CHAPTER 10
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CHAPTER OBJECTIVE
Chapter 10 discusses four translation rules commonly used by multinational companies (MNCs) to consolidate their worldwide operations into home currency.  The translation rules of FASB no. 8 and FASB no. 52 are presented as are some techniques designed to reduce translation risk.  

Key Terms and Concepts

Translation exposure sometimes called accounting exposure measures the effect of an exchange rate change on published financial statements of a firm.

Current/non-current method assumes that financial-statements accounts should be grouped according to maturity.

Monetary/non-monetary method is the method under which monetary assets and monetary liabilities are translated at current exchange rates while non-monetary assets, non-monetary liabilities, and owners' equity are translated at historical rates.

Temporal method is the method under which inventory is usually translated at the historical rate, but it could be translated at the current rate if inventory is carried at market prices or at replacement costs. 

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

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

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

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

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

Exposure netting is a method of offsetting  exposures in one currency with exposures in the same or another currency in such a way that gains or losses on the first exposure will be offset by losses or gains on the second exposure.
Leading means to pay or collect early.

Lagging means to pay or collect late.
Transfer prices are prices of goods and services sold between related parties, such as a parent and its subsidiary.

ANSWERS TO END-OF-CHAPTER QUESTIONS
1.
Explain the conditions under which items and/or transactions are exposed to foreign exchange risks.

Items and/or transactions are said to be exposed if the following two conditions are met: (1) they are denominated in foreign currencies and (2) they are translated at the current exchange rate.

2.
Three basic types of exchange exposure are translation exposure, transaction exposure, and economic exposure. Briefly explain each of these three types of exposure. 

Translation exposure measures the effect of an exchange rate change on published financial statements of a firm. Transaction exposure measures the effect of an exchange-rate change on outstanding obligations which existed before exchange rates changed, but were settled after the exchange-rate change. Economic exposure measures the impact of an exchange-rate change on the net present value of expected future-cash flows from a foreign investment project. Translation exposure does not involve actual cash flows, but both transaction and economic exposures involve actual or potential cash-flow changes.

3.
What is the basic purpose of exposure netting?


The basic purpose of exposure netting is to reduce the amount of net exposure by netting certain exposures from different operations around the world.
4.
How does FASB No. 8 differ from FASB No. 52?

FASB No. 8 requires US companies to: (1) show all translation gains and losses in the current income statement and (2) use different exchange rates for different balance-sheet items. FASB No. 52 requires US companies to: (1) treat all translation gains and losses as net worth and (2) translate all balance-sheet items at the current exchange rate, except net worth.

5.
What is the basic translation hedging strategy?

To hedge translation exposure, a company must adopt the following strategy. First, the company must increase hard-currency assets and decrease hard-currency liabilities. Second, the company must decrease soft-currency assets and increase soft-currency liabilities.

6. 
How will the weakened US dollar affect the reported earnings of a US company with subsidiaries all over the world? How will the strengthened US dollar affect the reported earnings of a US company with subsidiaries all over the world?

The reported earnings of the US company will be increased because the weakened US dollar means the strength of the subsidiaries' local currencies. The reported earnings of the US company will be reduced because the strengthened US dollar means the weakness of the subsidiaries' local currencies.

7. 
How could an MNC use leading and lagging to hedge its soft-currency receivables and its soft-currency payables?


The MNC should speed up the collection of its soft-currency receivables and delay the payment of its soft-currency payables to minimize its translation exposure.  

8. 
Which method do most MNCs use to hedge its translation exposure: financial instruments and operational techniques?


Most companies use operational techniques because translation gains and losses are purely of paper nature. 

ANSWERS TO END-OF-CHAPTER PROBLEMS
1a.
Exposed liabilities         ¥800 million

Exposed assets                500 million
Net exposure                 ¥300 million

1b.
Predevaluation (¥150/$)   ¥300 million =  $2 million

Postdevaluation (¥100/$)  ¥300 million =   3 million
Potential exchange loss                             -$1 million

1c.
Predevaluation (¥150/$)   ¥300 million =   $2.0 million

Postdevaluation (¥200/$)  ¥300 million =    1.5 million
Potential exchange gain                              $0.5 million

2a.
Exposed assets                      

        
Current assets                      £1.0 million

           
Fixed assets                           2.0 million                            

          
Total exposed assets  
                                                 £3.0 million

    
Exposed liabilities

         
Current liabilities                   £1.0 million         

        
Total exposed liabilities                                               £1.0 million

    
Net exposed assets                                                       £2.0 million

2b. 
Predevaluation rate (£1.50 = $1)         £2.0 million =  $3.0 million

    
Postdevaluation  rate (£1.30 = $1)       £2.0 million =  $2.6 million
   
 Potential exchange loss                                              -$0.4 million  

3a.
Cash                               M$1,000

Accounts receivable            1,500

Inventory                             2,000

Fixed assets                         2,500
Total                              M$7,000

Current liabilities          M$1,000

Long-term debt                  3,000

Net worth                           3,000

Gains (losses)                _______ 

Total                              M$7,000

3b.
Net income is translated at the average exchange rate of $0.225; thus, the dollar net income is $100 (M$444.44 x $0.225).

3c.



                        
FASB No. 8  

FASB No. 52

Cash 
                        M$1,000  
0.2  $    200

0.2 $       200

Accounts receivables
     1, 500
0.2        300

0.2          300

Inventory
                  2,000
0.25      500

0.2          400

Fixed assets

  _  2,500
0.25      625

0.2          500
Total


 M$7,000
        $1,625

          $1,400

Current liabilities
 M$1,000
0.2    $  200

0.2 $      200

Long-term debt
                  3,000
0.2       600

0.2         600

Net worth

      3,000
0.25     750

0.25       750

Gains (losses)
           
 -                 
             75

             -150

Total

            M$7,000
      $1,625

         $1,400

FASB No. 8 would produce a translation gain of $75, and FASB No. 52 would produce a translation loss of $150.

3d.
FASB No. 8 should be used if the functional currency is the U.S. dollar (the reporting currency). Because the translation gain of $75 should be included in the income statement under FASB No. 8, the company's net income would increase by $75 and thus its total net income would be $175 ($100 + $75). 

3e.
Debt ratio (DR) = total debts/total assets

Return on investment (ROI) = net income/total assets

Long-term debt to equity (LE) = long-term debt/equity

French Francs

    FASB No. 8

         FASB No. 52 

DR      4000/7000   =   57.14%   800/1625
=   49.23%    800/1400  = 57.14%

 
ROI     225/7000    =     3.21%   175/1625
=   10.77%    100/1400  =   7.14%

LE       3000/3000   =    1.00x     600/800
=     0.75x       600/600   =    1.00x

4.
The figures used here are actual figures extracted from the 1982 annual reports for GM and Ford.

4a.
Companies often use "window" dressing techniques to make their financial statements look better to financial analysts. In other words, financial statements can be greatly influenced by accounting window dressing, which can conceal the true picture of a firm's financial condition. Ford used FASB No. 52 to deflate its reported loss because it had a translation loss of $220 million and did not have to include the loss in the income statement under FASB No. 52.

On the other hand, GM employed FASB No. 8 to inflate its reported income because it had a translation gain of $348 million and could include the gain in the income statement under FASB No. 8.

4b.
Reported net loss for Ford = $658 million + $220 million = $878 million.

4c.
Reported net income for GM = $963 million - $348 million = $615 million.

5a.
Assume that the foreign exchange rate is denoted by y ($NZ/$).  The cost of the direct loan consists of $50,000 ($250,000 x 0.20) and the potential exchange loss of ($250,000y - $NZ500,000). The cost of the credit swap consists of the $50,000y ($250,000 x 0.20) and $NZ50,000 ($NZ500,000  x  0.10).  Thus, we obtain:


                                        Direct Loan   
                Credit Swap
$50,000y + ($250,000y - $NZ500,000)    =   $50,000y + $NZ50,000

 y   =   $NZ2.20

5b.
If y = 2, direct loan = $NZ100,000

            credit swap = $NZ150,000

Direct loan is cheaper, but it is riskier. The choice depends on the size of difference in cost and the perceived amount of risk for direct loan.

5c.
If y  =  3, direct loan  = $NZ400,000

   credit swap = $NZ200,000

Credit swap should be chosen because it is cheaper and safer.

5d.
The 5 percent interest on $250,000 deposit is $12,500; this amount can be used to reduce the amount of dollar interest exposure for the credit-swap alternative.

                                Direct Loan 
                           Credit Swap                                                         

50,000y + (250,000y - 500,000)    =    (50,000 - 12,500)y + 50,000

    y =   $NZ2.095238

6.

______________________________________________________________________

Accounts




Current/

Monetary/





     Current






Noncurr.

Nonmon.

Temporal

     Rate

    ASSETS
Cash


Skr  500
5

$100
5

$100
5
$100


5
$100

Accounts rec.

        600
5

  120
5

  120
5
  120


5
  120

Inv. (cost)


        400
5

    80
4

  100
4
  100


5
    80

Inv. (price)


        800
5

  160
4

  200
5
  160


5
  160
Total


Skr2,300


$460


$520

$480



$460

Plant & Eq.

Skr2,400
4

$600
4

$600
4
$600


5
$480

Accumulated Dep.

1,400
4

  350
4

  350
4
  350


5
  280

Net plant & eq.

1,000
4

  250
4
       250
4
  250


5
  200
 Total asset SKr

3,300


$710


$770

$730



$660

    CLAIMS ON ASSETS
Accounts pay.

   Skr 100
5

  $20
5

$  20
5
  $20


5
  $20

Notes payable


   200
5

    40
5

    40
5
    40


5
    40

Other payable


1,000
5

  200
5

  200
5
  200


5
  200
 Total


 Skr1,300


$260


$260

$260



$260

L-T debt


Skr  800
4

$200
5

$160
5
$160


5
$160

Common stock
     1,000
4

  250
4

  250
4
  250


4
  250

Retained earnings
        200
4

    50
4

    50
4
    50


4
    50

Exchange gain 

 (loss)*                      --        


   -50


    50

    10 



   -60
   Total 


SKr3,300


$710


$770

$730



$660

______________________________________________________________________

*The exchange gain or loss account serves as the balancing figure.

ANSWERS TO END-OF-CASE QUESTIONS
1. 
Given how Dell translates its foreign currency financial statements into dollars, how would a falling Brazilian real affect Dell Mercosur's financial statement?

Dell Mercosur’s revenues, income statement (operating income), and balance sheet (shareholder’s equity) would all be affected by a falling real. With respect to revenues, as the value of the real falls, the value of foreign revenues would also fall. Subsequently, the translated value of the revenues on the consolidated, US-dollar denominated income statement would decline as well. Foreign operating income would also decline when the home-country’s currency strengthens. Shareholder’s equity reflects assets minus liabilities. If all of Dell’s subsidiaries have their assets and liabilities based on financial instruments in the same currency, then the value of the foreign-currency denominated assets would fall, but so would the value of the foreign-currency denominated liabilities. In relative terms, equity would remain unchanged, although it would also translate into its US-dollar equivalent at a lower value. 

2.
Dell imports about 97 percent of its manufacturing cost. What type of exposure does this create for it? What are its opinions to reduce that exposure?

Primarily, the fact that Dell Mercosur imports nearly all of its manufacturing costs affects the transaction exposure, because the transfer price payable changes in value as the US dollar/Brazilian real rate changes. When the value of the real declines with respect to the dollar, the use of a lead strategy, i.e., paying for imports before they are due, will minimize costs to Dell Mercosur. The subsidiary can also hedge its exposure through forward contracts and foreign currency options.

3.
Describe and evaluate Dell's exposure management strategy.

Dell’s objective in managing its foreign currency exchange rate fluctuations is to reduce the impact of adverse fluctuations on earnings and cash flows associated with foreign currency exchange rate changes. Accordingly, Dell uses foreign currency options contracts and forward contracts to hedge its exposure on forecasted transactions and company commitments. Dell also uses purchased options contracts and forward contracts as cash flow hedges. Hedged transactions include international sales by US-dollar functional currency entities, foreign currency denominated purchases of certain components and interfirm shipments to certain international subsidiaries. Dell also uses forward contracts to hedge monetary assets and liabilities that are denominated in a foreign currency. Because Dell’s strategy is to hedge all foreign exchange risk, it is considered a very aggressive strategy. Rather than attempting to extract huge profits, Dell has chosen to avoid huge losses. 

4.
What are the costs and benefits of hedging all foreign exchange risk?

The primary costs of hedging all foreign exchange risks relate to the fact that a firm will miss out on any positive swings in exchange rate fluctuations, but the benefits are that it will avoid the costs of any negative swings in exchange rate fluctuations. Firms that choose to follow such a strategy are likely to accept the idea of offsetting effects, i.e., in the long run, losses or less than maximum gains will be offset by gains or less than maximum losses. 
5.
The mission of the Financial Accounting Standard Board (FASB) is to establish and improve  standards of financial accounting and reporting for the guidance and education of the public, including issuers, auditors, and users of financial information. Use the FASB’s home page—www.fasb.org—to see current accounting standards and comment letters to proposed standards.
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