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Associate Prqfessor
TIMO SALMI

Translation Gain and Loss Computations
in Financial Accounting*

When foreign currency exchange rates are not constant, and foreign currency
financial statements have to be translated (i.e. measured and expressed in the
home country currency), translation gains or losses can occur. Managers and
accountants not familiar enough with translation may find the outcomes of trans-
lation confusing. Therefore knowledge is needed about the methods which can be
used to calculate and analyze a translation gain or loss. It also it necessary to
understand the underlying nature of the translation gain or loss in financial
accounting. This paper considers the computation and the underlying nature of
these translation gains and losses. The purpose is to explore and reconcile alterna-
tive translation gain and loss computations for financial accounting. The alterna-
tives to be considered will be seen to give the same final outcomes, but to differ in
their information content.

In the process of translation the data gathered for previous translations can be
utilized. The difference between proceeding with a first translation and the subse-
quent translations will be briefly discussed in connection with presenting the
translation of significant foreign balance sheet and income statement items.

The paper at hand makes use of a numerical example of translating the income
statement and the balance sheet of a foreign subsidiary into the currency of the
home country ofthe parent company. The same numerical example is also utilized
in illustrating the translation gain and loss computation alternatives for financial
accounting. The temporal method of translation advocated in the Statement of
Financial Accounting Standards No. 8, by FASB (Financial Accounting Stan-
dards Board, USA) in October 1975, is used as the translation method throughout

*In wntmg this paper 1 have benefited from discussions with Professor Michael Adler from
Columbia University, and from parallel discussions on inf!ation accounting problems with Professor
Klaus-Peter Kistner from the University of Bielefeld. Any errors and inadequacies are, nevertheless,
my sole responsibility.



this paper. It is assumed that the reader has some preliminary knowledge af
foreign currency translation.1

The theoretical validity af the translation procedures (and the related exposure
concepts) used for financial accounting purposes has lately been severely criti-
cized, often with supporting arguments from economics and finance.2 Although 1
personally tend ta agree with the criticism on the rationality af the pertinent
financial accounting definitions, 1 shall omit a discussion af these justifiable
arguments in this paper. Instead 1 shall proceed along the traditionai financial
accounting lines in respect ta translation and exposure concepts. 1do this because,
unless financial accounting standards are radically changed, foreign financial
statements are being translated, and translation gains and losses calculated, in
accordance with the criticized procedures af financial accounting.3

In this paper we shall be involved in translating a foreign currency balance sheet
and income statement into the base currency,4 and the concomitant computation
and analysis af translation gains and losses, which may arise in the translation.
The temporal method af currency translation, which is imposed on D.S. multina-
tional companies by FASB, will be applied.

The essence af the translation problem is the selection af the translation rates ta
be applied on foreign currency balance sheet and income statement items. The
criteria used for selecting the translation rates applied give rise ta the different
translation methods. The most prevalent methods used for financial accounting
purposes in company practice are the c10singrate method, the current/noncurrent
method, the monetary/nonmonetary method and the temporal method.5 When
applied, the monetary/nonmonetary method and the temporal method lead ta
almost identical translation procedures under the present generally accepted
accounting principles. Their theoretical foundations differ, however. Although it
seems that the Scandinavian (which 1 personally am interested in) official ac-
counting bodies, and company practice, may adopt the monetary/nonmonetary

lFor a review of foreign currency translation, a Finnish reader with no previous knowledge of
translation is first referred to Veikko Jääskeläinen & Timo Salmi, "Näin käännetään markoiksi
ulkomaisen tytäryhtiön tase," Talouselämä, October 14, No. 29, 1977, pp. 26ff. Alternatively see
Lennart Eriksson, "Valutakursforändringar i koncernbokslutet," Balans, No. 2, 1975, pp. 8-12, 21.

2See especialiy Aliber & Stickney. See also Wyman, pp. 555-558, and Aggarwal. It also has been
argued, from a pure accounting point of view, that the commitment basis of accounting might be a
more suitable background for translation than the accrual basis of accounting, if the company is
involved in long-term projects (such as shipbuilding). SeeJääskeläinen & Salmi (II), Sections 53-55.
The commitment basis is rejected in FASB 8, Paragraphs 116-118, and 207.

3The same stand is taken in FASB 8 (Paragraphs 110-111).
4The expressions "the home country currency", "base currency", and "the reporting currency" can

be used interchangeably.
5For a good summary af the methads see FASB 8, Paragraph 121.



method arguments, 1shal1use the temporal method arguments in this paper.6 1do
this because 1 find the temporal method theoretically the more appealing of the
two.

The fol1owingreasoning can be seen in the temporal method.7 It is known that
original1y each item in the foreign accounts to be trans lated has been expressed in
the foreign currency in terms of some particular measurement basis. This mea-
surement basis can always be regarded as related to some specific point of time.
For example, an item recorded at historical cost is actual1y measured in terms of
the foreign monetary unit relevant on the historical transaction date. The fun-
damental idea of the temporal translation method is to translate each item at the
exchange rate in effect on the date corresponding to the unit of measurement used.
Hence, for example, inventories carried at (historical) cost are translated at the
historical rates in the temporal method.8 To take another example, the item
"cash" on the foreign balance sheet is translated at the current rate, i.e. at the
foreign exchange rate prevailing on the c10singdate. This is done because, on the
c10singdate, cash is natural1y measured in the foreign monetary unit ofthe c10sing
date. Similar argumentation can be extended to al1 the items of the foreign
currency balance sheet and income statement. A great potential advantage of the
temporal method is that it could be used for translation under different measure-
ment bases, such as replacement cost, for instance.

It seems logical that the ideal procedure oftranslation should produce the same
translated financial statements directly from the foreign currency statements as
would have been derived if the foreign accounts had been translated into the base
currency at the relevant rates transaction by transaction and the statements had
been derived from this set of dual accounts. This approach is not applicable for
pragmatic reasons. The reason is the vast amount of duplicate accounting work
that would be involved. Therefore various averaging procedures, and simplifica-
tions, have to be utilized.10 The example to be considered of translation, and
translation gain and loss assessment, wil1involve several averaging procedures.

6In Sweden the monetary/nonmonetary method is advocated by the Swedish Institute of Certified
Publie Aeeountants in their recommendation. See FAR, pp. 96-99. In Finlanet, however, no stand
whatsoever has been taken so far. This seems strange, beeause, at the time of writing this paper, a new
eorporate aet with eonsolidation requirements is pending in Finland. For a draft ofthis aet see Proposal
(27/77).

7The temporal method was suggested in 1972 by Leonard Lorensen in a study for the Ameriean
Institute of Certified Publix Aeeountants. See Lorensen and FASB 8, Paragraphs 123-125. The
method was oflicial1yimposed on U .S.-based eompanies from the beginning ofthe 1st ofJanuary, 1976,
in FASB 8.

""Cost is measured in dol1ars at the transaetion date, and that eost does not subsequently ehange as a
result of [exehange]rate ehanges." FASB 8, Paragraph 89. For further justifieation see FASB 8,
Paragraphs 89-91.

9The rules in FASB 8, Paragraphs 7,12, and 38-52, regulating the seleetion ofthe translation rates,
ean be seen as a eonsequenee of the diseussed "temporal prineiple of translation".

lOThe averaging is sanetioned by FASB 8, Paragraphs 13 and 29.



The primary sources of data needed in translation are the foreign currency balance
sheet and the foreign currency income statement, the previous translated balance
sheet (with relevant background figures), and the information about the exchange
rate development during the accounting period under observation. If the transla-
tion being made is a first translation, then the previous foreign balance sheet with
the history of the items reported there, and the earlier history of the exchange rate
development are needed.

A numerical example will be introduced in this chapter to illustrate the translation
procedure for the financial statements of a foreign subsidiary of a multinational
company, II and the assessment of the translation gain or loss. For convenience we
shall refer to the base currency as the U.S. dollar ($) in our example.12 The foreign
currency will be referred to as FC. The translation is thus to take place from FC to
$. (The exchange rate at the end ofthe accounting period will be O.76$/FC in our
numerical illustration.) The foreign currency financial statements to be translated
are given shortly in this section. They can be considered fictitious, although in fact
they simulate a certain business firm.

As is known, in financial accounting the objective of translation can be consi-
dered twofold.13 It is to measure and express the foreign statements in the base
currency (dollars), as well as to present these statements in conformity with the
accounting principles of the home country (USA). In translating the financial
statements of a foreign subisidiary, any distortions resulting from differences
between the home country and the host country accounting conventions must be
resolved in the foreign Gurrency statements before the translation.14 For example,
a difference in inventory valuation methods may have to be reconciled prior to the
translation. In our numerical example we shall assume that these required correc-
tions have already been made. Also another adjustment must be made before the
actual translation. Those items on the foreign financial statements which are
actually denominated in a third currency must first be adjustedby the appropriate
exchange rate.15 In our numerical example we shall assume that all the foreign
currency items are not only expressed, but also denominated in the foreign
currency (FC) under observation. These simplifications are made for expository

"The translation of the financial statements of a foreign subsidiary is considered here, since this is
the most general case of foreign currency translation. The prevalent case of foreign currency transac-
tions (e.g. exports/imports of a domestic company) can be regarded as a special case.

12AFinnish reader should mentally substitute Fmk for $ in all the illustrations of this paper.
13SeeFASB 8, Paragraph 6. See also Paragraph 79.
1
4As required by FASB 8, Paragraph 10. For the justification see Paragraphs 80-82.
15Asrequired by FASB 8, Paragraph 11.



eonvenienee, and in order to focus on the main theme of translation gain and loss
eomputations. Neither of the simplifieations made is exeessively restrietive, sinee
their inc1usion in the diseussion would only add to the number of details, but
would not involve any eoneeptual issues of interest in this paper.

The initial and the ending foreign eurreney balanee sheets for the aeeounting
period under observation are given below.

Financial assets
Inventories
Fixed assets

Total

Balanee sheet
Dee. 31, 19XO
(Foreign eurreney)

210
170
450
830

Balanee sheet
Dee. 31, 19X1
(Foreign eurreney)

310
90

490
890

Liabilities
Stoek eapital
Retained earnings

Total

580
100
150
830

630
100
160
890

Ineome statement
Dee. 31, 19XO - Dee. 31, 19X1
(Foreign eurreney)

Net sales
Variable expenditures

add deerease in inventories
Fixed expenses
Depreeiation
Other expenses, interest, ineome taxes
Net ineome for the year

240
+ 80 320

300
50
60
50

Direet eosting and the first in first out (FIFO) inventory method have been
applied.16 Furthermore, it is known that a dividend of 40 FC has been distributed
on the 31st ofMareh, 19X1.

16Here we intentionally have an immaterial inconsistency, since in reality absorption costing should
be applied for D.S. purposes. Since a Finnish reader probably is more comfortable with direct costing
in financial accounting, we shall accept this minor inconsistency.



In order to be able to assess the current and historical exchange rates needed in
translation, information must be gathered about the relevant exhange ra te devel-
opment.

In our numerical example the current rate on the c10singdate is O.76$/FC, and
the exchange rate at the beginning of the year was O.80$/FC. This impiies a
deterioration of 5.3% of the foreign currency in relation to the base currency, i.e.
the dollar. Thus O.76$/FC will be used as the current rate for translating those
foreign balance sheet items which can be defined as exposedl7 to changes in
currency exchange rates.

In addition to the current rate, the historical rates are need ed for translating
foreign income statement items, and those items on the foreign balance sheet
which can be defined as unexposed to changes in currency exchange rates. The
information given in our example so far on the exchange rates is inadequate, since
the transactions giving rise to translation at historical rates have naturally not
occured on the same date.
For averaging purposes the development of the exchange rates during the

accounting period under observation has to be approximated with a fitting reg-
ularity assumption. In our numerical example it is assumed that the deterioration
of the exchange rate from O.80$/FC ta O.76$/FC has with reasonable accuracy
taken place evenly throughout the year. Were this approximation not good enough
for translation purposes, it would be necessary to subdivide the year into sections
with approximately regular exchange rate behavior.
When a translation is to be made for the first time without any supporting

information from previous translations available, the information has to be
gathered starting from the earliest transaction date relevant to the financial
statements to be translated. Thus historical translation rates are to be determined
for items acquired before the current accounting period (e.g. for plant, equipment,
raw materials, etc.). In our numerical example it will simply be assumed that the
exchange ra te before the current accounting period has for a long period been
about O.80$/FC. A contrary assumption is not difficult to accomodate, in princi-
ple. At this stage it would, however, add to the number of details of our numerical
example. A more general case with changes in the exchange rates prior to the
current accounting period will be considered later in this paper.
Figure 3-1 below summarizes the exchange rate development, which is, for the

time being, assumed to be a reasonable approximation ofthe true development in
our example.

17A Finnish reader not familiar with the concept of exposure (accounting exposure to changes in
currency exchange rates) is referred toJääskeläinen & Salmi (1), Section 21, and Salmi, pp. 58-67. In
short, in financial accounting an exposed asset or liability is an item whose value, when measured in
the base currency, changes as a result of a currency exchange rate change.



Translation means changing the unit of measurement of the foreign currency
financial statements. Thus, in translation it is these statements that are worked on.
The basis of translation is in the measurement of the underlying entries giving rise
to the foreign financial statements to be translated.

As was mentioned earlier in this paper, it is impractical (or even impossible) to
go down to the level of individual transactions in the process of translation.
Nevertheless, knowing the aggregate transactions resulting in the foreign financial
statements to be translated is useful in translation. Furthermore, it will be seen
that this information is needed in one of the alternatives for computing translation
gains and losses. We shall therefore reconstruct the aggregate accounting entries
for the accounting period under observation in our numerical example. These
entries are reconstructed below on the basis of the foreign financial statements
given earlier. Hence, only a rearrangement ofthe given data is being made. Should
a more refined aggregation be needed in a real-life application, it would be
necessary to resort to the accounting data underlying the foreign financial state-
ments. It should be obvious that the aggregation is one form of averaging utilized
for translation purposes.

All the entries in the reconstructed accounts below are denominated in the
foreign currency (FC). BB and EB mean the beginning and the ending balance
respectively.

BB
Net sales
Increase in
liabilities

Financial assets
(e x 0 s e d

210 310 EB
780 240 Variable expenditures

300 Fixed expenses
90 New machinery
60 Other expenses
40 Dividends

EB
Cost of it
goods sold

it 170 BB
+240 "410 deerease

• /. 90 EB I 80
320



BB
New machinery

Fixed
(unex

450
90

assets
osed)

490
50

EB
Depreciation

Liabilities
(e x 0 s
630 580

50

e d)
BB
Increase

Stock capital
(unexposed)

EB 100 I 100

BB
Dividends

Retained earnings
(balancing account)

160 I 150 BB
40 50 Net income

Income statement account
(income calculation

Cost of goods sold 320 780 Net sales
Fixed expenses 300
Depreciation 50
Other expenses 60

In this chapter 1demonstrate the translation of the initial and ending balance
sheets and the income statement into the base currency.

It is in order to state an additionallimitation. Forward exchange contracts are a
common feature of foreign operations. They are nevertheless omitted in this
paper.18 Thus we shal1 assume in our translation example that no forward ex-
change contracts have been made.

For our numerical example we shal1 use the fol1owinggeneralized translation
scheme. It summarizes the central features of translation rate se1ection.19

18For forward exchange contracts in trans1ation see FASB 8, Paragraphs 22-28, and Lorensen, pp.
62-64. We can a1so use the ground ru1e that when an exposed item is covered with a forward exchange
contraet, the item becomes unexposed. See, however, FASB 8, Paragraphs 207-212. •

19This scheme is simplified for the purposes of genera1ization. A reader interested in the trans1ation
rates for the individua1 items ofa full-b1own set offinancia1 statements is referred to Watt, and FASB 8,
Appendix A.



Balanee sheet
Item
Financial assets
Inventories, at eost
Inventories, at market
Fixed assets
Liabilities
Stoek eapital
Retained earnings

Ineome statement
All items

Translated at
Current rate
Historieal rates
Current rate
Historieal rates
Current ra te
Historieal rates
Calculated as the residual

The translation of the initial balanee sheet (Dee. 31, 19XO) is straightforward in
our illustration. The reason for this is that, for the time being, we assume that the
exehange rate prior to the initial balanee sheet date has been approximately
eonstant for a long period. Henee all items, exeept retained earnings, are trans-
lated at a single historieal rate of 0.80$/FC. The retained earnings are ealculated
as the residual figure needed to balanee the translated assets and equities sides of
the balanee sheet.20

Balanee sheet
Dee. 31, 19XO

FC rate $
Financial assets 210 0.80 168
Inventories 170 0.80 136
Fixed assets 450 0.80 360--
Total 830 664

Liabilities 580 0.80 464
Stoek eapital 100 0.80 80
Retained earnings 150 residual 120
Total 830 664

Had the exehange rates not been approximately eonsta'nt prior to the initial
balanee sheet date, inventories, flXed assets, and stoek eapital would have been
translated at varying historieal rates. This feature will be diseussed shortly. In the
translation of the ending balanee sheet (Dee. 31, 19X1), varying translation rates
are used.

2°In the absence of preceding exchange ra te changes, the retained earnings, too, in fact become
translated at O.80$/FC in our example.


