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Abstract

Problems of accounting for foreign operations are not new. The subject of accounting for
thetrandation of foreign currency financia statements has been widely researched since 1965.
Much of thisresearch to date, both empirical and theoretical, has been motivated by arecognition
of the effect of foreign exchange fluctuation and translation adjustment. Currently, the
Situational Approach is accepted in the field of international accounting worldwide, though
this approach may not always be suitable.

This paper reviews 19th century devel opmentsin methods of reporting the financial results
of foreign business operations used by accountants in the U.K. It shows that many of the
methods of foreign currency translation which have been proposed by accounting regulators
have acommon originin one method first developed in the 1890s. Moreover, while the methods
proposed by accounting regulators have been applied to the trandation of financia statements
of foreign operations, the method from which they were derived was designed as a valuation
technique. Thistechnique was used for reporting the net monetary position of foreign operations,
in order to identify the extent of profits available for distribution.

The purpose of this paper isto consider two problems with the Situationa Approach. First,
the relevant comparative accounting literature with historical perspectives on the subject is
very limited. Second, there are differences between the Situational Approach in the U.K.
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(Type A)Y and that in the U.S. (Type B)?. The reason for these differences may exist dueto a
change of logics between them. This paper discusses these differences from a historical
perspective (especialy from 1968 to 1975).

At present, the Current-Rate Method (Type B) is the best method of translating foreign
currency financia statements. It is useful to recognize the effect of foreign exchange fluctuation
from the standpoint of the parent company concept, as the independent foreign subsidiary is
only part of the parent company’sinvestment. Therefore, the trand ation adjustment incurred
from trandlation by the Current-Rate Method should be included in net income.

Demirag (1987) observed that theoretical arguments for and against different translation
methodsin general, and the treatment of exchange differencesin particular, reflect two different
perspectives from which to view aforeign business operation. These are the parent company
perspective and that of the local business operation itself.

The parent company perspective portrays the affairs of the foreign business operation as if
they werein fact part of the domestic businessitself. Supporters of this perspective suggest that
the trandl ation process re-measures account balances. Lorensen (1972)* who supported this view
stated ‘ that the attribute of foreign money of most interest from the perspective of U.S. dollar
financial statementsisits command over U.S. dollars'. On this view exchange differences are
treated asiif realized and represent again or aloss thereby affecting reported profit.

By contrast, the local business perspective aims to depict foreign operations as if they are
independent of the home business environment. This approach aims to arrive at some
quantification of the financial consequences of operating in aforeign economic environment.
Since, from the point of view of the foreign business operation, no currency gain or loss on
trand ation will be recognizable, the exchange differences are appropriately charged directly
to areserve.

The problem with these perspectivesis that they are mutually inconsistent. It is possible to
depict aforeign operation asif it is a separate economic entity or as part of the home business
operation but not both at the sametime. The devel opment of accounting regulationsfor reporting
financial results from foreign business operations reflects continuing attempts to reconcile
these two perspectives.

In conclusion, there is a need for research with historical perspectives to be considered
when setting international accounting standards. Further, even if accounting standards are
different, the disclosed trandlation adjustments should be mutually recognized.

10 Institute of Chartered Accountants in England and Wales, Recommendation on Accounting Principles
N. 25, “The Accounting Treatement of Major Changes in the Sterling Parity of Overseas Currencies,”
17th Feb. 1968.

20 Leonard Lorensen, An Accounting Research Study No. 12—Reporting Foreign Operations of U.S.
Companiesin U.S Dollars, American Institute of Certified Public Accountants, New Y ork, 1972.

Leonard Lorensen, “The Temporal Principle of the Translation,” Journal of Accountancy, Vol. 134 (2),
August 1972, pp. 48-54.

30 Demirag, Istemi S., “A Review of the Objectives of Foreign Currency Transation,” The International
Journal of Accounting, Vol. 22, No. 2, Spring 1987, pp. 69-85.

40 Leonard Lorensen, op. cit., p. 48.
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TABLE 1 Chronology of Accounting for Translation of Foreign Currency [0 1890's - 1980's0

Floating-Nonfloating

Current-Noncurrent

Monetary-Nonmonetary

Situational Approach
Years ethod Method Method Method Temporal Method (Current Rate Memt’)]dpmcluded)
1890's H.A.Plumb (1891)| - "Floating", O types of Standard System, "Floating-Nonfloating".
F.N.Keen (1891) (O
Piggott (1891)
— [ types of Standard
J.A.Meelboom (1898) O System. O
. "C t*0 Traditional
1900's L.R.Dicksee (1904) ' - &% An;fys'is'f’na 0 Us: from Bimetalism to Gold Standardd] 10000 .
1910's A.E.Cutforth(1910) | A.L.Dickinson (1913)| 0 World War |0 1914-19180 O Uniform Accounting 0 191701 .
' 5 - Foundation of Current-Noncurrent Method.
1920's H.A.Finney (1921)C.S.Ashdown (1922) 0 Great Depression [ 1929.10.2400 .
1930's goﬁJsz:gﬁgaagﬁrfggzg = |AIA Bulletin #92019310] _, Foreign Exchange Losses. [ Foreign Currencies Depreciation.
A.E.Cutforth (1933) [ - "Scientific Accounting System". O Securities Act of 1933.
AIlA, Bulletin #1171 193400] — Revised AIA Bulletin #92. [ Securities Exchange Act of 1934.
00 Edwin F.Chinlund c i ysis i i
O distinguished between | E.L.Lopata (1936) - Comparative analysis in practice.
0 "Conversion* and 0 O O World War 1100 1939-19450 .
0 "Translation”.0J 193601 | AIA, ARB #4 [1 193901 _, Effect of World War II.
1940's Remittance was more AlA, Researcti] 19400 - “Official Rate"0 Limited Remittancel] Regulated Foreign Exchange Rate.
limited. Preparation of
Consolidated F/s. < | AIA, Researcli] 19410 + "Monetary". [ Bretton Woods Agreement [ 1944.701 I IMF.
' O£ Depreciation W.T.Baxter & 000 " "
1 9 5 0 S a949). AlA, Research] 19500 000 B.S.Yamey (1951) | Monetary-Nonmonetary".
J.A Lindquist and _, | AIA, ARB#43, Chap.12
P.Mason partially 019530
criticised ARB#48 19530 oOoOOOO00O0O0 SRHepworth  (1956) | = Monetary-Nonmonetary Method criticised O [
OO Crisisof £ 019570 |~ 0 O Current-Noncurrent Method.
1 9 6 0 ' S 0 O O International Financial Management was NAA, Research Report
needed by Multinational Enterprise. ~ |#36 0 19600
= AICPA, APB Opinion #6
Modified ARB#43. | 0196500
AICPA, ARSHT (1965) 1 “Situational Approach”.
' | "Local Perspective".
- | "Parent Perspective". | ICAEW,Recommendation
00000000 O£ Great Depreciations 196701 | G.C.Watt (1968) || “Temporal Principle™. | #2501 [ [N.25] 01 19680)
1 9 7 0 1 S 0 US: Trade Loss0) 19710.0 0000 AICPA, ARS#12 ICAS, Research Study O
[ Nixon Shock (1971.8.15) 0 . by L.Lorensen (1972) |0 00000 OO 19700
[0 US$ Depreciationd 19710 . CICA, Research Study
O Smithonian Agreement was abolished. L.Lorensen(1972) by R.M.Parkinson (1972)
0 Mai tries: Full Floating Rate SystenD 1973.20 .
015101l Shocks 1673100 L.Lorensen(1973) |R-M.Parkinson (1972)
“Situational Approach". — | FASB,SFAS#8(1975) | ASC, ED#16 [ 19750
E'EAD' E"EOE”’DE DDT;ED ASC,ED#21 019770
0 US: Visible Current Trade DeficitD 19780 . (G, DIt AR A e
[0 US$ Defenser 1978.11.10 .
0 2nd Oil ShockD 1978.120 . CEA] A= (@)
's ASC,ED#27 (1198001
1980

0G0 0198650,

[ Leuvre Agreement[ 1987.2.2201 .
O Black Monday[J 1987.10.190] .

“Functional Currency Approach”, "Discounted Present Value",

“Future Cash Flow".

O Foreigh Exchange Transaction: Abolition of Actual Demand Rule[] 1984.401.
O Praza Agreement (Adjustment to US$ Appreciation) 00 1985.9.2201 .

FASB,SFAS#52 [ (1981)

IASC, ED#23 1] 19820

ASC,SSAP#20(1983)

CICANew 1650(1983)

IASC, IAS#2100  (1983)

OECD, Accounting
Harmonization Series
No.10 [0 19860
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000000 TABLE 2 Differences between Type Aand Type B

procedure | differences from two types of perspectives

foreign local entity parent company note
operation perspective perspective
Type A current-noncurrent

closing rate method "current"concept

('68) | situational method
Type B | approach

(72)

current rate method|  temporal method "monetary"concept

TABLE 3
Exchange Rates Used in Various Translation Methods for Selected Balance Sheet and Income Items

Exchange Rate for Translation

Item Method

Current-Noncurrent Method | Monetary-Nonmonetary Method Temporal Method Current Rate Method

Cash C C

(@]
(@]

Current receivables

Inventory (at cost)

Long-term receivables

Long-term investments (cost)

Property, plant, and equipment

Intangible assets (long-term)

Current liabilities

OO (T |T|O|T

Long-term debt

Paid-in capital

T
*

Retained earnings

Revenues

Cost of goods sold

I(>|>(O|T|(T|O(ZT|T[(T|T|O

Depreciation expense

I|T(T|>|m|T|olo|T|(T|T|olT|o
S>> |>(>|m(T|Oo[o|lo[fo|jlojo]lo|O

IT(T|IT[(>|W

Amortization expense H

A = Average exchange rate for the current period
C = Current exchange rate at balance sheet date
H = Historical exchange rate

B = Balancing (residual or plug) figure

* Assumes no nonconvertible preferred stock

Source: M.Zafar Igbal, Trini U.Melcher, Amin A.Elmallah, International Accounting.
US: South-Western College Publishing, 1997, p.181.
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NOTES (for TABLE 1)

AlA  : American Institute of Accountants (-1957)

AICPA : American Institute of Certified Public Accountants (1957-)
APB  : Accounting Principles Board Opinions, by AICPA

ARB  : Accounting Research Board Bulletin, by CAP

ARS  : Accounting Research Study, by AICPA

ASC : Accounting Standards Committee

CAP  : Committee on Accounting Procedures, AlA (1939-1957), AICPA (1957-)
CICA : Canadian Institute of Chartered Accountants

FASB : Financial Accounting Standards Board (1973-)

IASC : International Accounting Standards Committee

ICAEW : Institute of Chartered Accountantsin England and Wales
ICAS : Ingtitute of Chartered Accountantsin Scotland

NAA : National Association of Accountants

SSAP : Statements of Standard Accounting Practice, by ASC
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