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Abstract: This study focused on two short-term liquidity oati the current ratio and inventory

turnover and attempted to identify, in terms of @ial properties, if and in what ways foreign

currency translation methodologies generate differeesults. Fifty companies’ accounts were
translated from U.S. dollars to U.K. pounds. Paastdlation Spearman rank correlation coefficients
were extremely high for all methodology pairs, lhuscores on meaningfully-paired observations
indicated substantially different current ratioioventory turnover numbers. But the results were no
consistent from year to year and the results oftallfifty sample companies, taken together, did no
hold for all the individual companies. At the filevel, the results were highly firm specific.
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INTRODUCTION translation methodologies. First, the Current-
Noncurrent Method (CNC) was required; then the
Over several decades, a number of major changddonetary-Nonmonetary (MNM) method advocated by
in US generally accepted accounting principlesHepworth (1956) and required by APB Opinion No. 6
regarding translation methods have occurred. Despit in 1965; then the Temporal Rate Method (TRM)
massive translation literature, little empiricalidance developed by Lorensen (1972) and required in 1975 b
is available to determine in what ways different SFAS #8; and most recently the current rate metfod
translation methodologies provide different resulisis  SFAS #52 (1981). But even this newer standard was
study focuses on the two most commonly used shorteriticized widely (for example, Beaver and Wolfson,
term liquidity ratios and attempts to identify,tearms of  1982). Clearly there is no closure on the foreign
empirical properties, if and in what ways translati currency translation and consolidation problemha t
methodologies provide different results. United States g alone worldwide.

Literature review: There exists a massive foreign Classic, Relevant studies: The older foreign currency
currency translation literature, spanning severatranslation literature can be divided into four e
decades, which consists largely of theory and opmi categories: (1) studies which are surveys of
about how translation should or should not be donemanagement perceptions and changes in management
Yet, little empirical research has been done temles  behavior, (2) studies of the impact of alternative
differences in information content of translated translation methods on financial statements, (3)keta
financial statements when different translationstudies and (4) studies which reveal preferences fo
methodologies are applied. The translation policytranslation methods by studying events such asy earl
choices for GAAP, in the U.S. as well as in otheradoption of SFAS #52 and lobbying.
countries, have always been made with virtually no  Among the category (1) studies, Griffin and
empirical knowledge of just what happens toCastanias (1987) observed that managers were
consolidated financial statements when foreignmotivated to enter the currency futures markets to
accounts are translated by different methodologies. ~ reduce the fluctuations in reported translatiomgaind
During the period that the massive literature wadosses. This behavior, while functional for manager
being written, standard-setting bodies in the UWhite can be dysfunctional to the company, since currency
States have required, at different times, fouredéffit  futures trading is costly. Bryant and Shank (1977)
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expected that such dysfunctional behavior wouldiltes translation methods are used and there are viytuall

in significant adverse market reaction. empirical studies which test different translation
Rodriguez (1980) surveyed seventy U.S. MNCsmethods against any normative criterion.
and found that managements were non-speculative, During the past decade, a variety of foreign

defensive with respect to exchange rate variatam$ currency  translation  studies have  appeared.
reluctant to report translation losses. As a reshlty  Representative of these are the following:

were willing to pay a hedging cost higher than the Pinto (2002) applied game theory to observe
average exchange depreciation. Houston (1986) founevidence of a degree of managerial opportunism in
that managements decreased their financial exposurrrency translation method preferences and suegjest
hedging when adopting SFAS #52. A number of studies lack of clarity in FASB’s classification scheme.

reflected managements’ displeasure with currency Louis (2003) empirically examined the
translation rules. Examples are Chei al. (1979) association between changes in firm value anddarei
survey, Stanley and Block (1979; 1980). translation adjustments for manufacturing companies

Among the category (2) studies are AggarwalThe study found that the translation adjustment is
(1978), Biel (1976), Teck (1976), Porter (1983) andassociated with a loss of value instead of an as®en
Selling and Sorter (1983), all of which criticized value, because for firms in the manufacturing secto
accounting rules for currency translation. AggarwalGAAP for foreign currency translation generally
(1978) and Reckers and Taylor (1978) expressed thgroduces results opposite to the economic effetts o
opinion that SFAS #8 resulted in financial statethen exchange rate changes.
that, in one way or another, did not reflect ecoitom Pinto (2005) tested the value relevance of
reality. In a simulation study, Rupp (1982) coneldd foreign currency translation adjustments in an iegs
that the temporal method of SFAS #8 was extremelyand book value model and observed that foreign
sensitive to the proportion of debt in the capitalcurrency translation adjustments are significandiue
structure among the category (3) studies, Shairdt,  relevant when their parameter estimates are alldwed
(1979) and Ziebart and Kim (1987) observed variousvary in the cross-section.
market reactions to currency translation methods. A latridis et a.l (2006) found that early adopters of
conclusion to be drawn from category (3) studiethés  the U.K. Statement of Standard Accounting Practice
accounting method does often result in an advers@lo. 20 ‘Foreign Currency Translation’ were gengrall
market effect, although such effects are partitlg  |arger firms. Managements tended to adopt when the
result of managers’ changes in behavior based ogdverse economic consequences of adoption wetg like
changes in accounting method. to be minimal. They deferred adoption of the stadda
- Collins and Salatka (1993) concluded thatiy influence their financial performance. The tigiiof
including the foreign currency adjustment in repdrt ¢ adoption is a matter related to the objectivfethe

earings, as required by SFAS #8 (TRM), produceq,anagers in association with the market and ecanomi
noise which reduces the quality of earnings, bub Soconditions (latridis and Joseph, 2005). Income

and Soo (1994) found that the market reflected n - L :
difference between including the adjustment in ie@$ Egﬁg;hrg]igatigrc:lﬂ?ac::untmglg?;i(tjice by appropriate
as requ!red by SFAS #8 and excluding it from eagsin latridis (2005) empirically stu'died the U.K.
as required by SFAS #52. Bartov (1997) found that t tock market response to the implementation of the

, : S
SFAS #52 requirements caused reported earnings to l1983 U.K. Statement of Standard Accounting Practice

more relevant for market valuation than SFAS #8. (SSAP) No. 20. The stock market appeared to have

Among the category (4) studies, Griffin (1983), > .. . . :
anticipated the implementation of SSAP 20. Thers wa
Ayres (1986), Berg (1987), Kelly (1985) and others positive stock market response in the officiaryef

indicate _that large companies with low managemengdoption, resulting from the income-stabilizingeets
ownership are more likely to lobby for or against a

proposed change in currency translation rules thaﬁf the standard. The study also observed a sigmific

> A - relationship between stock returns and the accognti
smaller companies with higher management OwnerSh'pmeasures in the actual adoption period of the aggee

set of adopters.
More Recent Studies. The foreign currency translation Kwon (2005) showed that foreign investors
literature is large and spans something like eighgenerally price exchange risk differently from Ibca
decades. Much of that literature is made up ofrieeo investors and that the source and magnitude of
and opinions and there are hardly any empiricalistu  differences in exchange risk pricing vary signifits
that describe what actually happens when differenacross countries.
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Liu (2006) used an accounting-based equity  current ratio and inventory turnover numbers were
valuation model for multinational firms to examitie calculated
forecasting and valuation properties of foreigrrency
translation gains and losses. The study found thafhe sample: It was impractical to take a sample of
translation gains and losses could be subdividemlan actual companies which were subsidiaries of a panen
core component and a transitory component. Theanother country and which required a translation of
combined effect was that translation gains andef®ss currencies prior to consolidation with the parent
were more transitory than transitory earnings. company. Numerous transactions are typical between

Chamberset al (2007) provided evidence that parents and subsidiaries resulting in intercompany
other comprehensive income is priced by investara o payables, profits and investments which must be
dollar-for-dollar basis. Two components of othereliminated in consolidation. Even if these tranianst
comprehensive income, foreign currency translatiorwere disclosed and stand-alone financial statemants
adjustment and unrealized gains and losses ogubsidiaries were available, it would not be knaan
available-for-sale securities, were found to beeatiby ~what extent the use of a specific translation
investors. But the study suggests that investors pamethodology affected management financing and
greater attention to other comprehensive infornmatio operating decisions which in turn would have afelct
reported in the statement of changes in equityerat the financial statements.
than in a statement of financial performance. In this study, U.S. companies were used as

Holt (2006) empirically compared the variability hypothetical subsidiaries of a British parent. An
of reported earnings resulting from eight foreignadvantage of this procedure is that unknown effetts
currency translation methods. The current rate ateth intercompany activity on the results of the studgrev
with non-deferral of translation gains and lossesprecluded, since no intercompany transactions were
resulted in the highest average variability of @sga  present. The alternative choice would be to us&shri
and price parity methods resulted in lower varigbil companies as hypothetical subsidiaries of a U.&npa
than exchange rate methods as reflected by thageer In either case and in a real-world translation, the
coefficients of variation of the study companies.financial statements of the subsidiary would eitber
However, results were highly firm specific. HolD@)  prepared or be recast into the GAAP of the parent
examined the comparative information content ainret company’s environment. Neither recasting the fimgnc

on assets across translation methods. statements of U.S. companies into British GAAP, nor
recasting the financial statements of British conigs:
MATERIALSAND METHODS into US GAAP was practical. Hypothetical US

subsidiaries of British parents were selected autbtef

M ethodology: The most serious obstacle to empirical hyPothetical British subsidiaries of US parentsehese
research in foreign currency translation is thaisit financial statements of U.S. companies, along with

difficult to obtain a large sample of subsidiary additional information required for translation, ree

companies for which the temporal characteristics ofl0r€ €asily obtained. Further, the results of tioely

various accounts are known. This study overcomiss th using US GAAP, may be more relevant to accounting

- . Y in the US.
obstacle with the methodology described in thigisec The financial statements of fifty US companies

. . ere selected at random to build a data base of pre
*  Fifty companies were selected to serve as a Sampréanslation financial statements. To be eligible fo
of pre-translation subsidiaries inclusion, a company must have had annual financial
* The temporal characteristics of the accounts oOktatements available for twenty consecutive years
these companies were estimated. For a detaile@nding in 2005. The purpose of this criterion was t
description of how this estimation was achieved,insure the availability of considerable information
see Petersen (1971), Davidson and Well (1976)needed for this study that was not available fraheo
Parker (1977). For a detailed description of howsources, such as the cost of fixed assets acqairdd
this step was achieved in the present study, seeetired. Although the study period was the ten gear
Holt (2012). 1996-2005, financial data for 1986-2005 were needed
« The financial statements of each of the fiftyto estimate the temporal characteristics of various
companies were translated annually for a ten-yeafccounts for the study period.
period (1996-2005) wusing three translation
methodologies Trandlation: The financial statements of the fifty
» T tests on meaningfully-paired data and Spearmasample companies were translated, using three
rank correlation coefficients from the translatedtranslation methodologies for each of the ten yéars
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the study period. The translations were made fra& U RESULTSAND DISCUSSION

dollars to British pounds to form the post-trarisiat

samples. Although another currency could have been An unexpected, but important, observation was that
chosen, the time series data of exchange rates an@e of the price parity method resulted in sigaifity
purchasing power parity numbers between the U.8. anjower variability of each of the two ratios tharethse

the U.K. were used because they were easily olttainepf the other two methods studied. This phenomenon
and the UK. is the largest single country diresestor  was observed for nearly every company in the sample

in the U.S. and investee of the US. _In theory, the price parity numbers do not refleu
The following three translation methodologies nojse that is inherent in market-based exchanges.rat
were selected for study: Thus, it is possible that the use of the price tpari

method would actually reduce such noise and would
result in more meaningful ratio numbers for anayst
use. Only further study can verify this interestisgd
very practical possibility.

The Current-Noncurrent Method (CNC) was In both Table 1 and Table 2, * indicates a t score
excluded from this study, as the use of CNC and CRMignificant at the 90% level of confidence. A pisitt
produce the same current ratio and inventory tmnov score indicates the mean of the methodology first
numbers. mentioned at the left was greater than the meaheof

Although the question of whether translation gainssecond methodology; a negative t score indicates th
or losses should be included in current earnings (appposite. For example, in 1997, PPM had a higher

required by SFAS #8) or deferred (as required bYSF  ¢\rrent ratio mean than CRM and TRM had a higher
#52) is an important translation question, it iglgvant mean than PPM

in the present study. Whether these gains or losses .
deferred or not has no effect on the current ratithe Table 1 indicates that the means of current ratfos
inventory turnover. the sample of fifty companies were not significantl
Since the 1974 Committee on Internationaldifferent across methodologies with the exceptidn o
Accounting called for an investigation of a purdhgs _the TRM/PPM pair.
power parity theory-based approach as a possible
alternative to exchange rate methods, the PPM igas a _ _ _ _
included in this study. For a description of the Table 1: T scores, meaningfully-paired comparisGusrent Ratios,
purchasing power parity theory, see Officer (19829 19?;’;09; 98 99 00 oL 0z 03 02 05
for a description of the price parity translationsgvicrv 02 08 08 11 10 05 02 01 07 08
methodology, Patz (1977) and Patz (1981). TRM/PPM -2.0¢ 3.8¢ 2.8% 35* 3.8% 05 -15 -2.1* .8 2.2
Although the Monetary-Nonmonetary Method CRMPPM 03 03 -07 -04 -06 -03 -04 -053006
(MNM), described in Hepworth (1956) was endorsed
by the National Association of Accountants in 126 Table 2: T scores, meaningfully paired comparisomsentory
was GAAP prior to the issuance of SFAS #8, MNM T“lrgsge,gfg?;zo?:g O TR T BT Ry m—
was expluded from the present study. MNM oftentrvicRv 24+ 225 3 12 3.0 48 54 64 50" 44
results in the same translated numbers as TRM. ThERM//PPIVI 5.1+ 68 75" -62* 53 33" .9 5O 6.4 48
major potential difference between MNM and TRM is CRMPPM 44" 33" 40" 52" 54" 46" 507547 36" 33
in the translation of inventories, although thifetence
occurs only when inventories are carried at maréet,

* TRM (the temporal method of SFAS #8)
* CRM (the current rate method of SFAS #52)
* PPM (the price parity method)

Table 3:Spearman rank correlation coefficientsrentr ratio, 1996-

. . R 2005
policy which few companies follow. 1996 97 98 99 00 0L 02 03 02 05
. . . . _ TRMICRM 094 0.94 097 098 0.98 0.98 097 0.94 10.90.95
Ratios studied and empirical properties measured:  1gyppm 099 099 099 098 0.98 097 0.99 0.98 90.90.99

A perusal of numerous accounting and finanCecrmPPM 091 0.97 096 0.95 0.96 0.95 0.95 0.97 30.90.97
textbooks reveals that the two most commonly-ubed-s
term liquidity ratios are the qurent erIO and entory Table 4: Spearman rank correlation coefficientseimery turnover,
turnover. From the current ratio and inventory dwar 1996-2005

ratio data, two tests were performed for each péir 1996 '97  '98 '99 ‘00 'O1L ‘02 '03 04 05

translation methodologies: meaningfully-pairedstdeand TRM/ICRM 0.91 093 0093 0.94 094 092 090 084 20.0.91

Spearman rank correlation coefficients for eactheften @ TRM/PPM 0.99 0.99 0.99 0.98 0.96 0.98 0.99 0.99 90.9.99
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The meaningfully-paired t scores were significamt f inventory turnover were also high, as shown in &ahl
eight of the ten years in the study period for thedespite significantly different inventory turnover
TRM/PPM pair, although neither methodology resulted numbers as indicated by the t scores of Table 2.
consistently higher current ratios than the othasrdhe Clearly, different translation methodologies often
entire ten-year period. generate substantially different current ratio and
Some individual firms had results quite differentinventory turnover numbers. Further, the results ar
from the fifty firms taken as a group. For all thre somewhat firm specific. Some individual companies’
methodology pairs, there can be found individualresults did not match the pattern of the fifty sémp
companies whose results, at least in some year® wecompanies taken as a group.
opposite the group. Table 5 indicates that the rank ordering of theeh
Table 2 suggests that the inventory turnoverranslation methodologies, based on the averagertur
numbers  were  significantly  different  across ratio measures of the fifty sample companies, chang
methodologies_. The signs of the t SCOres acrosesyeafrom year to year. In six of the years of the texaity
suggest that either PPM or TRM resulted in the @8h  stydy period, the use of TRM resulted in the highes
inventory turnover numbers and CRM. ~ current ratio measure of the three methodologi®d/ P
In Table 2, as in Table 1, some individual firms ;1< second and CRM third. In three years, PPM
had results quite different from the fifty firmsen as a replaced TRM as the methodology resulting in the

group. For all three methodology pairs, there can bpighest average current ratio and in one year (004
found individual companies whose results, at least PPM was first. CRM second and TRM last

some years, were opposite the group.
These t scores suggest that these three tramslati?um
methodologies may result in significantly different

numbers, especially for the inventory turnoveraat . .
L . measure of the fifty sample companies, changes from
more powerful test of the potential information teot . g
.year to year. In five of the ten years of the stpdyiod,

of the numbers generated by these three metho&eh&;logu{he use of TRM resulted in the highest average

is the Spearman rank correlation coefficient. For. .
example, two methodologies may generate two sets dﬂventory turnoyer, PPM the second highest and CRM
e lowest. But in four other years PPM replacedTR

observations with similar means, yet the rank! ) ) . X
orderings of companies may be significantly differe with the highest average mventory t“mF’VGr andrie
Conversely, two methodologies that generate twe setyear (1999) CRM resulted in the highest average

of observations with significantly different meamsy  Inventory turnover. .
rank order companies similarly. Accordingly Table 5 and 6 indicate that the rank orderings of

Spearman rank correlation coefficients werethe average current _ ratios and average inventory

calculated for each pair of methodologies and fishe  turnovers are not consistent from year to yeanoalgh

of the years in the study period. CRM nearly always results in the lowest average
The Spearman rank correlations among translatioRumber for both ratios. Clearly it does matter wahic

methodologies for the current ratios were extremelytranslation methodology is used.

high as shown in Table 3, especially for the TRMVPP A perusal of the individual company current ratio

pair, the two methodologies which, according to the and inventory turnover numbers indicates that the

scores, generated current ratios that were sigmifig ~ yearly rank orderings of the three translation

different. The rank correlation coefficients for methodologies is highly firm specific.

Table 6 indicates similar results for inventory
over. The rank ordering of the three transtatio
methodologies, based on the average inventory vemo

Table 5: Rank-ordering of translation methodolodgiased on the average current ratio 1996-2005

Rank 1996 ‘97 '98 '99 '00 ‘01 '02 '03 ‘04 ‘05

1 PPM TRM TRM TRM TRM TRM PPM PPM PPM TRM
2 TRM PPM PPM PPM PPM PPM TRM TRM CRM PPM
3 CRM CRM CRM CRM CRM CRM CRM CRM TRM CRM

Table 6: Rank-ordering of translation methodologiased on the average inventory turnover 1996-2005

Rank 1996 ‘97 '98 '99 '00 ‘01 02 ‘03 ‘04 ‘05

1 TRM PPM PPM CRM PPM PPM TRM TRM TRM TRM
2 PPM TRM TRM TRM TRM TRM PPM PPM PPM PPM
3 CRM CRM CRM PPM CRM CRM CRM CRM CRM CRM
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