Case 6-1	Regents Corporation

The nature of Regents’s operation is such that choice of an appropriate functional currency is ultimately a judgement call. Students can argue for either currency and should be evaluated on the strength of their analysis. A major lesson of this case is that the functional currency choice is important because the currency designation dictates which translation method, (current or temporal) is ultimately used. The financial statement effects can be very different. Thus, it is important for a reader of financial statements to understand how the differing measurement options affect the balance sheet and income statement and be prepared to adjust from one framework to the other, even if only crudely.

TEMPORAL METHOD
(U.S. DOLLAR IS THE FUNCTIONAL CURRENCY)

Balance Sheet Accounts, 12/31/10  	Foreign Currency 	Exchange Rate 	Dollar Equivalent
Cash				£  1,060			1.80		$  1,908
Accounts receivable		    2,890			1.80		    5,202
Inventory			    3,040			1.78		    5,411
Fixed assets			    4,400			1.70		    7,480	
Accumulated depreciation		     (420)			1.70		     (714)
Patent				     -----					      -----	
Total				£10,970					$19,287

Accounts payable			£  1,610			1.80		$  2,898
Due to parent			    1,800			1. 80		    3,240
Long-term debt			    4,500			1.80		    8,100
Deferred taxes			         80			1.80		       144
Common stock			    1,500			1.70		    2,550
Retained earnings			    1,480			residual		    2,355
£10,970					$19,287

Income Statement, 12/31/11 	Foreign Currency 	Exchange Rate 	Dollar Equivalent
Sales				£ 16,700			1.86		$  31,062
Cost of salesa  			 (11,300)				  (20,706)
General and administrative	   (1,600)		1.86		    (2,976)
Depreciation			      (280)		1.70		       (476)	
				        (20)		1.82		         (36)	
Interest				      (480)		1.86		       (893)
Transaction gain			        125			1.86		        233		
Aggregate translation adjustmentb  						      (368)
Taxes:					
Current			     (670)			1.86		    (1,246	)
Deferred			       (40)			1.86		         (74)
Net income			£  2,435					 $  4,520
Retained earnings, 12/3110	    1,480					     2,355	
Dividends			      (300)		1.56		      (558)	
Retained earnings, 12/31/1		£  3,615					$   6,317
_____________________________________________________________________________
aBeginning inventory		£  3,040			1.78		$  5,411	
Purchases			  11,690			1.86		  21,743
Ending inventory			    3,430			1.88		    6,448
Cost of Sales	             £ 11,300					$20,706

bAggregate translation adjustment:
1. Monetary assets, 12/31/10 			£ 3,950
    Monetary liabilities, 12/31/10 			   7,990
                   		             (£ 4,040) x (1.90 - 1.80) = ($404)
2. Change in negative exposure:
12/31/10 					(£ 4,040)
12/31/11 					   (2,565 )
               £ 1,475
Composition of decrease:
Sources of monetary items:
Net income 		£2,435
Depreciation 	     	     300		£2,735
Uses of monetary items:
Inventory increase	  £(390)
Addition to fixed assets 	    (500)
Purchase of patent  	      (70)
Dividends 		    (300 ) 	 (1,260 )
£1,475
3. Sources of monetary items x difference in year-end rate and rate used to translate income statement =
£2,345 		     x 	(1.90 - 1.86) 	= 	$94
     300                       x       (1.90 – 1.86)	=	  12	$109
4. Uses of monetary items x difference in year-end rate and rate used to translate those items =
£(390)		    x    	(1.90 – 1.86)	=	$(15)
  (300) 		     x 	(1.90 - 1.86) 	= 	  (12)
  (500) 		     x 	(1.90 - 1.82) 	= 	  (40)
    (70) 		     x 	(1.90 - 1.82) 	= 	    (6 )	 (73)	

Aggregate translation adjustment 			= 	($404)
    109
    (73 )
              ($368)


Balance Sheet, 12/31/11 	Foreign Currency 	Exchange Rate 	Dollar Equivalent
Cash			£ 1,150			1.90			$2,185	
Accounts receivable	   3,100			1.90			  5,890
Inventory		   3,430			1.88			  6,448
Fixed assetsa		   4,900						  8,390
Accumulated depreciationb     (720)						 (1,226)
Patent			        70			1.82			     127	
Total		             £11,930					            $21,814

Accounts payable		£ 1,385			1.90			$  2,632
Due to parent		   1,310			1.90			   2,489
Long-term debt		   4,000			1.90			   7,600
Deferred taxes		      120			1.90			      228	
Common stock		   1,500			1.70			   2,550
Retained earnings		   3,615						  6,315
Total			£11,930					             $21,814c   
___________________________________________________________________________
a Original assets		£  4,400			1.70			$  7,480
  New assets		       500			1.82			       910
									$  8,390

bOriginal assets		£    700			1.70			$  1,190		    
  New assets		        20			1.82			         36 
									$  1,226
c $1 difference due to rounding


CURRENT RATE METHOD
(LOCAL CURRENCY IS THE FUNCTIONAL CURRENCY)
Balance Sheet Accounts, 12/31/10 	Foreign Currency 	Exchange Rate	 Dollar Equivalent
Cash				£ 1,060			1.80		$  1,908
Accounts receivable		   2,890			1.80		    5,202
Inventory			   3,040			1.80		    5,472
Fixed assets			   4,400			1.80		    7,920
Accumulated depreciation		    (420)			1.80		     (756)
Patent				      ---					       ---	
Total			            £10,970					$19,746
Accounts payable			£ 1,610			1.80		$  2,898
Due to parent			   1,800			1.80		    3,240
Long-term debt			   4,500			1.80		    8,100
Deferred taxes			        80			1.80		       144
Common stock			   1,500			1.70		    2,550
Retained earnings			   1,480					    2,355
Cumulative translation adjustment	    ---					       459(given)
Total			            £ 10,970					$19,746


Income Statement, 12/31/11 	Foreign Currency 	Exchange Rate 	Dollar Equivalent
Sales				£16,700			1.86		$31,062
Cost of sales			(11,300)			1.86		(21,018)
General and administrative	  (1,600)			1.86		  (2,976)
Depreciation			     (300)			1.86		     (558)
Interest				     (480)			1.86		     (893)
Transaction gain			      125			1.86		      233
Taxes:				
Current			    (670)			1.86		  (1,246)
Deferred			      (40)			1.86		       (74)
Net income			£ 2,435					$ 4,530
Retained earnings, 12/31/10	   1,480					   2,355
Dividends			    (300)			1.86		    (558)
Retained earnings, 12/31/11	£ 3,615					$ 6,327


Balance Sheet, 12/31/11 	Foreign Currency 	Exchange Rate 	Dollar Equivalent
Cash			£  1,150			1.90		$  2,185
Accounts receivable	    3,100			1.90		    5,890
Inventory		    3,430			1.90		    6,517	
Fixed assets		    4,900			1.90		    9,310
Accumulated depreciation	     (720)			1.90		   (1,368)
Patent			        70			1.90		       133
Total		            £ 11,930					$22,667

Accounts payable		£  1,385			1.90		$  2,632
Due to parent		    1,310			1.90		    2,489
Long-term debt		    4,000			1.90		    7,600
Deferred taxes		       120			1.90		       228
Common stock		    1,500			1.70		    2,550	
Retained earnings		    3,615					    6,326
Cumulative translation adj.    -----					       842a  
Total			£11,930					$22,667
___________________________________________________________________________
aCumulative translation adjustment:
1. Net exposed assets, 12/31/10, x change in current rate = £2.980 x (1.90 - 1.80) =		$298
2. Change in net assets x difference between year-end and average rate = £2.135 x (1.90 - 1.86) =  85
3. Cumulative translation adjustment 12/31/10						  459
4. Cumulative translation adjustment, 12/31/11						$842

Selected policy issues raised by the Regents Corporation case:
1.	Are the FASB’s criteria for selecting a functional currency designation adequate? Are there criteria that are more definitive than those identified in this chapter?
2.	Will statement readers understand the nature of the aggregate exchange adjustment appearing in the consolidated income statement under the temporal method of translation that includes both transaction and translation gains and losses?
3.	Will statement readers understand the nature of the cumulative translation adjustment appearing in consolidated equity under the current rate method?
4.	Although the current rate method preserves the financial relationships that exist in the local currency statements, does applying a current exchange rate to a historical cost measure (e.g., local currency fixed assets) result in a reporting currency equivalent that can be interpreted?
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