
current rate method vs temporal method

current rate method vs temporal method represents a fundamental comparison in
accounting for foreign currency translation. These two methods are pivotal in
consolidating financial statements of multinational corporations that operate
in different currency environments. Understanding the distinctions between
the current rate method and temporal method is essential for accurate
financial reporting and compliance with accounting standards such as GAAP and
IFRS. This article explores the definitions, applications, advantages, and
implications of both methods, highlighting their impact on financial results
and balance sheet presentation. Additionally, practical examples and
scenarios where each method is appropriate will be discussed. This
comprehensive review serves as a valuable resource for accountants, auditors,
and financial analysts who deal with foreign currency translation issues.
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Overview of Foreign Currency Translation

Foreign currency translation is the process by which companies convert the
financial statements of foreign subsidiaries into the parent company’s
reporting currency. This process is necessary because multinational
corporations operate in diverse currency environments, and consolidation
requires consistency in reporting currency. The translation process affects
both the balance sheet and income statement accounts, influencing reported
assets, liabilities, revenues, and expenses.

Two primary methods are commonly used for foreign currency translation: the
current rate method and the temporal method. Each method applies different
exchange rates to various financial statement components, leading to
differences in reported financial outcomes. The choice between these methods
depends on factors such as the functional currency of the subsidiary and the
nature of its operations.

Understanding the Current Rate Method

The current rate method, also known as the closing rate method, is a foreign
currency translation approach that translates all assets and liabilities at
the current exchange rate on the balance sheet date. This method assumes the
foreign subsidiary operates with a functional currency different from the



parent company’s currency and that the subsidiary is relatively self-
contained and independent.

Application of the Current Rate Method

Under the current rate method, the translation process involves:

Assets and liabilities being translated at the exchange rate prevailing
at the balance sheet date.

Revenues and expenses being translated at the average exchange rate
during the reporting period.

Equity accounts being translated at historical exchange rates, with
common stock and additional paid-in capital remaining at their original
rates.

Translation adjustments arising from exchange rate fluctuations being
recorded in other comprehensive income, not affecting net income.

This method emphasizes the economic environment of the subsidiary’s
functional currency, reflecting the current exchange rates and resulting in
translation gains or losses reported in equity.

Exploring the Temporal Method

The temporal method, sometimes referred to as the historical rate method, is
another approach to foreign currency translation. This method is typically
applied when the foreign subsidiary’s functional currency is the same as the
parent company’s currency or when the subsidiary’s operations are heavily
integrated with the parent.

Application of the Temporal Method

In the temporal method, translation rules differ based on the nature of the
asset or liability:

Monetary assets and liabilities (such as cash, receivables, and
payables) are translated at the current exchange rate.

Non-monetary assets and liabilities (such as inventory, property, plant,
and equipment) are translated at historical exchange rates—the rates in
effect when the assets were acquired.

Revenues and expenses are translated at exchange rates prevailing when
they were recognized, often approximated by average rates for the
period.

Translation gains and losses are recognized in the income statement,
affecting reported net income.

The temporal method reflects the historical cost concept and aligns with the
reality that certain assets and liabilities do not fluctuate in value with
exchange rate changes.



Key Differences Between Current Rate and
Temporal Methods

While both the current rate method and temporal method are used for foreign
currency translation, they differ fundamentally in their approach and impact
on financial statements.

Comparison of Translation Rates Used

The primary difference lies in the exchange rates applied to financial
statement components:

Current Rate Method: Uses current exchange rates for all assets and
liabilities, with equity at historical rates.

Temporal Method: Applies current rates for monetary items and historical
rates for non-monetary items.

Impact on Financial Statement Presentation

Another key distinction is how translation adjustments are treated:

Current Rate Method: Translation adjustments are recorded in other
comprehensive income (equity), avoiding volatility in net income.

Temporal Method: Translation gains and losses affect the income
statement directly, causing fluctuations in net income.

Functional Currency Considerations

The choice between methods is influenced by the subsidiary’s functional
currency:

Current Rate Method: Used when the foreign operation’s functional
currency differs from the parent company’s currency.

Temporal Method: Applied when the foreign operation’s functional
currency is the same as the parent’s or when the subsidiary is closely
integrated.

Impact on Financial Statements

The selection of either the current rate method or temporal method
significantly affects the reported financial position and performance of
multinational companies. This impact is visible in the balance sheet, income
statement, and equity section.



Balance Sheet Effects

Under the current rate method, the entire balance sheet is translated at
current exchange rates, which may lead to changes in reported asset and
liability values due to currency fluctuations. In contrast, the temporal
method maintains historical cost for non-monetary assets, resulting in less
fluctuation except for monetary items.

Income Statement Effects

The temporal method causes translation gains and losses to flow through the
income statement, which can increase volatility in reported earnings. The
current rate method defers these translation adjustments to equity,
stabilizing net income but potentially affecting equity balances.

Equity Section Effects

Translation adjustments under the current rate method are reported in a
separate component of equity, often termed as cumulative translation
adjustments. This treatment preserves net income but causes equity to
fluctuate with exchange rates. The temporal method does not impact equity
directly with translation adjustments but affects retained earnings through
net income changes.

When to Use Each Method

The determination of whether to use the current rate method or the temporal
method depends on the economic environment of the foreign operation and
accounting standards.

Criteria for Using the Current Rate Method

The current rate method is appropriate when the foreign subsidiary’s
functional currency differs from the parent’s and when the subsidiary
operates independently. This method emphasizes the economic reality of the
subsidiary’s environment, with financial statements reflecting current
exchange rates.

Criteria for Using the Temporal Method

The temporal method applies when the foreign operation’s functional currency
is the same as the parent’s or when the subsidiary is highly integrated with
the parent company’s operations. This method aligns with the historical cost
principle and is suitable when assets and liabilities are closely tied to the
parent’s currency.

Regulatory and Standards Guidance

Accounting frameworks such as US GAAP and IFRS provide guidelines on
determining the functional currency and selecting the appropriate translation
method. Entities must assess their foreign operations’ economic
characteristics to ensure compliance and accurate financial reporting.



Practical Examples and Illustration

Examining practical examples helps to illustrate the differences between the
current rate method and the temporal method in real-world scenarios.

Example 1: Current Rate Method Application

A U.S. parent company has a foreign subsidiary located in Europe, with the
euro as its functional currency. At year-end, the euro has appreciated
against the U.S. dollar. Using the current rate method, the subsidiary’s
assets and liabilities are translated at the year-end exchange rate,
resulting in higher reported asset values in U.S. dollars. The translation
adjustment is recorded in equity, avoiding a direct impact on net income.

Example 2: Temporal Method Application

A U.S. parent owns a foreign subsidiary whose operations are closely
integrated, and the functional currency is the U.S. dollar. Inventory
purchased at historical exchange rates is translated at those historical
rates, while cash and receivables are translated at the current rate. Any
resulting translation gains or losses affect the income statement, causing
fluctuations in reported earnings due to exchange rate movements.

Summary of Translation Effects

Current rate method smooths income statement volatility by placing
translation gains and losses in equity.

Temporal method reflects currency fluctuations directly in net income,
increasing earnings volatility.

Choice of method influences financial ratios, investor perceptions, and
tax implications.

Frequently Asked Questions

What is the primary difference between the current
rate method and the temporal method in foreign
currency translation?

The primary difference is that the current rate method translates all assets
and liabilities at the current exchange rate, while the temporal method
translates monetary items at the current rate but non-monetary items at
historical rates.

When is the current rate method typically used
instead of the temporal method?

The current rate method is typically used when the foreign operation is
relatively autonomous and its functional currency is the local currency,



reflecting the economic environment in which it operates.

How does the temporal method affect reported net
income compared to the current rate method?

The temporal method can cause more volatility in reported net income because
gains and losses from translating monetary assets and liabilities at current
rates directly impact income, whereas the current rate method usually reports
translation adjustments in equity, not income.

Which method translates equity accounts at historical
rates?

Both methods translate equity accounts at historical rates; however, under
the current rate method, translation gains or losses are recorded in other
comprehensive income, while under the temporal method, certain gains or
losses may affect net income.

How are translation adjustments reported under the
current rate method versus the temporal method?

Under the current rate method, translation adjustments are reported in other
comprehensive income as a component of equity, whereas under the temporal
method, translation gains and losses are included in net income.

What impact do exchange rate fluctuations have on
inventory valuation under the temporal method?

Under the temporal method, inventory is translated at historical exchange
rates because inventory is considered a non-monetary asset, which can result
in exchange rate fluctuations impacting the cost of goods sold and net
income.

Can a company switch between the current rate method
and the temporal method? If so, when?

Yes, a company can switch methods if there is a change in the functional
currency of the foreign operation. The current rate method is used when the
functional currency is the foreign local currency, and the temporal method is
used when the functional currency is the parent company's currency.

Additional Resources
1. International Accounting: Current Rate and Temporal Methods Explained
This book provides a comprehensive overview of the current rate and temporal
methods used in foreign currency translation. It explains the theoretical
foundations and practical applications of both methods, offering detailed
examples and case studies. Readers will gain a clear understanding of how
these methods impact financial statements and the importance of choosing the
appropriate translation technique.

2. Foreign Currency Translation: A Comparative Study of Current Rate and
Temporal Methods



Focusing on the nuances between the current rate and temporal methods, this
book offers a comparative analysis that highlights the advantages and
limitations of each. It delves into the accounting standards governing
currency translation and discusses how exchange rate fluctuations affect
financial reporting. The text is ideal for accounting professionals and
students seeking to master currency translation issues.

3. Accounting for Foreign Operations: Applying the Current Rate and Temporal
Methods
This practical guide addresses the challenges of accounting for multinational
subsidiaries using the current rate and temporal methods. It includes step-
by-step procedures, journal entries, and real-world examples to illustrate
the translation of foreign currency financial statements. The book also
discusses the impact of these methods on consolidated financial reports.

4. Financial Reporting and Currency Translation: Understanding the Current
Rate and Temporal Approaches
Designed for financial analysts and accountants, this book explores how
currency translation methods affect financial reporting quality and
comparability. It explains the conceptual differences between the current
rate and temporal methods and their implications for earnings and equity. The
author includes recent updates in accounting standards and practical tips for
implementation.

5. Mastering Foreign Currency Translation: Current Rate vs. Temporal Method
This book serves as an essential resource for mastering the technical details
of foreign currency translation. It offers in-depth explanations of both the
current rate and temporal methods, including examples of their application
under various scenarios. Readers will find useful guidance on selecting the
appropriate method based on the nature of foreign operations.

6. Multinational Accounting: The Role of Current Rate and Temporal Methods in
Financial Consolidation
Targeted at multinational corporations and accounting professionals, this
book examines how the current rate and temporal methods are applied during
the consolidation of foreign subsidiaries. It discusses the impact of
exchange rate changes on consolidated financial statements and equity
accounts. The text also covers regulatory requirements and best practices for
compliance.

7. Practical Foreign Currency Translation: Navigating Current Rate and
Temporal Methods
This hands-on book provides practical advice for accountants dealing with
foreign currency translation in everyday business situations. It includes
clear explanations of the current rate and temporal methods, supported by
illustrations and problem-solving exercises. The book aims to build
confidence in applying these methods accurately and efficiently.

8. Currency Translation Adjustments: Effects of Current Rate and Temporal
Methods on Financial Statements
This book focuses on the financial statement effects of using the current
rate versus the temporal method in currency translation. It explores how each
method influences reported assets, liabilities, income, and equity. The
author uses case studies to demonstrate the real-world impact of translation
adjustments on financial analysis.

9. Accounting Standards and Foreign Currency Translation: Current Rate and
Temporal Method Perspectives
Providing an in-depth review of accounting standards related to foreign



currency translation, this book covers both the current rate and temporal
methods extensively. It explains the regulatory framework, including IFRS and
GAAP guidelines, and discusses their practical application. The book is
valuable for auditors, regulators, and accounting students aiming to
understand compliance requirements.
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