Goodwill
	LC 3,200,000 
	
	$1,280,000 


P9.9 (cont=d.)
Requirement 2:
	
	LC
	$/LC
	$

	Cash
	LC   600,000 
	$0.50
	$ 300,000

	Receivables
	2,100,000 
	$0.50
	1,050,000

	Inventories
	2,400,000 
	$0.50
	1,200,000

	Noncurrent Assets, net
	6,200,000 
	$0.50
	3,100,000

	Current Liabilities
	(1,200,000)
	$0.50
	(600,000)

	Long-term Liabilities
	(3,600,000)
	$0.50
	(1,800,000)

	Common Stock
	(2,000,000)
	$0.40
	(800,000)

	Retained Earnings, January 1
	(4,000,000)
	$0.40
	(1,600,000)

	Accumulated Other Comprehensive Income
	--       
	(1)
	(625,000)

	Sales
	(20,000,000)
	$0.45
	(9,000,000)

	Cost of Goods Sold
	16,000,000 
	$0.45
	7,200,000

	Depreciation Expense
	1,000,000 
	$0.45
	450,000

	Current Operating Expenses
	2,500,000 
	$0.45
	1,125,000


(1)Calculation of Translation Adjustment for 20X4

	
	    LC 
	 $/LC
	   $  

	Net Assets, 1/1/X4
	6,000,000
	   $.4  
	$2,400,000

	Net income
	500,000
	   $.45
	225,000

	Net Assets, 12/31/X4
	6,500,000
	 
	$2,625,000

	 
	|------> 
	->$.50 
	3,250,000

	20X4 Translation Gain
	
	
	$   625,000


Requirement 3:
Calculation of 20X4 Equity in Net Income

	Share of net income
	75% x LC500,000 x $0.45
	$168,750

	Amortization of premium:
	
	

	Cost of goods sold
	LC 75,000 x $0.45
	(33,750)

	Depreciation expense
	LC375,000/10 x $0.45
	(16,875)

	Interest expense
	LC150,000/5 x $0.45
	    13,500

	Equity in net income
	
	$131,625


P9.9 (cont=d.)

Entries made by Dunning during 20X4:

	Investment in Fraley
	
	3,200,000
	

	
	Cash
	
	3,200,000


To record the initial investment on 1/1/X4.

	Investment in Fraley
	
	131,625
	

	
	Equity in Net Income of Fraley
	
	131,625


To record Dunning’s share of Fraley’s net income

for 20X4, adjusted for premium amortization.

	Investment in Fraley
	
	468,750
	

	
	Translation Adjustment
	
	468,750


To record Dunning=s share of the translation

adjustment for 20X4; $468,750 = $625,000 x 75%.

Requirement 4:

	Equity in Net Income of Fraley
	
	131,625
	

	
	Investment in Fraley
	
	131,625


To reverse the equity in net income accrual.

	Common Stock
	
	800,000
	

	Retained Earnings, 1/1
	
	1,600,000
	

	Accumulated Other Comprehensive Income
	
	625,000
	

	Purchase Premium
	
	1,400,000
	

	
	Investment in Fraley
	
	3,668,750

	
	Minority Interest
	
	756,250


To eliminate the remaining investment balance against 

75% of January 1 stockholders= equity, reclassify 25% 

of January 1 stockholders= equity as minority interest, 

and reclassify the January 1 purchase premium.

P9.9 (cont=d.)

	Inventories
	
	37,500
	

	Noncurrent Assets
	
	187,500
	

	Goodwill
	
	1,600,000
	

	
	Long-term Liabilities
	
	75,000

	
	Purchase Premium
	
	1,400,000

	
	Accumulated Other Comprehensive Income
	
	350,000


To allocate the January 1 purchase premium to Fraley’s assets and liabilities.

	Cost of Goods Sold
	
	33,750
	

	Depreciation Expense
	
	16,875
	

	Long-term Liabilities
	
	15,000
	

	Accumulated Other Comprehensive Income
	
	4,125
	

	
	Inventories
	
	37,500

	
	Noncurrent Assets
	
	18,750

	
	Interest Expense
	
	13,500


To recognize 20X4 amortization of the purchase

premium.

	Minority Interest in Net Income
	
	56,250
	

	
	Minority Interest
	
	56,250


To record the change in the minority interest during 20X4; $56,250 = LC500,000 x $0.45.

Verification of the Translation Adjustments in the Eliminating Entries 

(not required)

	
	LC
	$/LC
	$

	Purchase premium, 1/2/X4
	LC 3,500,000 
	  $0.40
	$1,400,000 

	Amortization of premium:
	
	
	

	Inventories
	(75,000)
	  $0.45
	(33,750)

	Noncurrent assets
	(37,500)
	  $0.45
	(16,875)

	Long-term liabilities
	    30,000 
	  $0.45
	     13,500 

	12/31/X4 premium
	LC 3,417,500 
	
	$1,362,875 

	
	|------>
	->$0.50
	1,708,750 

	Translation gain
	
	
	$   345,875 


$345,875 gain = $350,000 gain - $4,125 loss

P9.10
TRANSLATED/REMEASURED TRIAL BALANCES; TRANSLATION ADJUSTMENT CALCULATIONS
Requirements 1 and 2:

	Account
	Balance (,)
	$/,
	$

Temporal Method
	$/,
	$

Current Rate Method

	Cash & Receivables
	2,660 
	$2.20
	$5,852 
	$2.20
	$5,852 

	Inventory
	2,500 
	(a)
	4,575 
	2.20
	5,500 

	Plant Assets
	1,800 
	(b)
	3,310 
	2.20
	3,960 

	Accumulated Depreciation
	(560)
	1.80
	(1,008)
	2.20
	(1,232)

	Accounts Payable
	(2,200)
	2.20
	(4,840)
	2.20
	(4,840)

	Long-Term Debt
	(1,100)
	2.20
	(2,420)
	2.20
	(2,420)

	Home Office
	(2,100)
	(c)
	(3,520)
	(c)
	(4,200)

	Sales
	(4,000)
	2.10
	(8,400)
	2.10
	(8,400)

	Cost of Goods Sold
	2,000 
	2.12
	4,240 
	2.10
	4,200 

	Depreciation Expense
	160 
	1.80
	288 
	2.10
	336 

	Other Operating Expenses
	840 
	2.10
	1,764 
	2.10
	1,764 

	Translation Loss
	
	(d)
	159 
	
	

	Translation Adjustment
	
	
	
	(e)
	(520)


P9.10 (cont=d.)

(a)
$4,575 = ($1.80 x 2,200) + ($2.05 x 300)

(b)
$3,310 = ($1.80 x 1,600) + ($2.15 x 200)

(c)
The remeasured (translated) balance of "Home Office" at 

January 1, 20X3, is given as $3,520 ($4,200).

NOTE:
Since no depreciation was taken on the plant assets purchased in 20X3, both Accumulated Depreciation and Depreciation Expense relate only to the plant assets purchased when the exchange rate was $1.80/,.

(d)

Calculation of Translation Adjustment Under the 


Temporal Method
	
	 ,
	 $/,
	$

	Exposed position, 1/1/X3
	(1,300)   
	2.00
	(2,600)

	Plus Sales
	4,000    
	2.10
	8,400 

	Less Purchase of Plant Assets
	(200)   
	2.15
	(430)

	Less Purchase of LIFO Layer
	(300)   
	2.05
	(615)

	Less Purchase of Goods Sold
	(2,000)   
	2.12
	(4,240)

	Less Other Operating Expenses
	(840)   
	2.10
	(1,764)

	Exposed position, 12/31/X3
	(640)   
	
	(1,249)

	
	   |---->
	2.20
	-(1,408)

	Translation Adjustment (Loss)
	
	
	   159 


(e)

    Calculation of Translation Adjustment Under the 


Current Rate Method
	
	 ,
	 $/,
	$

	Exposed position (net assets), 1/1/X3
	2,100
	$2.00
	$4,200 

	Plus net income in 20X3  (4,000-2,000-160-840)
	1,000
	2.10
	2,100 

	Exposed position (net assets), 12/31/X3 
	3,100
	
	$6,300 

	
	|--->
	2.20
	-6,820 

	Translation Adjustment (gain)
	
	
	$(520)


P9.11
TRANSLATING FINANCIAL STATEMENTS UNDER SFAS 52

Translation of Foreign Currency Financial Statements


for the SA Company (Year ended December 31, 20X2)

                                                                                                                             Temporal            Current Rate   
	Balance Sheet
	P
	$/P
	$
	$/P
	$

	 Cash
	310,000 
	.15
	46,500 
	.15
	$46,500 

	Inventory (purchased 1/5)
	200,000 
	.10
	20,000 
	.15
	30,000 

	Inventory (purchased 6/30)
	320,000 
	.12
	43,200a
	.15
	48,000e

	Office Equipment, net
	180,000 
	.10
	18,000 
	.15
	27,000 

	     Total Assets
	1,010,000
	
	127,700 
	
	151,500 

	Contributed Capital
	1,000,000 
	.10
	100,000 
	.10
	100,000 

	Retained Earnings
	10,000 
	
	27,700 
	
	-0-    

	Accumulated Other Comprehensive Income
	                 
	
	              
	
	51,500 

	     Total Equities
	1,010,000 
	
	127,700 
	
	151,500 


                                                                                                                             Temporal            Current Rate    
	Income Statement
	P
	$/P
	$
	$/P
	$

	 Sales
	300,000 
	.12
	36,000 
	.12
	36,000 

	Cost of Goods Sold
	(200,000)
	.10
	(20,000)
	.12
	(24,000)

	Loss from Decline in Inventory Value
	(40,000)
	
	-- a    
	.15
	(6,000)e

	Rent Expense
	(30,000)
	.12
	(3,600)
	.12
	(3,600)

	Depreciation Expense
	(20,000)
	.10
	(2,000)
	.12
	(2,400)

	Translation Gain
	    --    
	
	17,300
	
	           

	     Net Income
	10,000
	
	27,700
	
	   -0-   


P9.11 (cont=d.)

Computation of Translation Adjustment                            Temporal                                   Current Rate         
	Adjustment
	P
	$/P
	$
	P
	$/P
	$

	Exposed Position, 1/1/X2
	1,000,000b
	.10
	100,000 
	1,000,000b
	.10
	100,000 

	Plus: Sale of Inventory
	300,000 
	.12
	36,000 
	300,000 
	.12
	36,000 

	Less:
	
	
	
	
	
	

	Purchase of Inventory (1/5)
	(400,000)
	.10
	(40,000)
	--     
	--
	--     

	Purchase of Inventory (6/30)
	(360,000)
	.12
	(43,200)
	--     
	--
	--     

	Purchase of Office Equipment
	(200,000)
	.10
	(20,000)
	--     
	--
	--     

	Payment of Rent 
	(30,000)
	.12
	(3,600)
	(30,000)
	.12
	(3,600)

	Cost of Goods Sold
	--     
	--
	--     
	(200,000)
	.12
	(24,000)

	Depreciation Expense
	--     
	--
	--     
	(20,000)
	.12
	(2,400)

	Loss in Inventory Value
	      --     
	
	    --     
	(40,000)
	.15
	(6,000)

	Exposed Position, 12/31/X2
	310,000c
	
	29,200 
	1,010,000d
	
	100,000 

	
	
	
	-46,500
	
	.15
	-151,500 

	Translation Gain
	
	
	(17,300)
	
	
	(51,500)


Notes
a
Under the temporal method, translated historical cost of $43,200 (= $.12 x 360,000) is less than translated market of $48,000 (= $.15 x 320,000).  No write-down is required and translated historical cost is the appropriate inventory values.

b
1,000,000 = Cash (1,000,000) = net assets carried at current money prices = net assets.

c
310,000 = Cash (310,000) = net assets carried at current money prices.

d
1,010,000 = Cash (310,000) + inventory (200,000 + 320,000) + Office Equipment, net (180,000) = net assets.

e
Under the current rate method (functional currency is the peso), inventory write-down in the functional currency statements stand; the loss and the inventory at market are translated at the current rate of $.15.

P9.12
PREPARING CONSOLIDATED FINANCIAL STATEMENTS WITH PURCHASED FOREIGN SUBSIDIARY
Step 1: Translation of Standard=s December 31, 20X4 trial balance:

	
	,
	$/,
	$

	Cash and Receivables
	,  3,000,000  
	$2.30
	$ 6,900,000 

	Inventory
	3,000,000  
	$2.30
	6,900,000 

	Property, Plant & Equipment, net
	5,000,000  
	$2.30
	11,500,000 

	Current Liabilities
	(4,000,000) 
	$2.30
	(9,200,000)

	Long-term Debt
	(1,000,000)
	$2.30
	(2,300,000)

	Capital Stock
	(2,000,000)
	$2.00
	(4,000,000)

	Retained Earnings, January 1
	(3,500,000)
	$2.00
	(7,000,000)

	Dividends
	1,000,000 
	$2.10
	2,100,000 

	Accumulated Other Comprehensive Income
	--       
	(1)
	(1,675,000)

	Sales
	(10,000,000)
	$2.15
	(21,500,000)

	Cost of Goods Sold
	6,000,000 
	$2.15
	12,900,000 

	Depreciation Expense
	500,000 
	$2.15
	1,075,000 

	Other Operating Expenses
	2,000,000 
	$2.15
	4,300,000 


(1)Calculation of Translation Adjustment for 20X4

	
	  ,  
	 $/,  
	   $  

	Net Assets, 1/1/X4
	,  5,500,000 
	$2.00
	$11,000,000  

	Net income
	1,500,000 
	$2.15
	3,225,000  

	Dividends
	(1,000,000)
	$2.10
	(2,100,000) 

	Net Assets, 12/31/X4
	,  6,000,000 
	
	$12,125,000  

	 
	|------> 
	->$2.30
	13,800,000  

	20X4 Translation Gain
	
	
	$  1,675,000  


P9.12 (cont’d.)

Step 2:
Adjust Investment for 20X4 Equity in Net Income and Translation Gain

Calculation of Purchase Premium

	
	 ,
	$/ ,
	U.S.$

	Price paid
	 , 5,000,000 
	$2.00
	$10,000,000 

	Book value [80% x (2,000,000 + 3,500,000)] 
	4,400,000 
	$2.00
	8,800,000 

	Premium
	 ,    600,000 
	
	$  1,200,000 

	Allocated to:
	
	
	

	Inventories
	80,000 
	$2.00
	160,000 

	PP&E, net
	400,000 
	$2.00
	800,000 

	Goodwill
	 ,    120,000 
	
	$     240,000 


Calculation of Equity in Net Income

	
	 ,
	$/ ,
	U.S.$

	80% Book Net Income [80% x 1,500,000]
	, 1,200,000 
	$2.15
	$2,580,000 

	Amortization of Premium:
	
	
	

	Cost of Goods Sold
	(80,000)
	$2.15
	(172,000)

	Depreciation Expense [400,000/20]
	(20,000)
	$2.15
	(43,000)

	Goodwill Impairment [120,000 x 2.5%]
	(120,000)
	$2.15
	(6,450)

	Equity in Net Income
	
	
	$2,358,550


P9.12 (cont=d.)

Step 3:
Consolidation working paper entries

Entry to update the Investment for 20X4 Equity in Net Income and Phillips= share of Standard=s translation gain (see consolidation worksheet):

(a)

	Investment in Standard
	
	3,698,550
	

	
	Equity in Net Income of Standard
	
	2,358,550

	
	Accumulated Other Comprehensive Income
	
	1,340,000


$1,340,000 = 80% x $1,675,000

Elimination entries (see consolidation worksheet):

(1)

	Equity in Net Income of Standard
	
	2,358,550
	

	
	Dividends
	
	1,680,000

	
	Investment in Standard
	
	678,550


To reverse equity method entries for 20X4.

(2)

	Capital Stock
	
	4,000,000
	

	Retained Earnings, 1/1
	
	7,000,000
	

	Accumulated Other Comprehensive Income
	
	1,675,000
	 

	Purchase Premium
	
	1,200,000
	

	
	Minority Interest in Standard
	
	2,535,000

	
	Investment in Standard
	
	11,340,000


To eliminate Standard=s stockholders= equity as of 1/1

and set up the minority interest and purchase premium

as of 1/1; $2,535,000 = ($4,000,000 + $7,000,000 +

$1,675,000) x 20%.

P9.12 (cont=d.)

(3)

	Inventory
	
	184,000
	

	Property, Plant & Equipment, net
	
	920,000
	

	Goodwill
	
	276,000
	 

	
	Purchase Premium
	
	1,200,000

	
	Accumulated Other Comprehensive Income
	
	180,000


To reclassify the purchase premium; $184,000 = 180,000 x $2.30,

$920,000 = 400,000 x $2.30, $276,000 = 120,000 x 2.30.

(4)

	Cost of Goods Sold
	
	172,000
	

	Depreciation Expense
	
	43,000
	

	Goodwill Impairment
	
	6,450
	 

	Accumulated Other Comprehensive Income
	
	15,450
	

	
	Inventory
	
	184,000

	
	Property, Plant & Equipment
	
	46,000

	
	Goodwill
	
	6,900


To amortize the purchase premium; $46,000 = $920,000/20,

$6,900 = $276,000 x 2.5%.

(5)

	Minority Interest in Net Income of Standard
	
	645,000
	

	
	Dividends
	
	420,000

	
	Minority Interest in Standard
	
	225,000


To update the minority interest for 20X4 income and

dividends; $645,000 = 1,500,000 x 20% x $2.15, 

$420,000 = $1,000,000 x 20% x $2.10.

The 20X4 consolidation workpaper appears below.

P9.12 (cont’d)

December 31, 20X4 Consolidated Trial Balance Working Paper

	
	Phillips
	Standard
	Dr
	Cr
	Consoli-dated

	Cash & Receivables
	7,680,000
	6,900,000
	
	
	14,580,000

	Inventory
	4,000,000
	6,900,000
	(3)184,000
	184,000 (4)
	10,900,000

	PP&E, net
	12,000,000
	11,500,000
	(3)920,000
	46,000 (4)
	24,374,000

	Investment in Standard
	8,320,000
	
	(a)3,698,550


	678,550 (1)

11,340,000 (2)
	--       

	Goodwill
	
	
	(3)276,000
	6,900(4)
	269,100

	Purchase Premium
	
	
	(2)1,200,000
	1,200,000(3)
	--       

	Current Liabilities
	(8,000,000)
	(9,200,000)
	
	
	(17,200,000)

	Long-Term Debt
	(4,000,000)
	(2,300,000)
	
	
	(6,300,000)

	Minority Interest
	
	
	
	2,535,000(2)

225,000(5)
	(2,760,000)

	Capital Stock
	(10,000,000)
	(4,000,000)
	(2)4,000,000
	
	(10,000,000)

	Retained Earnings, 1/1
	(8,000,000)
	(7,000,000)
	(2)7,000,000
	
	(8,000,000)

	Accumulated Other Comprehensive Income
	
	(1,675,000)
	(2)1,675,000

(4)15,450
	1,340,000(a)

180,000(3)
	(1,504,550)

	Dividends
	2,000,000
	2,100,000
	
	1,680,000(1)

420,000(5)
	2,000,000

	Sales
	(30,000,000)
	(21,500,000)
	
	
	(51,500,000)

	Equity in NI
	
	
	(1)2,358,550
	2,358,550(a)
	--       

	Cost of Goods Sold
	20,000,000
	12,900,000
	(4)172,000
	
	33,072,000

	Depreciation Exp.
	1,000,000
	1,075,000
	(4)43,000
	
	2,118,000

	Other Operating. Expenses
	5,000,000
	4,300,000
	
	
	9,300,000

	Goodwill Impairment
	
	
	(4)6,450
	
	6,450

	Minority Interest in NI
	
	
	(5)645,000
	
	645,000


P9.12 (cont’d)

Consolidated Financial Statements

Phillips Company and Subsidiary Standard, Ltd.


Consolidated Statement of Income and Retained Earnings


For the Year Ended December 31, 20X4

	Sales
	$51,500,000 

	Cost of Goods Sold
	$33,072,000 

	Depreciation Expense
	2,118,000 

	Other Operating Expenses
	9,300,000 

	Goodwill Impairment
	6,450 

	Total Expenses
	$44,496,450 

	Income before Minority Interest
	$7,003,550 

	Minority Interest in Net Income
	(645,000)

	Net Income
	$6,358,550 

	Retained Earnings, January 1
	8,000,000 

	Dividends Declared and Paid
	(2,000,000)

	Retained Earnings, December 31
	$12,358,550 


        


 Phillips Company and Subsidiary Standard, Ltd.


Consolidated Balance Sheet


December 31, 20X4

	ASSETS
	

	Cash and Receivables
	$14,580,000

	Inventory
	10,900,000

	Property, Plant & Equipment, net
	24,374,000

	Goodwill
	269,100

	Total Assets
	$50,123,100

	LIABILITIES AND STOCKHOLDERS= EQUITY
	

	Current Liabilities
	$17,200,000

	Long-Term Debt
	6,300,000

	Minority Interest in Standard
	2,760,000

	Capital Stock
	10,000,000

	Retained Earnings
	12,358,550

	Accumulated Other Comprehensive Income
	1,504,550

	Total Liabilities and Stockholders= Equity
	$50,123,100


P9.13
TRANSLATING POSTCOMBINATION BALANCE SHEETS UNDER POOLING AND PURCHASE
Requirements 1 and 2:


Blatt, Ltd.


Balance Sheet


December 31, 20X4

	
	,
	$/,
	Pooling
	$/,
	Purchase

	Cash & Receivables
	,  600,000
	2.00
	$1,200,000
	2.00
	$1,200,000

	Inventory (FIFO)
	250,000
	2.00
	500,000
	2.00
	500,000

	Plant Assets, Net
	350,000
	(1) 
	727,500
	2.00
	700,000

	Patents
	100,000
	1.90
	190,000
	2.00
	200,000

	
	,1,300,000
	
	$2,617,500
	
	$2,600,000

	Current Liabilities
	400,000
	2.00
	$   800,000
	2.00
	$   800,000

	Long-Term Debt
	300,000
	2.00
	600,000
	2.00
	600,000

	Capital Stock
	200,000
	2.10
	420,000
	2.00
	400,000

	Retained Earnings
	400,000
	(2) 
	797,500
	2.00
	800,000

	
	,1,300,000
	
	$2,617,500
	
	$2,600,000


(1)  $727,500 = ($2.10 x 200,000) + ($2.05 x 150,000).

(2)  This is a "plug."

Requirement 3:


Analysis of 20X5 Translation Adjustment (Current Rate Method)
	
	,
	$/,
	$

	Exposed Position (net assets), 1/1/X5
	,  600,000 
	2.00
	$1,200,000 

	Plus Net Income 20X5
	100,000 
	2.10
	210,000 

	Less Dividends Declared 20X5
	(60,000)
	2.06
	(123,600)

	Exposed Position, 12/31/X5
	,  640,000 
	
	$1,286,400 

	
	|---->
	2.02
	-1,292,800 

	20X5 Translation Adjustment (gain)
	
	
	$      (6,400)


P9.14  ANALYSIS OF TRANSLATION ADJUSTMENT DISCLOSURE
Requirement 1:
Appearance of the currency translation adjustment as a component of Other Comprehensive Income in stockholders' equity indicates that at least some of Texaco's foreign operations have foreign functional currencies. The current rate method is used to translate the financial statements of these foreign business activities. Thus Texaco's consolidated balance sheets and income statements include foreign assets and liabilities translated at the current rates in effect at balance sheet dates and foreign income statement items are translated at the average rates for the years reported.

In addition, the translation adjustments relating to these foreign operations are carried directly to stockholders' equity, bypassing the income statement.

Requirement 2:
The 1999 translation adjustment is positive (gain). Because one expects the various foreign operations to have positive local currency net assets (assets > liabilities), relevant exchange rates apparently rose during 1999, meaning that the dollar weakened against these currencies and translated net assets rose during 1999.  For 1998 and 2000, the translation adjustment is negative (loss), meaning that the dollar strengthened against these currencies and exchange rates fell.

Requirement 3:

In order to measure the earnings impact of using the temporal method, we must make an assumption about the nature of the foreign operations= exposed position under the temporal method.  A reasonable assumption is that assets measured at current money prices are less than liabilities measured at current money prices.  Since exchange rates increased in 1999, there would be a translation loss reported in income on the net liability exposure.  In 2000, exchange rates fell, and there would be a translation gain reported in income.

P9.14 (cont=d.)

Using the temporal method, depreciation and amortization are remeasured at historical rates.  In 1999, rates increased.  In 2000, rates decreased.  Note that the initial balance in the currency translation adjustment as of the beginning of 1999 is negative, implying that rates have fallen in the past.  If historical rates used to remeasure depreciation and amortization are higher than current average rates, there is a negative effect on income if the temporal method is used.  If historical rates are lower, the effect of the temporal method is positive.

In general, then, historical rates are higher than current or average rates for Texaco=s foreign subsidiaries.  So expenses remeasured at historical rates, such as depreciation and amortization and, to a lesser extent, cost of goods sold (which should be pretty close to annual average rates), are higher than expenses measured at average rates.  The table below shows the impact of remeasured expenses and the translation adjustment on net income if the temporal method is used.

	
	Impact on 2000 net income
	Impact on 1999 net income

	Expenses remeasured at historical rates
	reduce
	reduce

	Inclusion of translation adjustment in income
	increase
	reduce


Use of the temporal method of translation in 1999 would reduce Texaco=s net income.  The effect on 2000 net income depends on the relative size of the conflicting effects shown.  If we assume the translation adjustment dominates the effect of remeasuring expenses at historical rates, use of the temporal method in 2000 would increase Texaco=s net income.
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