Multinational Operations Test ID: 7440447

Question #1 of 154 Question ID: 462300

Which of the following statements describing the choice of the functional currency is least accurate? The functional currency

should be the same as the parent's reporting currency if the subsidiary is:

X A) highly integrated with the parent where the local currency, prices, and some

costs are controlled or restricted.
v B) mostly independent from the parent.

X C) highly integrated with the parent where the local currency, prices, and some costs are

not controlled or restricted.

Explanation

The preferred functional currency for subsidiaries that are mostly independent of the parent is the local currency. For highly
integrated subsidiaries (regardless of local conditions), or for subsidiaries operating in high-inflation environments, the parent's

reporting currency should be used as the functional currency.

Question #2 of 154 Question ID: 462354

Which of the following statements regarding the translation of a foreign subsidiary into the reporting currency is most

accurate?

v A) If the reporting currency is the functional currency, the temporal method is

applied and exposure is equal to net monetary assets.

X B) A multinational firm with small liability balances generally has minimal foreign currency

exposure on its balance sheet.

Xx C) If the functional currency is equal to the local currency, exchange gains and losses on

translation will be recognized in the income statement.

Explanation

The choice of functional currency is the determining factor as to which method of foreign currency translation is utilized.
Therefore, when the reporting currency is the functional currency, the temporal method must be used. The choice of functional

currency is largely left to management's discretion.

Question #3 of 154 Question ID: 462458
In a hyperinflationary economy, translation under the current rate method will most likely result in relatively:

v A) low balance sheet values for long term liabilities.
X B) high balance sheet values for long term assets.

X C) high translation gains.
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Explanation . ) . )
he basis Tor using the temporal method is when Functional Currency = Parent's Presentation Currency.

In a hyperinflationary economy, translation under the current rate method will most likely result in relatively low balance sheet
Biloe sHe USES éd o ranflitiatiolitit s uiFeang)atsent hesteaspoii alsvhodclunder the temporal method, inventory is remeasured using the
historical rate. However, our best guess of the historical rate under the weighted average inventory cost-flow assumption is the average

rate through the period. Hence, A/R = $0.615 x 3,000 = $1,845 and Inventory = $0.6002 x 4,000 = $2,401.

Question #4 of 154 Question ID: 462357

Under the temporal method, the inventory and cost of goods sold (COGS) accounts are both nonmonetary accounts. Which of the

following statements is least accurate regarding these accounts?

X A) The Inventory account is remeasured using the historical rate under both LIFO and
FIFO.

X B) If the firm accounts for inventory using first in, first out (FIFO), then a more recent rate will be
applied to the inventory account.

v C) If the firm accounts for inventory using last in, first out (LIFO), then the beginning-of-period

rate is used to remeasure COGS.

Explanation
e monetary asset and liability accounts under the temporal method are cash, accounts receivable, accounts payable, and
lomgpteiFOd éfd.last goods purchased are the first goods out to COGS. Hence, although technically the historical rate is used to

remeasure COGS, a more recent rate is typically more appropriate for COGS under LIFO.
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Question #5 of 154 Question ID: 462468

A company is exposed to foreign exchange risk due the impact of changes in currency values on a:

X A) company's assets only.
X B) company's assets and liabilities only.

v C) company's assets, liabilities and future sales.

Explanation
Explanation
Foreign exchange risks include the impact of changes in currency values on assets and liabilities of a business, as well as on

%l[l %I%a%iglé%r using the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting) Currency.

The basis for using the temporal method is when Functional Currency = Parent's Presentation Currency.

Questions #6-11 of 154

Hise Home Supply is a large, profitable home improvement retailer located in the United Kingdom. Hise has recently been
acquiring niche retailers with popular brand names in certain segments of the home improvement market. One of these

retailers was Wilson Tile and Stone, a U.S. business that derived a large part of its sales from the UK.

The management team for Hise now makes all operating, financing, and investment decisions. Brian Heltzel, a financial
analyst for Hise, is responsible for translating Wilson's financial statements from U.S. dollars to the reporting currency. Hise
conducts its business and issues financial statements in British pounds (£). Extracts from the financial statements of Wilson

are shown below in exhibit one.



Exhibit One - Wilson Financial Statement Extracts

Wilson Tile and Stone - December 31, 2007 and 2008 Balance Sheets

2007 2008
Cash $1,200 $1,400
IAccounts receivable 6,500 9,900
Inventory 10.400 12,400
Current assets $18,1000 $23,700
Fixed assets 40,000 40,000
IAccumulated depreciation 10.000 15,000
Net fixed assets $30,0000 $25,000
TOTAL ASSETS $48,1000 $48,700
/Accounts payable $5,000 $6,000
Current portion of LT debt 1,500 1,500
Long term debt 25,000 23,500
Total liabilities $31,5000 $31,000
Common stock 10,000 10,000
Retained earnings 6.600 7.700
Total equity $16,6000 $17,700
TOTAL LIABILITIES and EQUITY $48,1000 $48,700

Wilson Tile and Stone - 2008 Income Statement

Revenue $75,000
Cost of goods sold (60,000)
Gross margin $15,000
Other expenses (2,300)
Depreciation expense (5,000)
Net Income $7,700

Wilson uses the FIFO method for inventory accounting.

Applicable exchange rates are as follows:

o December 31, 2007: £1.00 = $1.60



e December 31, 2008: £1.00 = $1.80
« Average for 2008 = £1.00 = $1.70
« Historical rate for fixed assets, inventory, and equity: £1.00 = $1.50

Heltzel is also using some information that has been provided by the accounts department of Wilson. He made the notes

shown below in exhibit two from an e mail the accounts department sent.
Exhibit Two - Accounting Department Notes

2008 income before remeasurement

gain/loss £4.138
Dividends paid during the year £2,250
Opening retained earnings £5,150
Ending retained earnings £7,323

Hertzel has also discussed the future of Wilson's role in the group with board members from both Wilson and Hise. These

discussions have raised two specific concerns as outline below.
Concern One

Heltzel is concerned about the method used to perform the translation. He is of the opinion that in the future Wilson may
become much more independent and begin to function autonomously. To get an idea of the potential accounting impact, he

intends to recalculate Wilson's translated numbers this year based on the subsidiary being fully autonomous.
Concern Two

Wilson's board have warned Heltzel that they are likely to engage in transactions next year which will lead to significant

deferred revenue balances remaining on the balance sheet at the year end.

Question #6 of 154 Question ID: 462438

As Heltzel is translating the balance sheet and income statement, which of the following are closest to the values Heltzel

determines for revenues and accounts payable for 20087

Accounts
Revenues
Payable
v A) £44,118 £3,333
X B) £44,118 £3,529
X C) £41,667 £3,333
1 .i.n,...w., ouu wuu
Xt iRed Assets 700 600

Sindet@le’BaEith pound is the functional currency,; @R€ temporal he®@d should be used. Under both the current rate and
tenfisnalnigpayRble(®lles are translated at thd@Verage rate. 288 value Heltzel will calculate for revenues is $75,000 /

$1.zongsteam debt 200 100
Common Stock 1,300 1,300
A|S% under bé)th the temporal and current rate me&hods, moneta%sssets and liabilities are calculated using the current
etained Earnings 1

exch%qiigagﬁ.ﬂng value Heltzel will calculate f(%]réaoc(szounts pay?’bjl%gvlll be $6,000 / $1.80 = £3,333.

(LOS 21.d) Income Statement (in SF thousands)

Naramhar ?R1 2N1°

Question #7 of 154 Question ID: 462439



If Wilson assumes the numbers in exhibit two are correct, the remeasurement gain/loss for 2008 will be closest to:

X A) £1,012.
X B) -£77.
/ C) £285.

BspiRatibat the functional currency is the U.S. dollar when answering the following questions.

Net income = ending retained earnings — beginning retained earnings + dividends paid.

Question #46 of 154 Question ID: 462322
Net income = 7323 - 5150 + 2250 = £4423.

The level of long-term debt on the 2013 balance sheet is closest to:

Remeasurement gain = net income - net income before remeasurement gain = 4423 - 4138 = £285.

X A% $80.
(LOS 21.e)
7 B) $85.
Question #8 of 154 Question ID: 462440

After remeasurement, what will be the impact on Wilson's quick ratio and accounts receivable turnover ratios respectively for
20087

Accounts Receivable

Quick Ratio
Turnover
v A) No change Increase
X B) Increase Increase
X C) No change Decrease
UueSLIvIl #<41 Ol 194 Question ID: 402323
xplanation

'% tgrqu?"l EAIE SOKRY (9%1{ cia] Ceou Wt'” P ecé ll‘\)/g%fé)t?:(current liabilities). Since all of these items are monetary assets and
|Iayl|lﬂ?3$ﬁ?y are all remeasured at

The BdcBBhts receivable turnover ratio is calculated as (sales / accounts receivable). Note that the local currency (the U.S.

the current exchange rate, resulting in no change to the ratio.

dadlag)ispdepreciating (it takes more $ to buy a pound). Since sales is remeasured at the average rate and accounts
receivable is remeasured at the current rate, the depreciating currency means that the remeasured denominator will be
Bxaberatican the remeasured numerator, resulting in a larger ratio.

Bpendts)related to assets translated at historical exchange rate, (e.g., cost of goods sold; depreciation; amortization) are

tranalatAad At hintAaviaal vatan ttnAdAr thAa famnAaral mmAathAad Thita ttndar tha fanmnaral maathAad A chAnldd Tiaa tha hintAaviaal vata A

Question #9 of 154 Question ID: 462441

If Heltzel recalculates the translation assuming the change in management as discussed in concern one, Wilson's gross profit

margin will be:

v A) Higher under the new management method Heltzel predicts and total asset
turnover higher
X B) Lower under the new management method Heltzel predicts and total asset turnover

lower

X C) Higher under the new management method Heltzel predicts and total asset turnover

lower



Explanation
Common stock is translated usinghthe historical rate under both the temporal method and the current rate method: 1300SF x
If Wilson becomes independent, then the current rate method would be used rather than the temporal method.
0.77%/SF = $1001.
}/l\_lg)sgnzﬁ gsoss profit margin (gross profit / sales) will be lower under the temporal method. Sales under both methods are
.e
converted at the average rate, while COGS is converted at the historical rate under the temporal method (note FIFO inventory

accounti_ng). Since the local currency (the U.S. dollar) is depreciating, COGS will be higher under temporal method, resulting in
9&9&%?&!3%‘}&&%3 gq'ower gross profit margin under the temporal method, and hence higher under the Qi hte6232°
E](ﬁﬂ&%d Co. under the temporal method, the monetary exposures and the foreign currency movements resulted in a:

Wilson's total asset turnover ratio (sales / total assets) will be higher under the current rate method. Non-monetary assets are
cohvAltehsmuhativistbrans katie nadiustmembeainmaibe badameecaheat rate under the current rate method. The
deprBjiatingdasalamsankysmeansdhint totel sistetasvitl be lower under the current rate method. The lower denominator will

legd &) dHgbSE AL ESEEhINTER 1RE TAEBHBARE &R SHErent rate method

(LOS 21.1)
Explanation

Question #10 of 154 Question ID: 462442
Which of the following treatments is most likely correct regarding the items outlined in concern two?

v A) The balance should be translated at the historic rate as it is a non-monetary
item
X B) The balance should be translated at the closing rate as it is a monetary item

X C) The balance should be translated at the historic rate as it is a monetary item

Exglanatioh

Surestiondta0 iof A84monetary liability and should be translated at the historic rate. Question ID: 462326
fLOS 21.d) ) ) . ) .

f the functional currency is the Swiss franc and the retained earnings for Scud Co. as of 12/31/2013 is $80,000, the exchange

Question #11 of 154 Question ID: 462443

Which of the following statements regarding the treatment of subsidiaries in a hyper-inflationary environment under U.S. GAAP

is most likely correct?

X A) The subsidiary should be translated using the temporal method regardless of
the level of autonomy, and non-monetary items restated for the effect of local
inflation

v B) The subsidiary should be translated using the temporal method regardless of the level

of autonomy, and then no further restatement is required

X C) The subsidiary should be translated using the current rate method regardless of the

level of autonomy, and non-monetary items restated for the effect of local inflation

SEEvET. 2013 (SF) [Rate($/SF)2013 ($)
GashchascruiseanlyaRiedfAR emporal8R8thod. 085 510
(DB torYy) 500 0.85 425
Net Fixed Assets 600 0.85 510
|Tota| Assets | 1 ,700| 1,445

Questions #12-17 of 154



Giant Company is a U.S. firm that produces parts for nuclear reactors. Giant Company has a subsidiary, Grande, Inc., that

operates in Mexico and is responsible for designing and manufacturing connection fittings that are vital for the proper

operation of its parent company's reactors.

Giant Company considers the U.S. dollar to be the functional currency of Grande, Inc.

Grande, Inc., began operations January 1, 2001.

Common Stock and Fixed Assets were acquired January 1, 2000.

Inventory is accounted for under the last in, first out (LIFO) cost flow assumption, and was purchased evenly through the

year.

The inventory in the January 1, 2001, Balance Sheet was acquired on January 1, 2001.

Exchange Rates

were:

January 1, 2000

January 1, 2001
June 30, 2001

December 31,

2001

Grande, Inc.

$0.14/M peso

$0.12/M peso
$0.11/M peso (this is the 2001 average
rate)

$0.10/M peso

Balance Sheet (in M Pesos)

Cash

Accounts

Receivable

Inventory

Fixed Assets (net)

Accounts Payable

Long Term Debt

Common Stock

Retained

Earnings

Jan. 1, 2001

5,000,000
20,000,000

15,000,000
70,000,000
10,000,000

40,000,000
80,000,000

Dec. 31,
2001
20,000,000
35,000,000

15,000,000
60,000,000
10,000,000

35,000,000
80,000,000
5,000,000

2001 Income Statement

Sales

Cost of Goods

Sold

Depreciation

(in M Pesos)

60,000,000

(45,000,000)

(10.000.000)



Net Income 5,000,000

Question #12 of 154 Question ID: 462382
Giant Company should use the following method to reflect the results of Grande, Inc., in its financial statements:

X A) the temporal method followed by the current rate method.
X B) the current rate method.

v C) the temporal method.

Explanation

bagis f ing t t rat thod is when Functional C is NOT th P ts P tati i
&eg isbﬁr#glggoFeI%ﬁren rate method is when Functional Currency is e same as Parent's reserégegirgéﬁgpggzlggg

Currency. The basis for using the temporal method is when Functional Currency = Parent's Presentation Currency.
Which of the following asset or liability values is likely to be the most understated in a hyperinflationary economy if translation
dbeutrsmpdal tinettoddstusde mieémothiz functional currency is the parent's currency. (Study Session 6, LOS 21.d)

Question #13 of 154 Question ID: 462383
The Cost of Goods Sold for Grande, Inc., for the year ended December 31, 2001, expressed in U.S. dollars is:

v A) $4,950,000.
X B) $5,400,000.
X C) $5,250,000.

Explanation

Both the beginning and ending inventory under LIFO cost flow assumptions are translated at the $0.12 rate as of the date the
Questiom#bAwaf 48dired, January 1, 2001. Because beginning and ending inventories expressed in Mexieaipesosates

equal, the purchases for the year will equal the Cost of Goods Sold, which is remeasured at the average cost of acquiring the

Wh th translati in or | in_the fi ial stat ts under the t | method and

oS Qe b T A B BB 8557288 5o B0 e Pt e e BTl RS A S rate
t thod?

glércrggser%ee%%er?tory that was sold was purchased evenly through the year. (Study Session 6, LOS 21.d)

Question #14 of 154 Question ID: 472485
Which of the following statements regarding the current rate method is the most accurate?

X A) This method is not typically used when the subsidiary is relatively independent

of the parent.
X B) Income statements items are translated at the current exchange rate.

v C) Translation gains and losses are reported in equity.

Explanation

Oodenthetamstationtgainedn dalsSrappkdicnogains et ftosstateraerponider ithe daitypiorti en@ o d coodi th e THatamed rebeb &t typdteally
treedurtestt théesulesididry is relatively independent of the parent. Revenues and expenses are translated at the average rate.

(Study Session 6, LOS 21.d)

Question #15 of 154 Question ID: 462385



The translation gain or loss from the activities of Grande, Inc., should be reported in:

v A) the income statement.
X B) the statement of cash flows.

X C) the statement of shareholder's equity.

Explanafidtina’s data should be remeasured under the temporal method into Hong Kong

dollars, and then translated under the current rate method into U.S. dollars; and
Under e te BRRLHILASF: LRBHAT L 92RR 20003 5R AP (REHERH B HBERE Mipscggn! (Study Session 6, LOS 21.¢)

Question #16 of 154 Question ID: 462386

Revenues for 2001 translated into U.S. dollars amount to:

X A) $6,000,000.
Xx B) $7,800,000.
v C) $6,600,000.

Explanation
Dheldrasie temsingl theitiode névetel srethedrisnstzted-anitionak ageanty SUNQY therspoiag Periedt's Presentation (reporting)

Currency. The basis for usin% the temporal method is when Functional Currency = Parent's Presentation Currency.
60,000,000 x 0.11 = $6,600,000

Budusssisdatia e Wd.be translated under the current rate method; GIC China's data should be remeasured under the

tamnaral mathad inta Hana Wana Aallare and than tranclatad iindar tha Anirrant rata mathad inta 11 Q Aallare: and 210

Question #17 of 154 Question ID: 462387

As a result of making the appropriate currency adjustments to the financial statements, Grande Inc.'s December 31, 2001
quick ratio will be:

X A) higher.
X B) lower.
v C) unchanged.

NV I M IV MV M) MY WS IIUME VM L IV WM WIS f ML rErvu s

Explanation
v B) The receivables turnover ratio is identical under both the temporal method and the current rate

Since thg,&gnsdional currency is the reporting currency, the temporal method must be used. Since it is taking fewer dollars to

blf(y %Pqﬁ%éhcea g?r?v'v%%ﬁpar%?rlr?tﬁgg's first in, first out (FIFO) inventory valuation, if the local

currency depreciates the cost of good sold under the temporal method is less than the cost of

The quick ratio is a liquidity ratio that does not include inventory. The quick ratio is calculated as [(cash + accounts receivable)
goods sold using the current rate method.

/ accounts payable]. Since monetary assets and liabilities are translated at the current rate, the quick ratio will be unchanged.

@t‘ﬁ%}’uﬁ?osr?“’” 6, LOS 21.e)

The receivables turnover (sales / receivables) is unaffected because both methods translate sales at the average rate and accounts

Questions #18-23 of 154

Dell Air Lines has recently acquired Australian Puddle Jumpers, Inc., a small airline located in Sydney. The Australian dollar
has been chosen by Dell as the functional currency for APJ. The Balance Sheet of APJ is given below as of Dec. 31, 2004 in

Australian dollars.



Assets Liabilities and Equity

Cash 200 A/P 180
AR 240 Common Stock 720
Maintenance
180

Supplies
Fixed Assets 280

Total Liab &
Total Assets 900 900

Equity

APJ's income statement for the year ending Dec. 31, 2005 is expressed in Australian dollars as:

Sales 3,500
Total Costs 2.900

Net Income 600

The Australian dollar has steadily depreciated against the U.S. dollar. At Dec. 31, 2004, the exchange rate was 2 Australian

dollars = $1 but at Dec. 31, 2005, the exchange rate had deteriorated to 3 Australian dollars = $1.

The Dec. 31, 2005 Bafance Sheet for APJ is given in Australian dollars as follows:

Assets Liabilities and Equity

Cash 441 A/P 210

A/R 330 Common Stock 720
Retained

Supplies 291 600
Earnings

Fixed

468

Assets
Total Liab. &

Total Assets 1,530 1.530
Equity

Question #18 of 154 Question ID: 462452

On APJ's 2005 income statement, the level of net income in U.S. dollars would be:

X A) $300.
v B) $240.
X C) $200.

Iﬁsue ana acquisiuon or TIXea assets
Explanation

) . Kasamatsu Industries Financial Data (12/31/02) ) )
The basis for using the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting)

Currency. The basis for using the temporal method ¥erhen Fkctichah@erredc§.=alfans's |Presentation Currency.

nce the Australian dollar is both the local anéiﬂ\g)%ﬁﬁ%)( urrw us Gﬁe”&ﬁ#%ﬁ%?)e method. The items in the income
[

si




staj@aksy are translated at the average exch’angqmjg{)d’@e aferage rate
Segsion b, LOS ZT.€)
TCOGS

s(2+3)/2= 2.% Australian dollars = $1. (Study

| 280,000 | | \
Question #19 of 154 Question ID: 462453
On APJ's 2005 balance sheet, the level of common stock (not including retained earnings) in U.S. dollars would be:

X A) $288.
7 B) $360.
X C) $240.

Exd Riviggnads 938,000

S'nc%ot(%ze Rl?st@éﬁllgg go?l%'?'%Qﬁe local and theg funcE?igh%qurremcy, use the [current rate method.

In tr%"gg?arﬁcéssﬁgte , all accounts are translated a?g’ggerrent exchange rate, except for the common stock account, which is
tranBixied Algbethistorical rate. 486,000

ConGuorefitoclatififiés) = 360 46,000
(St{ldgrap FsmeDEdS 21.¢) 254,000
Question #20 of 154 Question ID: 462454

On APJ's 2005 balance sheet, the level of retained earnings in U.S. dollars would be:

X A) $300.
v/ B) $240.
X C) $200.

VvV O IICL_III\;UIIIU \III uivuoaliuo UUIIGIO,.’
Explanation

X A) $821.
Since zhere is no mention of dividends being paid, the retained earnings will equal net income (RE = NI - Div). The items in the

in‘éorﬁé gt%?gment are translated at the average exchange rate under SFAS 52. The average rate is (2 + 3) / 2 = 2.5 Australian
ddiafs $F93.

:xdiaeaneg Statement (in $)
Sales (3,500 /2.5)  $1,400

"he basis for using the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting)

Costs (2,900 /2.5 51,190
)urrency.(%he gasﬁs 1)0r using the temporal method is when Functional Currency = Parent's Presentation Currency.

Net Income $240

Because Kasamatsu is a wholly owned subsidiary of WB, all of its net income will be included in WB's. Kasamatsu's local
&%nggﬁgsé%b(?hgqﬁ‘lgﬂoﬁ)al currency, so the current rate method should be used to translate the financial statements into

Question #21 of 154 Question ID: 462455

On APJ's 2005 balance sheet, the foreign currency translation adjustment in U.S. dollars would be:

X A) -$220.
v/ B) -$160.
X C) -$280.

VST e siw I ww ws = = R T P

Explanation



Simcesbe Aostcalaputelathis bdjihsthecioicl ¥Vl <Him &unocdibtatzcd cre hoyasanthés als manimatet mettididends. What is the U.S.

dollar amount of this adjustment (in thousands)?
When using the current rate method, all assets and liabilities are translated at the current rate. Total assets = 1530/3 = 510

and a)cgua®. payable = 210/3 = 70. The common stock is translated at the historical rate on the date of purchase = 720/2 =
3@9'&%@5@.9 retained earnings = 0, so ending retained earnings = translated net income = 240. The cumulative translation
ac)i)u%sng%ii the plug figure that makes the balance sheet balance =510 - 70 — 360 - 240 = -160. (Study Session 6, LOS
21.e) '

Question #22 of 154 Question ID: 462456

Which one of the following is a condition under which the temporal method should be used to account for foreign currency
translations?

X A) The Australian dollar is chosen as the functional currency.

X B) The cumulative Australian inflation rate over the last three years would have to be less
than 100%.

v C) APJ would have to be a mere operational extension of Dell's main operations.

3,9135.
Expla aﬁo

X B) $3,240.
Tl}e 8ng'&ti’8%%'necessary for implementation of the temporal method are:

1. APJ would have to be a mere operational extension of Dell's main operations. If the operations of the subsidiary are well
Explapadieied with the parent's then the parent's currency (in this case, the U.S. dollar) would be the functional currency.
0,
l}ndle—lhﬁw ' at'Y?a/f\éj Sr7t1r aond'né‘%a aan’E;téa Sk Vgéttg%clg% Syeat t‘ﬁg“é%%% %ﬁoo XeCc?LﬁgngPe/?réHglg%ﬁ‘ ?ttﬁe current rate. At
teuel rssddiate @168 yAdey the current rate method, the amount is: (486,000 + 50,000) / 150 = $3,573. (Study Session 6,
LOS 21 1)

Question #23 of 154 Question ID: 462457

Which one of the following statements correctly describes the effect on Dell's financial statements if the U.S. dollar had been

chosen as the functional currency?

X A) The current rate method would apply.
X B) The translation adjustment would appear as a line item on Dell's balance sheet.

v C) The translation adjustment would appear as a line item on Dell's income statement.

Explanation

Explanation
If the U.S. dollar had been chosen as the functional currency, then the provisions of the temporal method would apply. Under

edeniBe e rithErietethad SBR adfukeRalrtamb aldhp fysFage ale iNfent BelindibsrrPoriReneeliehd Rt @dhmaverage

grsRBRgSattMrng A 24rARR h59 sulaiackan R0VeMRi(c149 7 R2A0 SHsiyodbsspie gt inygffect during 2001
results in COGS of $2,333 (280,000 / 120), or $333 higher. (Study Session 6, LOS 21.f)

Question #24 of 154 Question ID: 462415

Which of the following measures is unaffected by the choice between translation under the current rate method and

remeasurement under the temporal method?

X A) Cost of goods sold.
X B) Equity.



v C) Tax expense.

aAdDTL LUIIIVVEL 1allv.

Explanation
X B) correct with respect to the quick ratio, but incorrect with respect to the total asset

Taxes afgrre¥eiisshat the same rate (average rate) under both methods. Equity under the temporal method is a mixed rate

wt}erejasmunder tp\(laviﬁ%jrrent ra{t%rﬂqethod it is %tot,rlgeu?urrent {%ﬁh COGStut%dt%rétP&atfzran S%lial method is at the historical rate and

correc respec € quick ra correc respec
under the current r?.te method it is at the average rate.
Urhover ratio.
Explanation

Questions #25-30 of 154

Giant Company is a U.S. Company with a subsidiary, Grande, Inc., that operates in Mexico. Giant Company uses either the

temporal or the current rate method of foreign currency translation for its subsidiaries.

« Grande, Inc., began operations January 1, 2012.

« Common Stock and Fixed Assets were acquired January 1, 2011.

« Inventory is accounted for under the last in, first out (LIFO) cost flow assumption, with a slow rate of turnover.
e The beginning U.S. dollar value of Giant's retained earnings was $2,600,000.

e The inventory in the January 1, 2012, Balance Sheet was acquired on January 1, 2012.

Exchange Rates were: January 1, 2011 $0.14/peso
January 1, 2012 $0.12/peso
$0.11/peso (this is the 2012 average
rate)
December 31, 2012 $0.10/peso

June 30, 2012

Grande, Inc.
Balance Sheet (in M Pesos)
Jan. 1, 2012 Dec. 31, 2012

Cash 5,000,000 20,000,000

Accounts Receivable (A/R) 20,000,000 35,000,000

Inventory 15,000,000 15,000,000

Fixed Assets (net) 90,000,000 60,000,000

Accounts Payable (A/P) 10,000,000 10,000,000

Long Term Debt 40,000,000 35,000,000

Common Stock 80,000,000 80,000,000

Retained Earnings 5,000,000

2012 Income Statement

(in Pesos)

Sales 60,000,000

Cost of Goods Sold (COGS) (45,000,000)

Depreciation (10.000,000)

Net Income 5,000,000

Assume that Giant Company considers the Mexican peso to be both the local currency and the functional currency of Grande,
Inc.

Question #25 of 154 Question ID: 462315



To reflect the results of Grande, Inc., in its financial statements, it would be most appropriate for Giant Company to use the:

X A) temporal method.
X B) current rate method followed by the temporal method.

v C) current rate method.

il:"U Z,Uyu r\= EUK 1,UUU,UUU X 1.U0ZU) TOr ZUUZ ana usD 1,£99,58/VU (= EUK 1,1UU,U0U X 1.1471 /) TOT ZUUS.
xplanatio

Growth measured from the parent's perspective suggests sales rose 18.25% [= (1,255,870 / 1,062,000) - 1], but this includes
tHegpowentsadarmetedis usebwhe thth e bainaiiosat i urency i QT dve saRei@s henBamaighRiesentatiar (reporingd7s) -

CurenepsT e éequiestrinmsiiossisstieedhehiaiptin: Glihelionahgalireney vathe Grtiesn (sSBresentation Currency.

The current rate method is used when the local currency and functional currency are the same.

(LOS 21.d)
Quiestion #65 of 154 Oniectinn IN- 42207
Question #26 of 154 Question ID: 462316

The Net Income of Grande, Inc., expressed in U.S. dollars for the year ended December 31, 2012, is closest to:

X A) $500,000.
X B) $250,000.
7/ C) $550,000.

Explanation

Explanation
Using the current rate method, the income statement is translated using the average rate for all income statement accounts:

Baties thc QB t-rEfepretiatothe disrdgedaie ifEpPR, 30aingomd stal@d i @EBONtG (ierge; $1CO 0T GYeragg0ate js=pHEedto0.

both numerator and denominator of the equation and the ratio will not change.
(LOS 21.e)

Question #27 of 154 Question ID: 462317
What is the change in exposure for Grande, Inc., for the year ended December 31, 20127

X A) +$85,000,000 pesos.
v B) +$5,000,000 pesos.
X C) +$35,000,000 pesos.

Explanation | (USD)* (USD)* o

é?&@sﬁ\‘@‘ﬂ#&‘er f?g’current rate method é%?mply equal to equity. 25%
North America |3% 3% 35%
eginning exposure = 80,000,000 pesos

Europe 2% -1% 45%
ndingexposure[= 85,000,000 pesos

Asia pacific 4% 6% 20%

Changsih &BIRHIERER P08 am TH8-808:4R8 ResPfive 1RAL,000 pesos

ﬁ_(@gaéq:‘_%)effective tax rate is most likely expected to:

Question #28 of 154 Question ID: 462318
The translation gain or loss from the activities of Grande, Inc., should be reported in the:

X A) income statement.



X B) statement of cash flows.

v C) equity accounts.

CIHUUUVU WUA TULU VAT VU UAPUULUU LU UL U vaou.

Explanation

Under the current rate method, translation gains or losses are accumulated on the balance sheet in the equity section.

Question #67 of 154 Question ID: 462365

Question #29 of 154 Question ID: 462319

Compared to the current ratio before translation, the current ratio after translation is most likely to be:

X A) higher.
v B) the same.
X C) lower.

Explanation

Translation of the local currency means the current rate method is applied. The current ratio is current assets divided by

arrent |labl|lt§é Thei, %Ent assets and the current liabilities are both translated at the current rate. This leads to the ratio
Question ID: 462366
remaining the same in terms of both the local currency and the presentation currency.

\(/K%cshzo]; tfr;e following statements regarding foreign currency translation are /east accurate? Under the:

Question #30 of 154 Question ID: 462320
The cumulative translation adjustment (CTA) for 2012 is closest to:
v A) aloss of $3,250,000.

X B) aloss of $550,000.
X C) again of $1,900,000.

Explanation

The Mexican peso is depreciating and there is a net asset; this will result in a CTA loss.

Question #69 of 154 Rate Question ID: 462393
Balance Sheet 2012 (MXN) 2013 (USD)

Which of the following ratios is affected by tran(éfstlon unc}er the current rate method?

Cash 20,000,000 0.1000 $2,000,000

AR A) Debt/Assets ratio. 35,000,000 0.1000 $3,500,000

InyeBpritet profit margin. 15,000,000 0.1000 1.500.000

Cyrrent BE&&ISasset turnover ratio/ 9:000.000 $7,000,000

Net Fixed Assets 60,000,000 0.1000 $6,000,000

EqtrhAsasEs 130,000,000 $13,000,000

Reé:atljl SaE) I mme stateqﬂw%a%salanc%s{% ratlo%?rﬁolén%f&cted by translation under the current rate method.
'IL'he f!{( rdmaas%{ turnover ratio is ngé %&Jr&)@tlo it 60{%%3 of anématatement measure (sales, translated at the average
Eflte rﬁgﬁ OCl(ance sheet measu%(ééscbaasets t@?ﬁ'@éed aé hlemr&% rate).

Retained Earnings 5,000,000 from I/S $550,000

CTA ($3,250,000)




Qr8tiBIRs#70 of 154 85.000.000 $8,500,000 Question ID: 462301
Total Liabilities and 130.000.000 13.000

gmjgp of the following statements refggrdlng the functional curfency is ’%ggt accurate? The functional currency:

X A) is the currency of the primary economic environment in which the foreign

Income Stéﬁen&ent
subsidiary generates and expends cash.
Sales 60,000,000 0.1100 $6,600,000
v B) is remeasured into the reporting currency under the temporal method.

Castof apadeespithed by managehde0,000 0.1100  ($4,950,000)

Depreciation -10,000,000 0.1100  ($1,100,000)
Eepimcatios 5,000,000 $550,000

LOS 21.d)

he basis for using the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting)
Currency. The basis 1of Using the eimpoial metnod is Wheii | uncuoinal CUiTency = 1 arent's | reseintaton Cuiiency.
Question #31 of 154 Question ID: 462352

Which of the following situations does NOT require the use of the temporal method? The:

v A) local currency is the functional currency.
X B) functional currency is some currency other that the local currency or the U.S. dollar.

X C) foreign subsidiary is operating in a highly inflationary economy.

%v)\(/n é:inrgtr%%n supsldiaries, Kasamatsu Industries, IS based In Japan. Kasamatsu manuractures a hugely successtul line of trading caras,
EXplanation
toys, and related products. All of Kasamatsu's operations and sales take place in Japan, and the corresponding transactions are

dBspasistéer ivsinpihesayent rdaimstany iRybeRsnstiont Coreneydt Nt HieRamared Ags esrpsHeNtYRArRIAgs fFHIescy-
dbghasisfonissing tharensrerligethad isewheshRHBNNG! {ridrmeRcyen Baeshe RISSRINARA-CIEBR%SENted in the following table. Figures

are presented in yen/$.
The temporal method is not required in the situation when the local currency is the functional currency.
Yen/Dollar Exchange Rate

December 31, 2013 150

Question #32 of 154 Question ID: 462467

Organic growth in sales is most accurately defined as growth in sales excluding the effects of:

v A) acquisitions/divestitures and currency value fluctuations.
X B) currency value fluctuations.

X C) acquisitions/divestitures only.

ALYUIDILIVIL UL TIATU AdDTLO.

Explanation

Singiynitagreswethiinasedeslis tefthdtbadegsomvilialiss ale heastodinigotirdietfdicts iof MegWsitiomatddsy tetitinies amat) sucrerdpe i tShe
believes that the enormous success of the trading cards has contributed greatly to WB's bottom line. However, Jameson believes that

this effect may be misstated in the company's financial statements because of the recent volatility in exchange rates. Many analysts at
Question #33 of 154 Question ID: 462351
Which of the following statements is /east accurate regarding accounting for foreign currency translations? The:

v A) current rate method applies the current exchange rate to all balance sheet accounts.

X B) current rate method applies the average exchange rate to all income statement accounts.



X C) temporal method uses the historical exchange rate to translate non-monetary assets and

liabilities into the currency of the country of the parent company.

Explanation

Sales 700,000 o
The current rate method applies the current exchange rate to all balance sheet accounts except for common stock, which is

translated at a historical rate.

Expenses
Costof Coods Sold{CoSS) 289,000
NAanranintinn 1272 NNN
Question #34 of 154 Question ID: 462413

Which example least accurately describes pure balance sheet and income statement ratios?

X A) The current ratio is a pure balance sheet ratio.

X B) When multiplying both the numerator and denominator by the current exchange rate, the

current rate is cancelled.

v C) All pure balance sheet ratios are affected by the all-current translation method.

e me o e

Explanation Earnings: December 31, 2013 * 311,000

All pure balance sheet ratios are unaffected by the all-current translation method.
* Retained earnings on 12/31/2013 were US $2million

Questions #35-36 of 154

Wasson Brothers (WB) is a large U.S. based conglomerate with many subsidiaries in both the U.S. and abroad. One of WB's
wholly-owned foreign subsidiaries, Kasamatsu Industries, is based in Japan and manufactures a hugely successful line of
trading cards, toys, and other related products. All of Kasamatsu's operations and sales take place in Japan, and the
corresponding transactions are denominated in Japanese yen. Additionally, Kasamatsu's books and records are all maintained
in yen. WB reports its earnings in U.S. dollars. The history of the exchange rate between the dollar and the yen over the last

two years is presented in the following table. Figures are presented in Yen/dollars.

Yen / Dollar Exchange Rate

December 31, 2005 150
December 31, 2004 130
2005 Average 140
2004 Average 120

Exchange rate on date that 2005
dividends were paid to Wasson 145
Brothers

Exchange rate on date of stock

issue 100

and acquisition of fixed assets

Ashley Jameson is an analyst with Henderson-Wells, an investment banking firm in New York, and is the chief analyst covering



WB. She believes that the enormous success of the trading cards has contributed greatly to WB's bottom line. However, she
believes that this effect may be misstated in the company's financial statements because of the recent volatility in exchange
rates. Many analysts at other major investment banking firms have been raising their ratings on WB because of the recent
earnings growth. Jameson, however, wants to be absolutely certain that these results are accurate and fully attributable to
Kasamatsu's hot new product and not a result of an exchange rate fluctuation. The following are the financial statements of

Kasamatsu, stated in thousands of yen.

Financial Statements for Year Ending December
31, 2005
(in thousands of yen)

Statement of Income and Retained Earnings

Sales 700,000
Expenses
Cost of goods sold (COGS) 280,000
Depreciation 126,000
SG&A 77.000
Total Expenses 483,000
Earnings before taxes (EBT) 217,000
Income Tax Expense 98.000
Net Income 119,000
Retained Earnings: December 31, 2004 250,000
369,000
Dividends 58,000
Retained Earnings: December 31,
2005+ 311,000

*Retained earnings on 12/31/2005 were US $2 million
Balance Sheet

Assets
Cash and receivables 60,000
Inventory 180,000
Land 200,000
Fixed assets 346,000
Total assets 786,000

Liabilities and stockholder's equity

Liabilities 300,000
Capital stock 175,000
Retained earnings 311,000

Total liabilities and stockholder's



equity 786,000

Question #35 of 154 Question ID: 472483

Before Jameson can perform any financial statement analysis she needs to determine which method WB uses to translate

Kasamatsu's earnings into U.S. dollars (USD). Which of the following is the most appropriate method to use?

X A) First the temporal method, followed by the current rate method.
X B) The temporal method.

v C) The current rate method.

409, VUUF

Explanation = 3 450
140 ¥/$
The basis for using the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting)

Currency. The basis for using the temporal method is when Functional Currency = Parent's Presentation Currency.
The other answers use inappropriate exchange rates.

(820 K SAAP the current method must be used to translate the yen financial statements into USD, the reporting currency.

Had Kasamatsu been operating in a highly inflationary environment or had the local and functional currency not been the

Question'¥rsref #§4°quired fo use the temporal method. Question ID: 462347

Question #36 of 154 Question ID: 462370

Jameson must also determine how the fluctuation in the yen vs. the dollar has affected Kasamatsu's earnings in the reporting
currency. Which of the following best describes the effect of changes in the yen/dollar rate has had on earnings in the

reporting currency? Earnings have:

v A) decreased because the yen is depreciating versus the USD.
X B) increased because the yen is appreciating versus the USD.

X C) increased because the yen is depreciating versus the USD.

ERplanatént rate method is used when the functional currency is NOT the same as parent's presentation (reporting) currency.

The temporal method is used when Functional Currenc%= Parent's Presentation Currency. )
Examination of the history of the exchange rate shows that both the year-end and average exchange rates are lower in 2005

thadein 26 @AKRVETe rctinedrih eaye misdisodeaksh be vseith¢éoUBink| dteckafoam Kesamatsiirasial statemendsyimtotttB0] the in the
pepuiting yeardocyVHdd Ba sineatis udypmeh thpesatireg dolkaheyhiyunflafioed ip@maieo dmis mh e a ha dhihiet hecrznelchmmtto al
perfentyance loé¢ &a Haensdsueisthad eidBatexliidhsn ndquieeldat® ai se rtyeoteenpofalMB'sthetlincome.
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Question #37 of 154 Question ID: 462405

The Herlitzka Company, a U.S. multinational firm, has a 100% stake in a Swiss subsidiary. The Swiss franc (SF) has been determined to
be the functional currency. All the common stock of the subsidiary was issued at the beginning of the year and the subsidiary uses the

FIFO inventory cost-flow assumption. In addition, the value of the SF is as follows:

Beginning of year $0.5902
Average throughout the year $0.6002
End of year $0.6150



The SF-based balance sheet and income statement data for the Swiss subsidiary are as follows:

Accounts receivable = 3,000
Inventory = 4,000
Fixed assets = 12,000
Accounts payable = 2,000
Long-term debt = 5,000
Common stock = 10,000
Retained earnings = 2,000
Net income = 2,000

The translated value of common stock and long-term debt respectively are:

X A) $5,902 and $3,001.
X B) $6,150 and $3,075.
v C) $5,902 and $3,075.

EXE|ana%%sentation currency.

X C) dramatically appreciate and the local currency will be rapidly appreciating against the

The basis for using.the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting) Currency.
presentation currency.

The basis for using the temporal method is when Functional Currency = Parent's Presentation Currency.

Explanation
Since the SF is the functional currency, use the current rate method. Common stock is translated at the historical rate which is the rate

that applied when the transaction was made or $0.5902 and long-term debt is translated at the current rate of $0.615. 10,000 x 0.5902 =

B RN eRMGT A0A ARG R0 Y s YRR 1hg term debt.

Question #38 of 154 Question ID: 462402
Which of the following subsidiary ratios will be affected by the translation adjustment under the current rate method?

X A) Net profit margin.
v/ B) Return on equity.

X C) Gross margin.

Explanationd assets are realtively overstated under the temporal method compared to the

The traAg%%fo%ugrc%U% rﬁfetnfe V\',ﬂf’sh%%?{%%%é‘a? HIRESS etgﬂity and therefore the return on equity ratio. The other ratios are

pure ratios (both component of the ratio come from the income statement) and are not affected by translation.
Explanation

Fixed assets are relatively understated under the temporal method if the local currency appreciates as they are translated at
Question #39 of 154 Question ID: 462312

A Canadian firm owns a foreign subsidiary in the U.S. In 2002, sales were USD1,000,000 and the USD/CAD exchange rate
was 0.6329. In 2003, sales were also USD1,000,000 but the exchange rate was 0.7484. What is the impact of the change in

the value of the CAD on the parent company's translated sales? Sales will:

X A) increase by 18%.



X B) decrease by 18%.
v C) decline by 15%.

X ) Lurrent rauo.
Explanation

Brplersgties were flat at USD 1,000,000 in local currency terms, after translation the parent firm would report sales of CAD
1,336,184 for 2003 $= USD 1,000,000 / 0.7484) versus sales of CAD 1,580,028 for 2002 (= USD 1,000,000 / 0.6329). The

All of the components of the quick ratio (cash and cash e%uwalents, accounts receivable, and accounts pa able% are

15% sales decline reported by the Canadian firm (CAD 1,336,184 versus CAD 1,580,028) is a flow effect. Even though there
converted at the same rate under both methods so the ratio is unaffected by the method. The current ratio is the same as the
was no sales growth in the subsidiary, the parent firm still shows a 15% decrease in revenues from the subsidiary due solely to
quick ratio except it also contains |nventor¥ which is translated at the historical rate with the temporal method and at the
exchange rate effects. Note that because the subsidiary sales are constant the total exchange rate effect can be measured as
E:(L)Jréwsegtgr/ag)e7vxlitstl1 the1curr%n} éate method. Accounts payable turnover is purchases/accounts payable. Purchases is an
inventory item (like COGS) that may not use the same rate under the temporal method and the current rate method.

Question #40 of 154 Question ID: 462400

The U.S. dollar has been depreciating relative to the local currency over the past year. The use of the current rate method to translate a
foreign subsidiary's financial statements to U.S. dollars will most likely have which of the following effects on return on equity (ROE)

relative to what the ratio would have been without the effects of translation?

v A) ROE will most likely decline.
X B) ROE will most likely rise.

X C) The impact of the depreciation of the US dollar on ROE is indeterminate.

-y v ——-

Egglanation

Mcome/ Equity. Under the current rate method, the equity accounts as a whole are translated at the current rate whereas net

e Sis Rl thb e AMeIABPARl mERRIRCWAR PUIRRIGRIT CUrfEREY L0 PURRNSA MAtAS PArBRIEIR QYRR freporting)
daneBtR3toT RiAbe o rBleUIMp et ehiBe RAUMR a8 RhEIR FERRIGIPURRERIS ARG PRESCRERIGHISurrency.

Since the functional currency is the local currency, use the current rate method. The net income is translated at the average
Question #41 of 154 Question ID: 462389

The Herlitzka Company, a U.S. multinational firm, has a 100 percent stake in a Swiss subsidiary. The U.S. dollar (USD) has been
determined to be the functional currency. All the common stock of the subsidiary was issued at the beginning of the year and the

subsidiary uses the weighted-average inventory cost-flow assumption. In addition, the value of the SF is as follows:

Beginning of year $0.5902
Average throughout the year ~ $0.6002
End of year $0.6150

The SF-based balance sheet and income statement data for the Swiss subsidiary are as follows:

Accounts receivable = 3,000
Inventory = 4,000
Fixed assets = 12,000
Accounts payable = 2,000
Long-term debt = 5,000

Common stock = 10,000



Retained earnings = 2,000
Net income = 2,000

The remeasured value of accounts receivable and inventory respectively are closest to:

what the ratio would have been without the effects of translation?

X A) The ratio will be lower.
X B) The ratio will be higher.

v C) The ratio will be the same.

Explanation

Under the current rate method, both LTD and equity are translated at the current rate of exchange. Hence, since the same

rate is applied in both the numerator and denominator, the ratio will not change.

Note: When equity is broken out into separate accounts, common stock is taken at the historical rate. When taken as a whole,
equity should be translated at the current rate. In this case we are not given any information on the common stock amount, so

we translate equity at the current rate.

Question #83 of 154 Question ID: 462390

Hann Company is a U.S. multinational firm with operations in several foreign countries. Hann has a 100 percent stake in a French
subsidiary. The foreign subsidiary's local currency has appreciated against the U.S. dollar over the latest financial statement reporting
period. In addition, the French firm accounts for inventories using the FIFO inventory cost-flow assumption. The net profit margin as

computed under the current rate method would most likely be:

X A) lower than the same ratio computed under the temporal method.
v B) either higher or lower than the same ratio computed under the temporal method.

X C) higher than the same ratio computed under the temporal method.

Explanation

The foreign currency gain or loss appears on the income statement under the temporal method. Hence, to make any
determinations regarding the movements of this ratio, we need more information regarding the net monetary asset or liability

position as of both the beginning and ending balance sheet date.

Question #84 of 154 Question ID: 462355
Which of the following statements is least accurate regarding the use of the temporal method for foreign exchange accounting?

v A) Under the temporal method, the foreign exchange gain or loss is placed on the balance

sheet in the equity section.
X B) All nonmonetary assets and liabilities are translated at the historical rate of exchange.

X C) All monetary assets are translated at the current rate of exchange.

Explanation



Under the temporal method, the foreign exchange gain or loss is placed on the income statement.

Question #85 of 154 Question ID: 462403

Which of the following statements concerning the translation of a subsidiary's financial statement and the subsidiary's ratios is least

accurate?
X A) The subsidiary's ratios in the local currency will differ from ratios calculated after
translation.
X B) The statement of cash flows is not affected by the choice of translation.

v C) Ratios calculated under the current rate method will not differ from those calculated under the

temporal method.

Explanation

Ratios calculated under the current rate method will differ from those calculated under the temporal method.

Question #86 of 154 Question ID: 462311

A German company (reporting currency = Euro) owns a foreign subsidiary in the U.S. If the results below are reported in local
currency (USD), after translation what is the effect of the change in the exchange rate on revenues? Round to the nearest

dollar and/or percent.

$ per 1 Euro avg.
Year Sales Exchange Rate
2001 $10,000 0.9
2002 $10,000 0.8

v A) The company shows a 12.5% growth in revenues in 2002.
X B) There is no change is revenue growth between 2001 and 2002.

X C) The company shows a 0.1% decline in revenues in 2002.

Explanation

While sales were flat in terms of local currency, after translation the reported revenue increased 12.5%. 10,000/0.9 = 11,111; 10,000/0.8 =

12,500; 12,500/11,111 = 12.5% increase due to exchange rate effects.

Question #87 of 154 Question ID: 462363

Which of the following statements regarding the functional currency under US GAAP is least accurate?



X A) If afirm operates in a country or environment which is subject to cumulative inflation of
100% or more over a three year period, that firm will use the parent's currency as the

functional currency.

X B) Self-contained, independent subsidiaries whose operations are primarily located in the local

market will use the local currency as the functional currency.

v C) The functional currency is defined as the primary currency of the economic environment in

which the parent firm operates.

Explanation

The basis for using the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting) Currency.

The basis for using the temporal method is when Functional Currency = Parent's Presentation Currency.

The functional currency is defined as the primary currency of the economic environment in which the foreign subsidiary operates.

Question #88 of 154 Question ID: 462380

Gortal Inc, a U.S.company has a wholly owned subsidiary, Fortina GmBh, based in Germany. The U.S. dollar has been appreciating
relative to the Euro over the past year. The use of the temporal method to translate a foreign subsidiary's financial statements to U.S.
dollars will most likely have which of the following effects on the fixed-asset turnover ratio (S/FA) relative to what the ratio would have

been without the effects of translation assuming no new fixed assets were purchased throughout the year?

v A) The ratio will be lower.
X B) The ratio will be higher.

X C) There will be no effect on the ratio.

Explanation

Since the dollar has appreciated, the local currency has depreciated, so each foreign currency unit bought more dollars in the past relative
to the present. Fixed assets are remeasured at the historical rate and sales are remeasured at the average rate under the temporal
method. Since the historical rate is buying more dollars relative to the average rate, the denominator is staying the same whereas the

numerator is getting smaller. Thus, the ratio is lower.

Questions #89-94 of 154

Assume that Scud Co. is a Swiss subsidiary of the U.S. firm Patriot, Inc. On December 31, 2007 the $/SF exchange rate was 0.77. (Each
Swiss Franc buys 77 cents.) Assume that this is the historical rate, except as noted below. One year later the Swiss Franc had
appreciated to 0.85 $/SF. Scud Co. pays no dividends. The average exchange rate for the year was 0.80 $/SF. Scud pays no taxes.
Assume that inventory is accounted for using the LIFO inventory assumption, was bought and sold evenly throughout the year, and that

COGS is translated at the average rate for the year.

Scud Co. Intl

Balance Sheet (in SF thousands)

Dec. 31, 2007  Dec. 31, 2008



Cash & A/R 400 600

Inventory 500 500
Net Fixed Assets 700 600
Total Assets 1,600 1,700
A/P 100 200
Long-term debt 200 100
Common Stock 1,300 1,300
Retained Earnings 0 100
Total Liabilities 1,600 1,700

Income Statement (in SF thousands)

December 31, 2008

In SF
Sales 7,000
COGS (6,800)
Depreciation (100)
Remeasurement Gain/Loss -
Net Income 100

Assume that the functional currency is the U.S. dollar when answering the following questions.

Question #89 of 154 Question ID: 462431
The level of cash on the 2008 remeasured balance sheet would be:

X A) $480.
v B) $510.
X C) $462.

Explanation

The basis for using the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting) Currency.

The basis for using the temporal method is when Functional Currency = Parent's Presentation Currency.

Since the U.S. dollar is the functional currency and the reporting currency, the temporal method should be used to remeasure the Swiss
Franc into U.S. dollars. With the temporal method monetary assets like cash and monetary liabilities are remeasured at the current
exchange rate. 600SF x 0.85$/SF = $510. (Study Session 6, LOS 21.e)

Question #90 of 154 Question ID: 462432
The level of net fixed assets on the remeasured 2008 balance sheet would be:

v A) $462.
X B) $480.
X C) $510.

Explanation

Net fixed assets are considered non-monetary assets. For non-monetary assets, the temporal method uses the historical rate: 600SF x



0.77%/SF = $462. (Study Session 6, LOS 21.e)

Question #91 of 154 Question ID: 462433

Which of the following ratios may be larger in the presentation currency versus the local currency when translated under the current rate
method?

X A) Net profit margin.

v B) Return on assets.

X C) Current ratio.

Explanation

All pure income statement and balance sheet ratios are unaffected by the application of the current rate method. What we mean by "pure"
is that the components of the ratio all come from the balance sheet, or the components of the ratio all come from the income statement.
Return on assets is a "mixed ratio" because assets come from the balance sheet and are translated at the current rate and net income is
translated at the average rate. Unless the exchange rate doesn't change during the year, the two inputs will be translated at different rates,
and the local currency value of the ratio will change when translated into the reporting currency. The other ratios will always be the same

using the current rate method. (Study Session 6, LOS 21.e)

Question #92 of 154 Question ID: 462434
The level of retained earnings on the remeasured 2008 balance sheet would be:

v A) $101.
X B) $85.
X C) $305.

Explanation

To get this value, we need to finish remeasuring our balance sheet at the appropriate rates. The retained earnings figure will be what

makes the balance sheet balance.

Scud Co. Int'l
Balance Sheet (in SF thousands)

Dec. 31, 2008 Remeasured $

Cash & A/R 600 x 0.85 = 510
Inventory 500 x 0.77 = 385
Net Fixed Assets 600 x 0.77 = 462
Total Assets 1,700 1,357
AP 200 x 0.85 = 170
Long-term debt 100 x 0.85 = 85
Common Stock 1,300 x 0.77 = 1001
Retained Earnings 100 101
Total Liabilities and Owner's Equity 1,700 1,357

(Study Session 6, LOS 21.e)



Question #93 of 154 Question ID: 462435
The level of sales on the remeasured income statement would be:

X A) $5,390.
v/ B) $5,600.
X C) $5,950.

Explanation
Revenues and SG&A use the average exchange rate with both the temporal and current rate methods.

7000SF x 0.80$/SF = $5600

(Study Session 6, LOS 21.e)

Question #94 of 154 Question ID: 462436
The translation gain or loss on the income statement would be:

X A) $25.
X B) $0.
v C) $18.

Explanation

We need to complete our remeasurement of the income statement. Since beginning retained earnings for the year were zero, we know
that net income on the remeasured income must be equal to ending retained earnings. The remeasurement gain or loss is the plug figure

that causes this to be the case.

Income Statement (in SF thousands)

December 31, 2008

Sales 7,000 x 0.80 = $5,600
COGS (6,800) x 0.80 = $5,440
Depreciation 100 x 0.77 = = %77
Income before remeasurement
gain/loss = 83
Remeasurement gain = Plug = $18
Net Income $101
(Study Session 6, LOS 21.e)
Question #95 of 154 Question ID: 462350

Which of the following general statements is most accurate with respect to the current rate method? Revenues:

X A) and operating expenses are translated at the current rate.

X B) are translated at the average rate while operating expenses are translated at the current rate.



v C) and operating expenses are translated at the average rate.

Explanation

As a general rule for the current rate method, all revenues and operating expenses are translated using the average rate.

Question #96 of 154 Question ID: 462394

Hann Company is a U.S. multinational firm with operations in several foreign countries. Hann has a 100% stake in a French subsidiary.
The foreign subsidiary's local currency has appreciated against the U.S. dollar over the latest financial statement reporting period. In
addition, the French firm accounts for inventories using the first in, first out (FIFO) inventory cost-flow assumption. The gross profit

margin as computed under the current rate method would most likely be:

X A) higher than the gross profit margin as computed under the temporal method.
X B) equal to the gross profit margin as computed under the temporal method.

v C) lower than the gross profit margin as computed under the temporal method.

Explanation

The average rate is used to convert sales under both the temporal method and the current rate method. Hence, the only difference
between the two computations is on cost of goods sold (COGS). Since the firm uses FIFO, older materials are flowing into COGS and an
older exchange rate applies. Since in the past the foreign currency bought fewer dollars, the gross profit under the temporal method will be
higher than that of the current rate method.It may help to 'think' that with the current rate method, you use the average rate for COGS,

which makes COGS higher because the currency has appreciated.

Question #97 of 154 Question ID: 462362

Dave Iverson, CFA, is analyzing the recently released financial statement of Global Corp., a large multinational manufacturing company
with production facilities across Europe and Southeast Asia. The company's choice of functional currency is not disclosed, but lverson
does notice that Global Corp. does not have any cumulative translation adjustments (CTA) on its balance sheet. Which of the following

statements is most accurate based upon lverson's observation?

X A) The temporal method of foreign currency translation is used for at least some of its

subsidiaries.
X B) The current rate method of foreign currency translation is used exclusively.

v C) The temporal method of foreign currency translation is used exclusively.

Explanation

The choice of functional currency is the determining factor as to which method of foreign currency translation is utilized. If no CTA
appears on the balance sheet, then the parent currency must be the functional currency for all of the company's subsidiaries and only the

temporal method is used.

Questions #98-103 of 154

A U.S. company has a subsidiary based in Malaysia, which has the following income statement for 2006 and balance sheets for 2005 and



2006 (in million Ringgit).

Sales 1,000
Cost of goods sold 600
Depreciation 80
Operating expenses 120
Earnings before 200
taxes
Taxes 60
Net income 140
Dividends 20

2005 2006
Cash 50 60
Accounts receivables 100 110
Inventories 100 110
Other current assets 100 110
Gross PP&E 700 800
Less accumulated 70 150
depreciation
Net PP&E 630 650
Other fixed assets 20 40
Total assets 1,000 1,080
Account payable 70 80
Current portion of LTD 100 100
Notes payable 100 150
Other current liabilities 30 30
Long-term debt 300 200
Common stock 100 100
Paid in capital 50 50
Retained earnings 250 370

The value of the Ringgit at various times over the past two years is as follows:

January 1, 2005 $0.37

April 1, 2005 $0.38




December 31, 2005 | $0.40

June 30, 2006 $0.47

December 31, 2006 | $0.50

Average for 2005 $0.39

Average for 2006 $0.45

The common stock and long-term debt were originally issued in January of 2005. The fixed assets and first inventory purchases were
made in April of 2005. Additional fixed asset purchases were made in June 2006. Inventory is measured using the FIFO method. It can be
assumed that all of the ending inventory was acquired in June when the last major purchase was made. The operations of the subsidiary

are independent from the operations of the U.S. parent. Inflation over the past three years has averaged 15% per year.

Question #98 of 154 Question ID: 462424

The amount of 2006 cost of goods sold in USD is:

(Note: if needed, use $0.40 as the rate to convert 2005 ending inventory)

X A) $300,000,000.
v B) $270,000,000.
X C) $262,800,000.

Explanation

The basis for using the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting) Currency.

The basis for using the temporal method is when Functional Currency = Parent's Presentation Currency.

Because the operations are independent from the parent, the current rate method will be used. Cost of goods sold should be accounted for
at the average rate for the past year. The amount of cost of goods sold is 0.45 x 600,000,000 = $270,000,000. (Study Session 6, LOS
21.e)

Question #99 of 154 Question ID: 462425
The value of December 31, 2006, gross property, plant, and equipment reported in USD is:

v A) $400,000,000.
X B) $304,000,000.
Xx C) $313,000,000.

Explanation

Because the operations are independent from the parent, the current rate method will be used. Fixed assets should be accounted for at

the current rate. The value is 0.5 x 800,000,000 = $400,000,000. (Study Session 6, LOS 21.e)

Question #100 of 154 Question ID: 462426
The amount of 2006 depreciation expense in USD is:

Xx A) $30,400,000.



X B) $40,000,000.
v C) $36,000,000.

Explanation

Because the operations are independent from the parent, the current rate method will be used. Depreciation should be accounted for at the

average rate for the past year. The amount of depreciation is 0.45 x 80,000,000 = $36,000,000. (Study Session 6, LOS 21.e)

Question #101 of 154 Question ID: 462427
The value of December 31, 2006, inventory reported in USD is:

v A) $55,000,000.
X B) $49,500,000.
Xx C) $51,700,000.

Explanation

Because the operations are independent from the parent, the current rate method will be used. Inventory should be accounted for at the
current rate. The value is 0.50 x 110,000,000 = $55,000,000. (Study Session 6, LOS 21.e)

Question #102 of 154 Question ID: 462428

The value of all financing debt (notes payable, current portion of long-term debt, and long-term debt) on December 31, 2006, reported in
USD is:

X A) $202,500,000.
v B) $225,000,000.
Xx C) $171,000,000.

Explanation

Because the operations are independent from the parent, the current rate method will be used. All debt is considered a monetary liability

and should be accounted for at the current rate. The value is 0.50 x 450,000,000 = $225,000,000. (Study Session 6, LOS 21.e)

Question #103 of 154 Question ID: 462429

The combined value of the common stock and paid in capital on December 31, 2006, reported in USD is:

X A) $75,000,000.
v B) $55,500,000.
X C) $63,000,000.

Explanation

Because the operations are independent from the parent, the current rate method will be used. Common stock should be accounted for at
the historical rate-the rate in effect when it was issued. The value is 0.37 x 150,000,000 = $55,500,000. (Study Session 6, LOS 21.e)

Questions #104-109 of 154



Della Air Lines has recently acquired Australian Puddle Jumpers, Inc. (APJ), a small airline located in Sydney. The Australian dollar has

been chosen by Della as the functional currency for APJ. The balance sheet of APJ is given below as of Dec. 31, 2011 in U.S. dollars.

Assets Liabilities and Equity
Cash $100  Accounts Payable (A/P) $90
Accounts Receivable (A/R) 120 Common Stock 360
Maintenance Supplies 90
Fixed Assets 140
Total Assets $450  Total Liabilities & Equity $450

APJ's income statement for the year ending Dec. 31, 2012 is expressed in Australian dollars as:

Sales 3,500
Total Costs 2,900
Net Income 600

The Australian dollar has steadily depreciated against the U.S. dollar. At Dec. 31, 2011, the exchange rate was 2.5 Australian dollars = $1

but at Dec. 31, 2012, the exchange rate had deteriorated to 3 Australian dollars = $1.

The Dec. 31, 2012 Balance Sheet for APJ is given in Australian dollars as follows:

Assets Liabilities and Equity
Cash 441 AP 210
A/R 330  Common Stock 720
Supplies 291 Retained Earnings 600
Fixed Assets 468
Total Assets 1,530 Total Liabilities & Equity 1,530
Question #104 of 154 Question ID: 462329

On APJ's 2012 income statement, the level of sales in U.S. dollars would be closest to:

7/ A) $1,272.
X B) $1,377.
X C) $1,985.

Explanation
The basis for using the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting) Currency.

The basis for using the temporal method is when Functional Currency = Parent's Presentation Currency.

Since the Australian dollar is the functional currency, use the current rate method. The items in the income statement are translated at the

average exchange rate. The average rate is (2.5 + 3) / 2 = 2.75 Australian dollars per = US$.
Income Statement (in $)
Sales (3,500 / 2.75) $1,272

Costs (2,900 /2.75) $1.055

Net Income $217



(LOS 21.d)

Question #105 of 154 Question ID: 462330
On APJ's 2012 income statement, the level of net income in U.S. dollars would be closest to:

7/ A) $217.
X B) $242.
X C) $229.

Explanation

Since we are using the current rate method, the items in the income statement are translated at the average exchange rate. The average

rate is (2.5 + 3) / 2 = 2.75 Australian dollars per $1.

Income Statement (in $)

Sales (3,500 / 2.75) $1,272

Costs (2,900 / 2.75)  $1.055

Net Income $217
(LOS 21.d)
Question #106 of 154 Question ID: 462331

On APJ's 2012 balance sheet, the level of accounts receivable is U.S. dollars would be closest to:

X A) $132.
X B) $330.
7/ C) $110.

Explanation

Since we are using the current rate method, all balance sheet accounts are translated at the current exchange rate, except for the

common stock account, which is translated at the historical rate.

A/R: (330/3) =110

(LOS 21.d)

Question #107 of 154 Question ID: 462332
For APJ, the conversion to US$ is most likely to result in:
v A) cumulative translation adjustment loss

X B) cumulative translation adjustment gain.

X C) remeasurement gain.

Explanation

APJ shows a net asset:



Total assets A$1,530/ (3.00 A$/USS$) = US$510
Total liabilities A$210/ (3.00 A$/USS) = US$70
Net asset = US$440

Because the functional currency is the local currency, the current rate method is used. When we have a net asset balance sheet
exposure, a weakening foreign currency will result in a negative translation adjustment. AJP's net asset position will result in a cumulative

transaction adjustment loss as the foreign currency, the A$, is depreciating.

Exposure Foreign Currency

Current rate method: Appreciating Depreciating

Net assets Gain Loss

Net liabilities Loss Gain

(LOS 21.d)

Question #108 of 154 Question ID: 462333

If the functional currency is the reporting currency, the exposure and the foreign currency movements are most likely to result in a:

X A) remeasurement gain.
X B) cumulative translation adjustment loss.

v C) remeasurement loss.

Explanation

APJ has a net monetary asset exposure:

Total monetary assets: Cash + A/R and Maintenance supplies A$1,062 / (3.00 A$/US$) = US$354
Total monetary liabilities: A$210 / (3.00 A$/US$) = US$70
Net monetary asset = US$284

Because the functional currency is the reporting currency, the temporal method is used and this means there is remeasurement - a loss

as the foreign currency, the A$, is depreciating.

Exposure Foreign Currency

Temporal method: Appreciating Depreciating

Net monetary assets Gain Loss

Net monetary liabilities Loss Gain

(LOS 21.d)

Question #109 of 154 Question ID: 462334

The cumulative translation adjustment (CTA) is closest to:

X A) again of US$440.
X B) aloss of US$135.
v C) aloss of US$65.

Explanation

Australian Puddle Jumpers



Balance Sheet 2012 (A$) Rate (A$/US$) 2012 (US$)

Cash 441 3.00 $147
AR 330 3.00 $110
Maintenance Supplies 291 3.00 $97
Current assets 1062 $354
Net Fixed Assets 468 3.00 $156
Total Assets 1,530 $510
Accounts payable (A/P) 210 3.00 $70
Common Stock 720 2.50 $288
Retained Earnings 600 from 1/S $217
CTA ($65)
Total equities 1.320 $440
Total Liabilities and equity 1,530 $510
Income Statment 2012

Sales 3,500 2.75 $1,272
Total costs -2,900 2.75 $(1,055)
Net income $217
(LOS 21.f)

Question #110 of 154

Under the current rate method, common stock is translated by using the:

X A) present value of weighted average rate.
X B) exchange rate as of the balance sheet date.

v C) rate that existed when the equity was issued.

Explanation

The historical rate is used.

Question #111 of 154

At what exchange rate are revenues and accounts receivable translated under the current rate method?

Revenues Accounts receivable

X A) Average rate Historical rate
v B) Average rate Current rate

X C) Current rate Current rate

Explanation

Question ID: 462360

Question ID: 462359



Under the current rate method, revenues are translated at the average rate; accounts receivable are translated at the current rate.

Question #112 of 154

An important distinction between the temporal method and the current rate method is that:

v A) the current rate method results in an adjustment to the equity account on the balance

sheet. The temporal method results in a gain or loss appearing on the income

statement.

X B) monetary assets and liabilities are remeasured (temporal method) at historical rates but

translated (current rate method) at current rates.

X C) depreciation and cost of goods sold (COGS) are a function of the current rate under translation

(current rate method), but a function of the average rate under remeasurement (temporal

method).

Explanation

Question ID: 462367

The current rate method results in an adjustment to the equity account on the balance sheet. The temporal method results in a gain or

loss appearing on the income statement. Depreciation and COGS are a function of the average rate under the current rate method, but a

function of the historical rate under the temporal method. Monetary assets and liabilities are use the current rates under both methods.

Questions #113-118 of 154

Geocorp is a global corporation with operations in North America, Asia, and Europe. Its primary business is marketing industrial

machinery for the construction industry. Geocorp has regional headquarters located in New York, Tokyo, and Paris. All North American

and U.S operations report to its regional and world headquarters located in New York, while all Asian operations report to Tokyo, and all

European operations report to Paris.

The following information is relevant to Geocorp's subsidiaries:

= Geocorp has a Canadian subsidiary that reports its results in Canadian dollars (CAD). The CAD is the functional currency.

= All domestic U.S. operations report their results in U.S. dollars (USD).

= All world-wide operations are reported in USD.

= Geocorp's Asian operations report their results in Japanese yen (JPY). The JPY is the functional currency.

= Geocorp has a Chinese subsidiary that reports its results in Chinese yuan renminbi (CNY). The USD is the functional currency.

= Geocorp's European headquarters (in Paris) operations report their results in euros (EUR). The EUR is the functional currency.

= Geocorp has a British subsidiary that reports its results in British pounds (GBP). The USD is the functional currency.

The following table is a summary of selected financial results from Geocorp's foreign operations:

All values are in millions CAD| JPY |CNY|GBP|EUR
Revenues 50 |5,000( 250|150 | 700
Cost of goods sold (COGS) 20 {2,700/ 110 (100 | 480
Gross profit 30 (2,300(140 | 50 | 220
Selling, general & administrative (SGA) expenses| 18 |{1,000| 52 | 29 | 200




EBIT 12 |1,300( 88 | 21 | 10
Cash 35 (4,200( 130 | 102 | 400
Accounts receivable 12 |1,400( 55 | 45 | 170
Inventory 20 (3,900 135|123 | 300
Fixed assets 62 |7,680| 188 (370|450
Accounts payable 27 (3,300| 76 | 68 |350
Long-term debt 70 |8,450(290 | 320 | 550
Common stock 10 (2,000| 150 | 50 | 350

The following exchange rates apply (USD per foreign currency unit):

Currency|Historical Rate|Average Rate|December 31, 2002
CAD USD 0.7013 | USD 0.6803 USD 0.6592
JPY USD 0.0094 | USD 0.0088 USD 0.0082
CNY USD 0.1010 | USD 0.1109 USD 0.1208
EUR USD 0.9801 | USD 1.0318 USD 1.0834
GBP USD 1.4803 | USD 1.5506 USD 1.6209
Question #113 of 154 Question ID: 462445

With respect to the Canadian subsidiary, what method should be used to value its revenues, what is the appropriate exchange rate, and

what is the translated value (in USD)?

X A) Current method, current rate, USD 33.0 million.
X B) Temporal method, average rate, USD 34.0 million.

v C) Current method, average rate, USD 34.0 million.

Explanation
The basis for using the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting) Currency.

The basis for using the temporal method is when Functional Currency = Parent's Presentation Currency.

Self-contained, independent subsidiaries reporting their results in the local currency that is also the functional currency use the current
method. Revenues under the current method are translated using the average rate. Hence, 50 x 0.6803 = USD 34.0 million. (Study
Session 6, LOS 21.e)

Question #114 of 154

Question ID: 462446

With respect to the Japanese subsidiary, what method should be used to value its accounts receivable, what is the appropriate exchange

rate, and what is the translated value (in USD)?

X A) Temporal method, current rate, USD 11.5 million.



X B) Current method, average rate, USD 12.3 million.

v C) Current method, current rate, USD 11.5 million.

Explanation

Self-contained, independent subsidiaries reporting their results in the local currency that is also the functional currency use the current
method. Assets under the current method are translated using the current rate. Hence, 1400 x 0.0082 = USD 11.5 million. (Study Session
6, LOS 21.e)

Question #115 of 154 Question ID: 462447

With respect to the European HQ subsidiary, what method should be used to value its SG&A expenses, what is the appropriate exchange

rate, and what is the translated value (USD)?

v A) Current method, average rate, USD 206.4 million.
X B) Current method, current rate, USD 216.7 million.

X C) Temporal method, average rate, USD 206.4 million.

Explanation

Self-contained, independent subsidiaries reporting their results in the local currency that is also the functional currency use the current
method. Expenses under the current method are translated using the average rate. Hence, 200 x 1.0318 = USD 206.4 million. (Study
Session 6, LOS 21.e)

Question #116 of 154 Question ID: 462448

With respect to the British subsidiary, what method should be used to value its fixed assets, what is the appropriate exchange rate, and

what is the translated value (USD)?

v A) Temporal method, historical rate, USD 547.7 million.
X B) Current method, current rate, USD 599.7 million.

X C) Current method, historical rate, USD 547.7 million.

Explanation

Self-contained, independent subsidiaries reporting their results in the local currency that is NOT the functional currency use the temporal
method. Fixed assets under the temporal method are translated using the historical rate. Hence, 370 x 1.4803 = USD 547.7 million.
(Study Session 6, LOS 21.e)

Question #117 of 154 Question ID: 462449

With respect to the Chinese subsidiary, what method should be used to value its long term debt, what is the appropriate exchange rate,

and what is the translated value (in USD)?

X A) Temporal method, historical rate, USD 29.3 million.
X B) Current method, current rate, USD 35.0 million.

v C) Temporal method, current rate, USD 35.0 million.

Explanation

Self-contained, independent subsidiaries reporting their results in the local currency that is NOT the functional currency use the temporal



method. Long-term debt under the temporal method is considered a monetary liability and is translated using the current rate. Hence, 290
x 0.1208 = USD 35.0 million. (Study Session 6, LOS 21.e)

Question #118 of 154 Question ID: 462450

Which of the following statements is most accurate with respect to accounting for inventory and cost of goods sold (COGS) using last-in

first out (LIFO) under the temporal method?

X A) Inventory is translated at the current rate while COGS is translated at historical rates.
v B) Inventory is translated at historical rates, and COGS is translated at historical rates.

X C) Inventory is translated at historical rates, and COGS is translated at the current rate.

Explanation

If using LIFO, units sold during the year are the ones purchased during the year. Under the temporal method, COGS and inventory would
be translated at historical rates. (Study Session 6, LOS 21.d)

Question #119 of 154 Question ID: 462462
In reality, what best describes the real value of non-monetary assets and liabilities in a hyperinflationary environment?

X A) All non-monetary accounts are re-measured at the current rate.

v B) Typically not affected because their local currency-denominated values increase to offset the

impact of inflation.

X C) Typically not affected because their local currency-denominated values decrease to offset the

impact of inflation.

Explanation

Typically not affected because their local currency-denominated values increase to offset the impact of inflation (i.e., real estate values

typically rise with inflation).

Question #120 of 154 Question ID: 462358

Which of the following general statements is CORRECT with respect to the temporal method? Revenues and operating expenses

(excluding COGS) are translated at the:

X A) historical rate.
v B) average rate.

X C) current rate.

Explanation

As a general rule for the temporal method, all revenues and operating expenses (excluding COGS) are translated using the average rate.

Questions #121-126 of 154



South Seas Inc, a subsidiary of Seven Seas Inc., reported its most recent performance in its local currency (LC) which is the functional
currency. The reporting currency of Seven Seas is the U.S. dollar (USD). South Seas also paid a dividend of 16,000LC at year end, at
which time the exchange rate was 2.00 LC/USD. Last year, Seven Seas reported balance sheet retained earnings of 90,000 USD for its

South Seas subsidiary.

Rates LC/US$
Current rate 2.00
IAverage rate 2.20
Historical rate 2.50
Historical rate for COGS 2.30
Historical rate for depreciation 2.10
Historical rate for ending inventory 2.30
Historical rate for fixed assets 2.10
LC

Revenues 520,000
Cost of Goods Sold (COGS) 225,000
SG&A 100,000
Depreciation 80,000
Income Taxes 46,000
Net Income 69,000

The balance sheet for South Seas is given below.

LC
Cash 25,000
IAccounts Receivable 30,000
Inventory 35,000
Net Fixed Assets 500,000
Total Assets 590,000
lJAccounts Payable 20,000
Long term debt 100,000
Common Stock 250,000
Retained Earnings 220,000
Total Liabilities & Equity 590,000

Question #121 of 154 Question ID: 462336

What is the amount of income Seven Seas should report from its South Seas subsidiary?



X A) 34,500 USD.
v B) 31,400 USD.
x C) 27,600 USD.

Explanation

The current rate method is used when the Functional Currency is NOT the same as the Parent's Presentation (reporting) Currency. The

temporal method is used when the Functional Currency = the Parent's Presentation Currency.

LC Conversion| USD

average

Revenues 520,000 12.20 236,364 rate

average

COGS 225,000 12.20 102,273 rate
average

SG&A 100,000 12.20 45,455 rate
average

Depreciation | 80,000 12.20 36,364 rate

Income average
Taxes 46,000 12.20 20,909 rate
Net Income | 69,000 31,364
(LOS 21.d)
Question #122 of 154 Question ID: 472481

The amount of retained earnings that Seven Seas will report on its balance sheet for its South Seas subsidiary is closest to:

v A) 113,364 USD.
X B) 121,364 USD.
x C) 129,364 USD.

Explanation

Dividends are translated at the rate 2LC/USD. Therefore, the 16,000 LC dividend is equivalent to 16,000LC / 2 = 8,000 USD. Net income
less dividends equals the current period retained earmnings of 31,364 USD - 8,000 USD = 23,364 USD). The balance sheet retained

earnings is the sum of last year's retained earnings and the current period's retained earnings, or 90,000 + 23,364 = 113,364 USD.

(LOS 21.e)

Question #123 of 154 Question ID: 462338

The currency translation adjustment that results from the translation of South Sea's data is closest to?



X A) zero because there is no currency translation adjustment under the current rate method.

v B) 21,600 USD.

X C) -3,300 USD.

Explanation
LC |Conversion| USD
Cash 25,000 /2.00 12,500 current rate
Accounts Receivable | 30,000 12.00 15,000 current rate
Inventory 35,000 /2.00 17,500 current rate
Net Fixed Assets 500,000 /2.00 250,000| current rate
Total Assets 590,000 295,000
Accounts Payable 20,000 /2.00 10,000 current rate
Long Term Debt 100,000 /2.00 50,000 current rate
Common Stock 250,000 /2.50 100,000| historical rate
answer from part

Retained Earnings 220,000 113,364 2
Translation
Adjustment 21,636 plug
Total Liabilities &
Equity 590,000 295,000

(LOS 21.e)

Question #124 of 154

If the temporal method is used, the retaining earnings is closest to:

X A) 21,600 USD.

v B) 120,800 USD.

X C) 90,000 USD.

Explanation

Question ID: 462339

The retained earnings value is the plug figure. The value of total assets is $280,813. Subtracting the accounts payable, long-term debt,

and common stock from the total assets leaves $120,813.

LC Conversion UsD
Cash 25,000 /2.00 12,500 current rate
/Accounts Receivable 30,000 /2.00 15,000 current rate
Inventory 35,000 /2.30 15,217 historical rate for inventory
Net Fixed Assets 500,000 /2.10 238,095 historical rate for fixed assets




Total Assets 590,000 280,813

IAccounts Payable 20,000 /2.00 10,000 current rate

Long Term Debt 100,000 /2.00 50,000 current rate

Common Stock 250,000 /2.50 100,000 historical rate

Retained Earnings 220,000 120,813 280,813 - 10,000 - 50,000 - 100,000
Total Liabilities & Equity 590,000 280,813

(LOS 12.f)

Question #125 of 154

If the functional currency is the US$ then the net income before a remeasurement is closest to:

v A) 34,100 USD.
X B) 4,700 USD.
x C) 8,000 USD.

Explanation

Question ID: 462340

Adjust the income statement by the appropriate rates. For COGS and depreciation, historical rates were given. Average rate is used for all

others.
LC Conversion | USD
Revenues 520,000 /2.20 236,364 average rate
historical rate for
COGS 225,000 /2.30 97,826
COGs
SG&A 100,000 /2.20 45,455 average rate
historical rate for
Depreciation 80,000 /2.10 39,095
depreciation
Income Taxes 46,000 12.20 20,909 average rate
Net Income before
69,000 34,079
remeasurement
(LOS 21.d)
Question #126 of 154

If the functional currency had been to the US$, the currency exposure would have resulted in a:

v A) remeasurement loss.

X B) cumulative translation gain.

X C) remeasurement gain.

Explanation

Question ID: 462341

When the functional currency is the reporting or presentation currency, the temporal method is applied to calculate the remeasurement.

The foreign currency LC has appreciated from 2.50 LC/$ to 2.00 LC/$. There is a net monetary liabilities as the value of the cash and
accounts receivables (LC 25,000 + LC 30,000 = LC 55,000) are less than the value of accounts payable and long-term debt (LC 20,000 +



LC 100,000 = LC 120,000). The foreign currency appreciation along with a net monetary asset liability exposure will result in a

remeasurement loss.

Exposure Foreign Currency

Temporal Method: Appreciating Depreciating

Net monetary assets Gain Loss

Net monetary liabilities Loss Gain

(LOS 21.d)

Question #127 of 154 Question ID: 472479

The local currency is:

X A) the preferred functional currency for subsidiaries that are highly integrated with the

parent.
v B) the same as the functional currency under the current rate method.

X C) translated into the functional currency under the current rate method.

Explanation

The local currency is best described as the currency of the country in which the foreign subsidiary is located. If a subsidiary is highly
integrated with its parent or operating in a high-inflation environment, the functional currency is the parent's currency. Local currencies are

remeasured under the temporal method.

Question #128 of 154 Question ID: 462404

The Schuldes Company had the following reported assets in euros at historical cost for the period ending December 31, 2005.

Cash 134
Accounts receivable 270
Inventory 404
Net fixed assets 1347
Total assets 2155

The exchange rate per was $0.8734 on January 1, 2005 and $0.9896 on December 31, 2005. The average exchange rate for the year 2005

was $0.8925. The total assets of Schuldes using the current rate method are:

X A) $2,178.
v/ B) $2,133.
X C) $1,923.

Explanation

With the current rate method all balance sheet items except common stock use the current exchange rate to translate the functional

currency into the reporting currency.

2155 x $0.9896 = $2,133.



Questions #129-134 of 154

Neptune Corporation (Neptune) is a U.S. company located in Detroit, Michigan. Neptune supplies exhaust emission systems to

manufacturers of passenger cars and light duty trucks. In January 2006, Neptune formed a wholly owned subsidiary, Continental Systems

GmbH (Continental), to supply automotive manufacturers located throughout Europe. Continental is located in Stuttgart, Germany.

Continental's most recent financial statements, denominated in euros, are provided in Exhibit 1.

Exhibit 1: Continental Systems GmbH

Income statement

Year ended December 31

(in thousands) 2008
Sales revenue 76,000
Cost of goods sold (48,000)
Administrative expense (4,000)
Depreciation expense (6,000)
Interest expense (4,800)
Tax expense (5,760)
Net income 7,440
Balance sheet

As of December 31

(in thousands)

Assets 2008 2007
Cash 8,800 8,000
Accounts receivable 44,000 42,000
Inventory 16,800 16,000
Fixed assets, at cost 97,200 88,000
Accumulated depreciation (42,000) (36,000)
Total assets 124,800 118,000

Neptune has net monetary assets and reports its consolidated financial statements in U.S. dollars. The euro has been consistently

appreciating against the dollar.

Continental accounts for its inventory using the first-in, first-out (FIFO) cost flow assumption. Fixed assets consist of machinery, tools,

and equipment. All of the fixed assets were acquired at the beginning of 2006.

All of Neptune's U.S. employees are covered by a defined benefit pension plan. The plan is noncontributory and the benefits are based on

years of service and employee earnings. Both ABO and PBO currently exceed the fair value of pension plan assets.

Question #129 of 154

Question ID: 462374

Which of the following components of the projected benefit obligation is most likely to increase every year as a direct result of the

employee working another year for the company?

X A) Benefits paid.



v B) Current service cost.

X C) Interest cost.

Explanation

The current service cost is the present value of new benefits earned by the employee working another year. Current service cost
increases the PBO. Note that the interest cost increases every year regardless of whether the employee works another year or not.
(Study Session 6, LOS 21.c)

Question #130 of 154 Question ID: 462375

Which of the following are the most likely impacts on gross profit margin and net profit margin, assuming the temporal method is used to

remeasure Continental's financial statements?

X A) Only gross profit margin will be higher.
X B) Only net profit margin will be higher.
v C) Both will be higher.

Explanation

Under the temporal method, sales are remeasured at the average rate, and cost of goods sold is remeasured at the historical rate. Since
the euro is appreciating relative to the dollar, sales will be higher when stated in dollars. Because cost of goods sold is remeasured at the
historical rate, it does not reflect the appreciating euro. Therefore, appreciating sales, without a corresponding increase in cost of goods

sold, will result in higher gross profit margin.

Under the temporal method, exposure is defined as the firm's net monetary asset or net monetary liability position. Continental is holding
net monetary assets (monetary assets exceed monetary liabilities), and the position is increasing. Holding net monetary assets when the
euro is appreciating will result in the recognition of a gain in the income statement. The gain results in higher net income and, thus, higher

net profit margin. (Study Session 7, LOS 22.c)

Question #131 of 154 Question ID: 462376

Which of the following are the most likely impacts on the operating profit margin and the long-term debt-to-equity ratio, assuming the

current rate method is used to translate Continental's financial statements?

X A) Long-term debt-to-equity ratio will be higher.
X B) Operating profit margin will be higher.

v C) Neither ratio will change.

Explanation

Under the current rate method, all revenues and all expenses are translated at the average rate. Consequently, the subtotals (gross profit,
operating profit, and net profit) are translated at the average rate. Translating the numerator (operating profit) and the denominator (sales)

at the same rate will have no impact on the ratio.

Under the current rate method, all assets and all liabilities are translated at the current rate. In order for the balance sheet equation to
balance, total shareholders' equity must also be translated at the current rate. Translating the numerator (long-term debt) and the

denominator (shareholders' equity) at the same rate will have no impact on the ratio. (Study Session 7, LOS 22.c)

Question #132 of 154 Question ID: 462377



When stated in U.S. dollars, would Continental most likely report a higher fixed asset turnover ratio and a higher quick ratio under the

temporal method, as compared to the current rate method?

X A) Only the quick ratio will be higher under the temporal method.
X B) Both ratios will be higher under the temporal method.

v C) Only fixed asset turnover will be higher under the temporal method.

Explanation

Continental would report a higher fixed asset turnover ratio (sales/fixed assets) under the temporal method because sales are translated at
the same rate under both methods (the average rate), but fixed assets would be translated at the lower historical rate (because the euro is

appreciating) under the temporal method. Therefore, the ratio will be higher.

Continental would not report a higher quick ratio under the temporal method. Actually, the quick ratio would be the same under both
methods. Continental's quick assets include cash and accounts receivable. Quick assets and current liabilities are converted at the

current rate under both methods. (Study Session 7, LOS 22.c)

Question #133 of 154 Question ID: 462378
Which of the following statements about the temporal method and the current rate method is /east accurate?

X A) Netincome is generally more volatile under the temporal method than under the current

rate method.

v B) Subsidiaries whose operations are well integrated with the parent will generally use the current

rate method.

X C) Subsidiaries that operate in highly inflationary environments will generally use the temporal

method under U.S. GAAP.

Explanation

Subsidiaries whose operations are well integrated with the parent will generally use the parent's currency as the functional currency.

Remeasurement from the local currency to the functional currency is done with the temporal method. (Study Session 7, LOS 22.c)

Question #134 of 154 Question ID: 462379

If Neptune was to increase the discount rate used in calculating the pension obligations, which of the following would be most correct,

concerning its net income and the funded status of the pension plan?

v A) Higher net income, with a higher funded status.
X B) Higher net income, with a lower funded status.

X C) Lower net income, with a higher funded status.

Explanation

Service cost, a component of pension expense, is a present value calculation. Consequently, an increase in the discount rate will lower

the service cost. A lower service cost will result in lower pension expense. Lower pension expense will result in higher net income.

The funded status is equal to the difference in the fair value of the plan assets and PBO. Since service cost is also a component of PBO,
an increase in the discount rate will result in a lower PBO. A lower PBO will result in a higher funded status (more funded). (Study Session

6, LOS 21.c)



Questions #135-140 of 154

Deborah Ortiz, CFA®, is the director of Global Research for F.E. Horton & Co. Ortiz recently hired two junior analysts, Tina Hirauye and
Dominique Wilkins to assist in the financial statement analysis of global conglomerates. Hirauye and Wilkins are both Level |l candidates
in the CFA® Program, so Ortiz thought they would be the ideal people to work on a project dealing with consolidating the results of foreign

operating units in the financial statements of the global parent.

Before starting on the project, Ortiz has a meeting with Hirayue and Wilkins to discuss the use of different currencies in a company's
operations. At the meeting, Hirayue states that when analyzing multinational firms, there cannot be a difference between local and
functional currencies. Wilkins disagrees with her and states that there can be a difference between local and functional currencies, but
only if the parent of the subsidiary operates in a hyperinflationary environment. After another 30 minutes of discussion, Ortiz concludes
the meeting by telling them to make sure they understand the different accounting rules for remeasurement and translation, under SFAS

52.
Hirauye and Wilkins are given projects involving three different firms:

+ Molsan Industries is a Canadian multinational firm with a subsidiary in Japan. The subsidiary has operations in both Japan and
Singapore.

¢ Tylo Corporation is a multinational firm based in France. Tylo does business on a global basis, but prepares and issues consolidated
financial statements in U.S. dollars. Tylo has a subsidiary that does business in the United Kingdom. The majority of the cash that
the subsidiary generates and expends is denominated in British Pounds (GBP).

+ Neslarone is based in Switzerland and generates the majority of its cash in Swiss Francs (CHF). The firm issues and prepares its

consolidated financial statements in U.S. dollars.

Hirauye and Wilkins spend the morning reviewing the details of their assignment and decide to take a break for lunch at a restaurant
across the street from F.E. Horton & Co.'s headquarters. They agree that they have a challenging task and both are nervous about turning
in their consolidated financial statements to Ortiz on the following day. At the restaurant, the two junior analysts run into two F.E. Horton
senior analysts, Brad Windbigler and Elizabeth Alvarez, and the four of them decide to eat lunch together. Windbigler and Alvarez recently
found out that they both passed Level Il of the CFA® Exam, and, upon hearing about the task assigned by Ortiz, they are eager to help
their two junior colleagues. Windbigler states that the current exchange rate is defined as the exchange rate between functional and
reporting currencies at the balance sheet date, excluding all of a firm's hedging activities. Alvarez also tries to offer assistance by stating
that the correct exchange rate to use for monetary assets and liabilities when applying the temporal method is the average rate. When

lunch is over, Hirauye and Wilkins thank their colleagues for their advice and go back to work to finish their assignment.

Question #135 of 154 Question ID: 462303
Regarding the statements made at the meeting:

X A) Hirauye's statement is incorrect; Wilkins' statement is correct.
v B) Hirauye's statement is incorrect; Wilkins' statement is incorrect.

X C) Hirauye's statement is correct; Wilkins' statement is correct.

Explanation

The basis for using the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting) Currency.

The basis for using the temporal method is when Functional Currency = Parent's Presentation Currency.

Hirauye and Wilkins both make incorrect statements regarding local and functional currencies. A foreign subsidiary may have a local
currency but designate another currency as its functional currency. The functional currency is defined as the currency of the primary

environment in which the subsidiary generates and expends cash, but the choice of the functional currency is ultimately a function of



management's judgment. Wilkins is also incorrect because the rate of inflation does not necessarily have an impact on designated

currencies. (Study Session 6, LOS 21.a)

Question #136 of 154 Question ID: 462304

Hirauye is working on consolidating the financial statements of Molsan Industries' Japanese subsidiary. Under SFAS 52, regarding

Foreign Currency Translation, if:

X A) more than half of the subsidiary's revenue is from Japanese sources, then the results of
the Singapore operation are translated into Japanese yen and then translated into

Canadian dollars.

v B) management determines that the subsidiary's functional currency is the Japanese yen, the
results of the Singapore operation are first remeasured into Japanese yen and then translated

into Canadian dollars.

X C) management determines that the subsidiary's functional currency is the Singapore dollar, then

the results of the Singapore operation are remeasured into Canadian dollars.

Explanation

The functional currency is determined by management. Financial data are remeasured into the functional currency chosen by

management and then translated into the reporting currency. (Study Session 6, LOS 21.a)

Question #137 of 154 Question ID: 462305

Wilkins has been tasked with analyzing Tylo Corporation, and is trying to distinguish between the various currencies employed in Tylo's

operations. Concerning the UK subsidiary's functional and reporting currencies the:

X A) parent firm (Tylo) is headquartered in France, therefore the functional currency is the

Euro, and the reporting currency is the U.S. dollar.
v B) functional currency is the British Pound; reporting currency is the U.S. dollar.

X C) functional currency and reporting currency are the U.S. dollar.

Explanation

The functional currency is defined as the currency of the primary economic environment in which the subsidiary generates and expends
cash. Although the functional currency can be chosen by management, because we are told that Tylo's UK subsidiary generates and
expends cash in British Pounds, the British Pound is the best choice for the functional currency. The reporting currency is the currency in

which the parent firm prepares final consolidated statements, which in this case is the U.S. dollar. (Study Session 6, LOS 21.a)

Question #138 of 154 Question ID: 462306

Ortiz had told the junior analysts to make sure they understand the different accounting rules under SFAS 52. When referring to foreign

exchange rates, the difference between remeasurement and translation is that remeasurement:

X A) and translation refer to the same process of translating the functional currency into the

reporting currency.

v B) refers to the conversion of local currency into the functional currency; translation is the

conversion of the functional currency into the reporting currency.

X C) is used to describe historical exchange rates while translation is used for current rates.



Explanation

Translation is between functional and reporting currency. Remeasurement occurs between local and functional currencies. (Study Session
6, LOS 21.a)

Question #139 of 154 Question ID: 462307
Regarding the statements made at lunch:

X A) Windbigler's statement is correct; Alvarez's statement is correct.
X B) Windbigler's statement is incorrect; Alvarez's statement is incorrect.

v C) Windbigler's statement is correct; Alvarez's statement is incorrect.

Explanation

Windbigler's statement is correct. The current rate is defined as the market rate in effect at the balance sheet date. Hedging activities do
not affect the rate, but affect the gain or loss from changes in exchange rates. Alvarez's statement is incorrect. The correct exchange rate

to use for monetary assets and liabilities when applying the temporal method is the current rate. (Study Session 6, LOS 21.c)

Question #140 of 154 Question ID: 462308

Wilkins and Hirauye are working on constructing the consolidated statements for Neslarone. They know that after they convert from Swiss
Francs (CHF) to U.S. dollars (USD), they will be left with a foreign currency adjustment that needs to be included on the financial

statements. To convert from CHF to USD, the analysts should use the:

X A) temporal method and they should record the foreign currency adjustment on the

income statement.

X B) current rate method and they should record the foreign currency adjustment on the income

statement.

v C) current rate method and they should record the foreign currency adjustment on the balance

sheet.

Explanation

Neslarone is based in Switzerland and generates the majority of its cash in CHF, meaning the local and functional currencies are both
CHF. The firm issues financial reports in USD, so the dollar is the reporting currency. The process of converting from the functional
currency to the reporting currency is translation and the correct method to use is the current rate method. When using the current rate

method, the foreign currency adjustment is recorded in the equity section of the balance sheet. (Study Session 6, LOS 21.d)

Question #141 of 154 Question ID: 462313

Edmonton Qilfield Supply has made an equipment sale in Venezuela in the amount of VEF 15,000,000. On the day of the sale, the
exchange rate is 1.7519 VEF per 1 Canadian dollar. 90 days later, when the Venezuelan firm pays for the equipment, the exchange rate is

1.6326. As a result of the change in the exchange rate, Edmonton will recognize a:

X A) loss of $1,789,500.
X B) gain of $1,096,104.
v C) gain of $625,666.



Explanation

On the day of the sale, Edmonton will record an account receivable of 15m/1.7519 = $8,562,133. When the payment is received and
converted to CAD, the realized amount will be 15m/1.6326 = $9,187,799. As a result of the appreciating VEF, Edmonton will realize a gain
of $9,187,799 - 8,562,133 = CAD 625,666.

Question #142 of 154 Question ID: 462392

The Herlitzka Company, a U.S. multinational firm, has a 100% stake in a Swiss subsidiary. The Swiss franc (SF) has been determined to
be the functional currency. All the common stock of the subsidiary was issued at the beginning of the year and the subsidiary uses the
FIFO inventory cost-flow assumption. In addition, the value of the SF is as follows:

Beginning of year $0.5902

Average throughout the year $0.6002

End of year $0.6150

The SF-based balance sheet and income statement data for the Swiss subsidiary are as follows:

Accounts receivable = 3,000
Inventory = 4,000
Fixed assets =12,000
Accounts payable = 2,000
Long-term debt = 5,000
Common stock = 10,000
Retained earnings = 2,000
Net income = 2,000

The translated value of accounts receivable and inventory respectively are:

v A) $1,845 and $2,460.
X B) $1,845 and $2,401.
X C) $1,801 and $2,401.

Explanation

The basis for using the current rate method is when Functional Currency is NOT the same as Parent's Presentation (reporting) Currency.

The basis for using the temporal method is when Functional Currency = Parent's Presentation Currency.

Since the SF is the functional currency, then the current rate method is employed to translate the SF amounts into USD. Hence, A/R =
0.615 x 3,000 = $1,845 and 0.615 x 4,000 = $2,460.

Question #143 of 154 Question ID: 462464

(Assume U.S. GAAP for this question.) For a subsidiary in a hyperinflationary economy, the functional currency should be the:



v A) Parent's currency.
X B) Local currency.

X C) Subsidiary's operating currency.

Explanation

The functional currency should be the parent's currency. Under IFRS, the firm would restate the financials for inflation, and then translate

under the current rate method.

Question #144 of 154 Question ID: 462388

The Herlitzka Company, a U.S. multinational firm, has a 100% stake in a Swiss subsidiary. The U.S. dollar (USD) has been determined to
be the functional currency. All the common stock of the subsidiary was issued at the beginning of the year and the subsidiary uses the

weighted-average inventory cost-flow assumption. In addition, the value of the SF is as follows:

Beginning of year $0.5902
Average throughout the year ~ $0.6002
End of year $0.6150

The SF-based balance sheet and income statement data for the Swiss subsidiary are as follows:

Accounts receivable = 3,000
Inventory = 4,000
Fixed assets = 12,000
Accounts payable = 2,000
Long-term debt = 5,000
Common stock = 10,000
Retained earnings = 2,000
Net income = 2,000

The total value of net monetary assets is equal to:

7/ A) -4,000 SF.
X B) 12,000 SF.
X C) 3,000 SF.

Explanation

Monetary assets and liabilities include cash, A/R, A/P and Long-term debt. Hence, net monetary assets is equal to 3,000 - (2,000 +
5,000) = -4,000 SF.

Question #145 of 154 Question ID: 462463
A hyperinflationary economy is typically defined as one that has:

X A) cumulative inflation that exceeds 100% over a twelve-year period.

X B) aninflation rate that exceeds 10% per year for three consecutive years.



v C) cumulative inflation that exceeds 100% over a three-year period.

Explanation

The typical definition is that cumulative inflation exceeds 100% over a three-year period.

Question #146 of 154 Question ID: 462465
Which translation method should be used under a hyperinflationary economy when using U.S. GAAP?

X A) All-current, because dividends are translated at the rate that applied when they were

issued.
v B) Temporal, because all non-monetary accounts are re-measured at the historical rate.

X C) Monetary/non-monetary, because all monetary accounts are translated at the historical rate.

Explanation

The temporal method is more appropriate because all non-monetary accounts are remeasured at the historical rate. Under IFRS, the

financials would be restated for inflation, and then translated under the current rate method.

Question #147 of 154 Question ID: 462309

Sycamore Systems sold $5 million worth of software on December 1, 20X1 to a Japanese company with payment denominated in

Japanese yen to be received in two months. Sycamore's year end is 31st December. Payment was received on 31 Jan 20X2.

Exchange rates (1 USD)
1 Dec 20X1 95
31 Dec 20X1 90
31 Jan 20X2 35

The amount of transaction gain/loss recorded by Sycamore on its income statement for the year ending 31 Dec 20X1 is closest to:

X A) loss of $300,000.
v B) gain of $280,000.
X C) gain of $580,000.

Explanation

Sale amount = $5 million x 95 = 475 million yen. Accounts receivable on sale date = $5 million.
Accounts receivable at year-end = 475 million yen/90 = $5.28 million

The appreciation of the yen resulted in a gain of $280,000 on the balance sheet date and would be recognized in the income statement.

Questions #148-153 of 154



Navratov Corp. is a designer and manufacturer of high end sporting goods. The majority of the firm's business comes from Olympic
athletes from Russia and the United States. On January 1, 2003, Navratov was purchased by a U.S. competitor, Evert Industries.
Because Evert's business focuses on professional athletes in North America and Asia, Evert's management feels the acquisition of

Navratov is a natural extension of their business and that buying the Russian firm should generate economies of scale.

Peter Capriati is an analyst for Evert and has been assigned the task of integrating Navratov's financial statements into Evert's. Capriati
knows that Evert's management pays a great deal of attention to making sure the firm's financial ratios are above the industry average.
Because Navratov's sales are split evenly between the U.S. and Russia, management has given him the flexibility to designate the either
the Ruble (Navratov's local currency) or the U.S. dollar (Evert's reporting currency) as Navratov's functional currency. As a result of
choosing the functional currency, Capriati will use either the temporal or current rate method to convert Navratov's financial statements,

depending on which method will have the most favorable impact on Evert's financial ratios.

Selected financial data for Navratov Corp is shown below:

Navratov Corporation
Income Statement (in Russian Rubles)

12 months ended December 31, 2003

Revenue 7,400,000
Cost of Goods Sold (COGS)|(5,200,000)
Depreciation (1,200,000)
Taxes (250,000)
Net Income 750,000
Navratov Corporation
Balance Sheet (in Russian Rubles)
December 31, 2002
Assets Liabilities and Equity
Cash 500,000(|Accounts Payable 3,450,000
Accounts Receivable| 2,500,000(|Long Term Debt 5,000,000
Inventory 3,700,000{|Common Stock 3,500,000
Net Fixed Assets 6,000,000(|Retained Earnings 750,000
Total Assets 12,700,000||Total Liabilities and Equity|12,700,000
Navratov Corporation
Balance Sheet (in Russian Rubles)
December 31, 2003
Assets Liabilities and Equity
Cash 1,000,000 ||Accounts Payable 2,000,000
Accounts Receivable| 2,500,000 ||Long Term Debt 5,000,000




Inventory 3,700,000 [{Common Stock 3,500,000

Net Fixed Assets 4,800,000 ||Retained Earnings 1,500,000

Total Assets 12,000,000||Total Liabilities and Equity|12,000,000

+ Navratov Corp. did not pay dividends in 2003.

¢ The common stock was acquired on January 1, 2002.

e January 1, 2003 retained earnings in USD is $300,000.

« Depreciation is being taken on a straight-line basis over ten years for equipment which was acquired on January 1, 2002, at a cost of
12,000,000 rubles.

¢ Navratov uses FIFO inventory accounting and goods were sold evenly throughout the year. The average rate applicable to inventory
and COGS is $0.37 / ruble.

Exchange rates:

e January 1, 2002, $0.40 / ruble

e January 1, 2003, $0.40 / ruble

« June 30, 2003, $0.37 / ruble (avg. rate)
o December 31, 2003, $0.33 / ruble

Question #148 of 154 Question ID: 462417
Which of the following statements about the temporal method and the current rate method is least accurate?

v A) Subsidiaries whose operations are well integrated with the parent will generally use the

current rate method.

X B) Subsidiaries that operate in highly inflationary environments will generally use the temporal

method under U.S. GAAP.

X C) Net income is generally more volatile under the temporal method than under the current rate

method.

Explanation

Subsidiaries whose operations are well integrated with the parent will generally use the parent's currency as the functional currency.

Remeasurement from the local currency to the functional currency is done with the temporal method. (Study Session 6, LOS 21.d)

Question #149 of 154 Question ID: 462418

If Capriati uses the current rate method to translate Navratov's income statement, the net profit margin will be:

X A) 11.7%.
X B) 8.6%.
7/ C) 10.1%.

Explanation

The net profit margin is a pure income statement ratio, meaning it will be unaffected by the application of the current rate method. The

calculation is shown below:

Under the current rate method, all income statement accounts will be translated at the average rate.



Revenue 7,400,000 $0.37  $2,738,000

Cost of Goods Sold (5,200,000) $0.37  (1,924,000)
(COGS)

Depreciation (1,200,000) $0.37 (444,000)
Taxes (250,000) $0.37  (92,500)
Net Income 750,000 $0.37 $277,500

Note that under the current rate method, since all income statement accounts are translated at the same average rate, you do not have to

translate the income statement to get the correct answer. (750,000 / 7,400,000) = 10.1%. (Study Session 6, LOS 21.e)

Question #150 of 154 Question ID: 462419

What is the difference in the translated receivables turnover ratio for Navratov Corp. between the temporal and current rate methods? The

receivables tumnover rate is:

v A) the same under both methods.
X B) lower under the current rate method by 0.30x.

X C) higher under the current rate method by 0.36x.

Explanation

The receivables turnover ratio is calculated as (sales / receivables). Under the both the current rate and temporal methods, sales are
translated at the average rate, while receivables are translated at the current rate. Since both the sales and receivables components are

translated at the same rate, there will be no difference in the ratios between the two methods. (Study Session 6, LOS 21.e)

Question #151 of 154 Question ID: 462420

What is the difference in the total asset turnover ratio for Navratov Corp. between the temporal and current rate methods? The total asset

turnover ratio is:

X A) lower under the current rate method.
X B) the same under both methods.

v C) higher under the current rate method.

Explanation

The total asset turnover ratio = (sales / total assets)

We can see from the exchange rates that the Russian ruble is depreciating (it takes fewer dollars to buy a ruble). With a depreciating local
currency, sales are going to be the same under either method, since sales are translated at the average rate. Assets on the other hand
will be higher under the temporal method, and lower under the current rate method. This is because all assets are translated at the current
rate under the current rate method (which has the lower exchange rate), and at different rates under the temporal method (which is has
fixed assets converted at the higher historical rate). With the same numerator and lower denominator, the current rate method will lead to

the higher total asset turnover ratio. (Study Session 6, LOS 21.e)

Question #152 of 154 Question ID: 462421



Given the observed appreciation or depreciation of the ruble versus the U.S. dollar, which of the following statements regarding Navratov's

leverage ratios under the temporal method compared to the current rate method is most accurate? The temporal method will lead to a:

v A) lower debt-to-equity ratio and a lower debt-to-capital ratio.
X B) higher debt-to-equity ratio and a higher debt-to-capital ratio.

X C) higher debt-to-equity ratio and a lower debt-to-capital ratio.

Explanation
Since it is taking fewer dollars to buy a ruble, the exchange rate is depreciating.

Both the debt-to-equity and debt-to-capital ratios will be lower under the temporal method versus the current rate method if a foreign
currency is depreciating. Under both methods, long term debt and accounts payable are both translated at the current exchange rate, so

those are the same.

Equity under the temporal method is effectively translated at a mixed rate under the temporal method, and the current rate under the
current rate method. Since the currency is depreciating, the equity value will be higher under the mixed rate scenario. With the same debt

and higher equity, the temporal method will lead to a lower debt-to-equity ratio than the current rate method.

Assets under the temporal method are also effectively translated at a mixed rate under the temporal method, and the current rate under
the current rate method. Since the currency is depreciating, the asset value will be higher under the mixed rate scenario. With the same
debt and higher assets, the temporal method will lead to a lower debt-to-capital ratio than the current rate method. (Study Session 6, LOS

21.e)

Question #153 of 154 Question ID: 462422

Capriati has completed his research and has summarized his findings in a report for Evert's management. Which of the statements made

in Capriati's report is least accurate?

X A) The statement of cash flows for Navratov Corp should be the same under both the

temporal and current rate methods of translation.

X B) A depreciating foreign currency will have a smaller impact on Evert's consolidated financial

statements than an appreciating foreign currency.

v C) Evert would prefer the temporal method for reporting its gross profit margin if the Russian

Ruble was depreciating.

Explanation

If the ruble was depreciating, Evert would report a higher gross profit margin under the current rate method. Under both the temporal and
current rate methods, revenues are translated at an average rate, while COGS are translated at a historical rate under the temporal
method and an average rate under the current rate method. A depreciating currency means that COGS would be higher under the temporal
method, resulting in a lower gross profit margin. The other statements are true - an appreciating foreign currency tends to have the largest
impact on the parent company's financials and the statement of cash flows should theoretically be the same under both methods but flow

effects from changing rates will have an impact on reporting currency methods. (Study Session 6, LOS 21.d)

Question #154 of 154 Question ID: 462414

The Precision Screen Printers (PSP) Company has a foreign subsidiary, the Acer Tool & Die Company, located in the country of Rolivia.
The currency of Rolivia is the Chad. The balance sheet and income statement of Acer Tool & Die Company for the year-ended December

31, 2002, is shown below. The balance sheet has been restated using the U.S. dollar as the functional currency.



Acer Tool & Die Company Balance Sheet
As of December 31, 2002

Chad Exchange Rate U.S. $
(millions) (Chad/US$) (millions)

Cash 20 0.25 $80
Accounts receivable 30 0.25 120
Inventory 100 0.3125 320
Fixed assets (net) 500 0.3333 1.500
Total assets 650 $2,020
Accounts payable 50 0.25 $200
Capital stock 380 0.3333 1,140
Retained earnings 220 - 680
Total liabilities and equity 650 $2,020

Acer Tool & Die Company Income Statement
For year ending December 31, 2002

(Amounts in millions of Chad)

Revenues 1,000
Cost of sales 700
Depreciation expense 50
Selling expense 30
Net income 220

The exchange rate at the beginning of 2002 was 0.3333 Chad/US$. The exchange rate at the end of 2002 was 0.25 Chad/US$. The
average rate for 2002 is 0.3125 Chad/US$. Beginning inventory is 90 Chad. Acer Tool & Die uses FIFO inventory valuation and

depreciates fixed assets using the straight-line method.

Using the current rate method for the Acer Tool & Die Company, what is the value of total assets after translation?

X A) $1,950.
7/ B) $2,600.
X C) $2,020.

Explanation

With the current rate method, all balance sheet items except for common stock are translated at the current rate. Total assets = 650 /

0.25 = $2,600.






