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Many entities operate in multiple countries. When an entity's financial statements include foreign operations, the
entity must consolidate those foreign entities and present them as though they were the financial statements

of a single reporting entity. This process of translating the accounts of foreign entities is addressed in ASC 830,
which has existed for decades without recent substantial changes, and is known as the “functional-currency

approach.”

Under the functional-currency approach, a reporting entity must perform four steps:
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The Functional-Currency Approach

The functional-currency approach comprises the following four steps:

Step 1. Identify each distinct and separable operation within the consolidated group — The first step in

the functional-currency approach is to determine which foreign entities make up the reporting entity.

To be considered a foreign entity, an operation (or set of operations) should have its own financial
statements or be able to produce such statements. Accordingly, a foreign entity most likely would have a
management team that uses dedicated resources to run the entity's operations. The concept of “distinct
and separable operations” is important to making this determination. While a legal entity may represent
a distinct and separable operation, a legal entity could consist of multiple distinct and separable
operations (i.e., multiple foreign entities for financial reporting purposes).

Step 2: Determine the functional currency for each distinct and separable operation — Once the distinct
and separable operations (i.e., foreign entities) have been identified, the next step is to determine the
“currency of the primary economic environment in which each [foreign] entity operates.” An entity may
be required to use significant judgment in making this determination. Special consideration is required
for entities that operate in highly inflationary economies (see further discussion below).

Step 3: Measure in the functional currency the assets, liabilities, and operations of each distinct and separable
operation — Foreign currency transactions must be remeasured into an entity's functional currency
before those amounts are translated into the parent's reporting currency. Accordingly, an entity must
distinguish between monetary and nonmonetary items. Monetary items are remeasured into an entity's
functional currency by using a current exchange rate, which generally results in the recognition of gains
or losses in earnings. On the other hand, nonmonetary items are remeasured at historical exchange
rates; therefore, gains and losses would not be recognized in earnings for such items. An entity may
need to use judgment in determining the exchange rate to use for such remeasurements (see further
discussion below).

Step 4. Translate those amounts into the reporting currency — The last step is to translate the amounts

of foreign entities into the reporting currency, which is generally the functional currency of the entity’s
parent. This process is performed on a step-by-step basis (i.e., the amounts of third-tier foreign
entities are translated into the reporting currency of their immediate parent before the intermediate
parent's amounts are translated into the ultimate parent's reporting currency). As is the case with
remeasurement, an entity may need to use judgment in determining the exchange rate to use for such
translations (see further discussion below).

Common Misconception

It is important to understand the difference between remeasurement and translation under ASC 830, since the
applicability of the two concepts differs as does the treatment of the resulting gains and losses. Remeasurement of
financial results into the functional currency of a foreign entity involves the presentation of transactions denominated
in a currency that differs from the entity’s functional currency, and this process generally affects the income statement.
Translation simply refers to the process of converting the financial statements from the functional currency into the
parent’s reporting currency. The effects of translation are reported in equity. For example, an EUR-denominated
subsidiary of a U.S. parent would remeasure a JPY-denominated receivable into euros before translating its financial
statements into U.S. dollars.
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Special Considerations

Exchange Rates

In remeasuring foreign-currency-denominated transactions into the entity’s functional currency and translating
financial statements into the parent’s reporting currency, an entity must identify the appropriate exchange rate.
While ASC 830 provides some guidance on which exchange rates should be used, it may not always be clear that
a particular exchange rate is appropriate. Significant judgment may be required when multiple legal exchange
rates coexist (e.g., when an official exchange rate and an unofficial exchange rate exist).

Intra-Entity Transactions

Intra-entity foreign currency transactions can have unique effects on an entity’s financial statements, including
the (1) creation and transfer of foreign currency risk from one entity in a consolidated group to another,

(2) creation of transaction gains and losses that “survive” consolidation, and (3) application of exceptions to the
general rules outlined in ASC 830. In some situations, the remeasurement of loans between entities within a
consolidated group creates transaction gains or losses that are recognized in earnings. In other situations, the
remeasurement is recognized within equity.

Highly Inflationary Economies

In economies with significant inflation, the local currency may be deemed unstable. Therefore, ASC 830
requires that entities operating in environments deemed to be highly inflationary remeasure their financial
statements into the reporting currency. That is, the reporting currency of the entity's immediate parent is used
as the functional currency of the foreign entity. An entity may need to use significant judgment in determining
whether a foreign entity operates in a highly inflationary economy. If such an economy is determined to be
highly inflationary, the guidance in ASC 830 on applying the functional-currency approach must be applied. The
application of such guidance can be time-consuming and complex.

Deloitte's Roadmap Foreign Currency Matters comprehensively discusses the scope, measurement, and
disclosure guidance in ASC 830.



https://dart.deloitte.com/USDART/home/publications/roadmap/foreign-currency-transactions-translations
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Dbriefs for Financial Executives

We invite you to participate in Dbriefs, Deloitte’s live webcasts that give you valuable insights into important
developments affecting your business. Topics covered in the Dbriefs for Financial Executives series include
financial reporting, tax accounting, business strategy, governance, and risk. Dbriefs also provide a convenient
and flexible way to earn CPE credit — right at your desk.

Subscriptions

To subscribe to Dbriefs, or to receive accounting publications issued by Deloitte's Accounting and Reporting
Services Department, please visit My.Deloitte.com.

The Deloitte Accounting Research Tool

The Deloitte Accounting Research Tool (DART) is a comprehensive online library of accounting and financial
disclosure literature. It contains material from the FASB, EITF, AICPA, PCAOB, and SEC, in addition to Deloitte’s
own accounting manuals and other interpretive guidance and publications.

Updated every business day, DART has an intuitive design and powerful search features that enable users to
quickly locate information anytime, from any device and any browser. Users can also work seamlessly between
their desktop and mobile device by downloading the DART by Deloitte mobile app from the App Store or
Google Play. While much of the content on DART is available at no cost, subscribers have access to premium
content, such as Deloitte’s FASB Accounting Standards Codification Manual. DART subscribers and others can also
subscribe to Weekly Accounting Roundup, which provides links to recent news articles, publications, and other
additions to DART. For more information, or to sign up for a free 30-day trial of premium DART content, visit
dart.deloitte.com.
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On the Radar is prepared by members of Deloitte’s National Office. This publication contains general information only
and Deloitte is not, by means of this publication, rendering accounting, business, financial, investment, legal, tax, or
other professional advice or services. This publication is not a substitute for such professional advice or services, nor
should it be used as a basis for any decision or action that may affect your business. Before making any decision or
taking any action that may affect your business, you should consult a qualified professional advisor. Deloitte shall not
be responsible for any loss sustained by any person who relies on this publication.

The services described herein are illustrative in nature and are intended to demonstrate our experience and
capabilities in these areas; however, due to independence restrictions that may apply to audit clients (including
affiliates) of Deloitte & Touche LLP, we may be unable to provide certain services based on individual facts and
circumstances.
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