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The Value Relevance of the Foreign Translation Adjustment in China 

 

Abstract 

The study presents an economic analysis of the foreign currency translation 

adjustment and empirically explore the relationship between foreign currency 

translation adjustment and changes in firm value for a sample of Chinese firms. The 

study result shows that the translation adjustment is associated with a loss of value 

instead of increase in value. This result indicates that for firms in China, the accounting 

rules which governing foreign currency translation adjustment lead to results opposite 

to the economic effects of exchange rate changes in general.  

 

Key words: Exchange rate, foreign currency translation adjustment, value relevance 

Data Availability: Data is available from the sources identified in the paper. 
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I. Introduction 

 

 Economic globalization is the mainstream trend in today's world. In this situation, 

multinational corporations are paid more and more attention. Among them, the most 

important work of multinational companies is to consolidate the accounting statements 

of each subsidiary, and the translation of foreign currency statements is the premise of 

the consolidation of accounting statements, which is a basic work and plays a very 

important role in the consolidation of foreign currency statements. It can be said that it 

is a skill that must be mastered in dealing with transnational accounting business. When 

dealing with the economic operations of one multinational company’s foreign 

subsidiaries or associated companies, how could we correctly calculate the operating 

results of those foreign companies? In practice, the most difficult concrete problem is 

how to convert foreign currencies and how to eliminate the impact of inflation rates of 

various currencies. Both the holding company and the subsidiary company are separate 

legal or accounting entities, but in practice they have been consolidated into an 

economic entity by the existence of a more intimate relationship. Therefore, to 

accurately reflect the financial status and operating results of this economic entity, it is 

necessary to prepare a set of consolidated financial statements. The preparation of 

consolidated financial statements presupposes that the accounts of the holding company 

and those of its subsidiaries are expressed in the same monetary unit. It is customary to 

use the reporting currency of the holding company as a single monetary unit, and to re-

express various foreign currency amounts in a single equivalent currency. This step is 
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often referred to as foreign currency conversion. During the process of foreign currency 

conversion, foreign currency translation adjustment shows up because different 

translation methods are used for report items. Although there is more than one reason 

for the conversion difference, it is mainly caused by different conversion methods. In 

this paper I would introduce some basic background knowledge about the method and 

the result they had on the financial report to help readers better understand the more 

difficult concept foreign currency translation adjustment. 

As reported in Dee (1999), foreign currency translation adjustments are a 

substantial component of “other item of comprehensive income.” Generally speaking, 

the translation adjustment of foreign currency statements only changes the monetary 

unit of the statements and does not change the relationship between the items in the 

statements. As one of the three most difficult problems in financial accounting, the 

translation adjustment of foreign currency statements is caused by the change of 

exchange rate. If the exchange rate is fixed, calculating the translation adjustment of 

foreign currency is easy.  

Through the analysis above, we learn that the problem of foreign currency 

translation commonly exists today. And there are two main methods that are recognized 

and widely used to fix this issue. The current profit and loss method is used to calculate 

the conversion difference occurred in this accounting period into the current period and 

treat it as the profit and loss of the current period, instead of other accounting periods. 

This profit and loss is listed in the profit and loss statement of the current period. If it 

is in the balance sheet, it is written into the undistributed profit item. The undistributed 
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profit should be carried forward when finally settled. Only when the translation 

difference is included in the current period, can it truly and completely reflect the 

accounting information of the enterprise, and facilitate the accounting users to view the 

changes in the profits and losses of the enterprise, rather than the statements of other 

periods. For the users of the statements, it is convenient for them to view the profits and 

losses included in the current period. If the converted difference is included in the 

current profit and loss, it means that the profit and loss of the enterprise in this period 

will change. If the profit and loss become higher, the users of the accounting statements 

may think that the profit of the enterprise in this period is good, and they will have a 

wrong understanding of the enterprise. The investors will increase their investment in 

the enterprise and invest more capital. Conversely, when the profit and loss of the period 

becomes low due to the adjustment of the conversion difference, the owner of the 

enterprise will think that the profit of the period is not good and the profit is too low, 

which will change the later business strategy of the enterprise. For investors of 

enterprises, they will regularly pay attention to the profit and loss of enterprises, seeing   

that the profitability of enterprises is not expected to be good, and may withdraw their 

investment, which will have a negative impact on the long-term development of 

enterprises. 

Another accounting treatment to the foreign currency translation adjustment is 

viewing them as deferred items. If it is a deferred item, it needs to be listed separately 

in the statement of equity. This method takes the equity of the enterprise as the core, 

and does not consider the translation balance of the foreign currency statements 
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generated is the profit and loss of the current period, which is not considered to have 

an impact on the current profit and loss of the enterprise. The main idea of this approach 

is to treat the translation balance of the foreign currency statement as an adjusted 

amount, an adjustment to the assets and liabilities of the enterprise, which is not realized 

in the current period, but an unrealized profit and loss. 

 The remainder of the paper is organized as follows. In the next section literature 

review it will show that some previous studies and research papers talking about foreign 

currency translation adjustment and accounting standard to deal with this kind of issue. 

The hypothesize is also brought forward in this section. In section III, I introduce my 

research methodology which is utilize from the return association model of Louis’s 

(2003) research. Section IV is all about empirical results and analysis of data. I give a 

brief conclusion and summary the whole article in section V. 

 

II. Literature Review 

 

 Along with the unceasingly thorough development of the reform and open policy, 

the Chinese economy obtained the rapid development. In the meantime, Chinese 

capital is increasingly involved in global economic affairs such as acquisition of 

foreign companies, exporting commodities, merging with a foreign company. China 

has been one of the most significant sources of outward foreign direct investment 

(FDI) in the world since 2003. By the end of 2008, Chinese firms had established over 

10,000 companies in over 160 countries and regions. The notion of economic 
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interpretability has received considerable attention in the accounting literature, while 

symmetry has not (Beaver & Wolfson 1982). Also, there are a lot of accounting 

standards such as Generally Accepted Accounting Principles (GAAP) and 

International Accounting Standards (IAS) exists at the same time. Kanagaretnam and 

Shehata (2009) point out that in recent years, the accounting profession and the users 

of accounting information have raised serious concerns that such inconsistency and 

disparity of accounting standards will reduce the transparency of financial statements, 

weaken their comparability, and impair the value relevance of accounting information 

to investors, creditors and other users. All of these reasons make it a great challenge to 

measure the periodic performance and financial position of a business entity because 

of the foreign currency translation problems. The extant accounting literature focus 

more on the methods of foreign currency translation and comparison among them 

rather than the impact of choosing them on the value of the company. Foreign 

currency translation standards first appeared in the United States. In 1975, the United 

States issued financial accounting standards NO. 8 (SFAS 8) - Foreign Currency 

Transaction Translation Accounting and Foreign Currency 

Financial Statements, and in 1981, the improved financial accounting standards NO. 

52 (SFAS 52) - Foreign Currency Translation. Financial Accounting Standards Board 

(FASB) requires U.S. companies to abide by the principle of timeliness when 

switching using SFAS 8 at first. However, international accounting standards NO. 21 

(IAS 21) in 1983 made the first stipulation on foreign currency translation, and then it 

was revised and improved continuously. Bartov (1997) finds that the rules in SFAS 
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No. 8 produced a poor accounting measure for valuing US multinational firms, and 

that the introduction of SFAS No. 52 has resulted in a significant improvement in the 

valuation relevance of the accounting numbers associated with the restatement of a 

foreign operation's financial statements.  

For the conversion of foreign currency statements, FASB 52 of the United States 

attaches great importance to the concept of functional currency, believing that the 

financial statements of foreign entities should be based on the currency of the physical 

entity. It can be said that in FASB 52, the conversion of foreign currency financial 

statements is precisely determined as the key, because the exchange rate used for the 

conversion of specific account amounts depends on whether the functional currency 

of the foreign entity is U.S. dollar or foreign currency. Therefore, understanding and 

determining the functions of foreign entities is very important for determining how to 

convert foreign currency financial statements. 

Functional currency is the currency in the economic environment that the foreign 

economy manages to move from business to business. It may be regarded as the 

principal currency in which foreign entities generate cash flows. The most direct form 

of the functional currency of an entity operated as an independent enterprise in a 

country is the currency of that country. For example, a company that operates in the 

UK as a separate entity and generates cash flows is denominated in sterling. But if 

this British enterprise is merely an extension of the operations of its parent company 

in France, and its operations are only an organic part of its parent company's 

operations, its functional currency may be French franc. Thus, the geographic location 
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of the company does not always indicate the functional currency used by FASB 52. 

In paragraphs 39 to 46 of the appendix, FASB 52 provides some reference factors for 

determining the functional currency, including the cash flow factor occurring in the 

operation of the business; The factor of marking the currency of the sale price; The 

main monetary forms of enterprise financing and so on. FASB 52 also argues that 

money in a highly inflationary economy cannot be used as money. (FASB 52 defines 

"high inflation" as the cumulative rate of inflation equal to or greater than 100% over 

a three-year period). 

There is another revised standard which were mainly the improvement of IAS 21 

-- the impact of exchange rate fluctuations, and the comparison of accounting 

standards was mainly based on the comparison of IAS 21 after the improvement.  

In IAS 21, it requires on each balance sheet date, the enterprise must convert 

foreign currency items. The conversion principle is: (1)Foreign currency monetary 

items are reflected at the ending exchange rate; (2)Non-monetary items priced at 

historical cost are reflected at exchange rate on the date of business occurrence; 

(3)Non-monetary items that are accounted for in terms of agreed value to determine 

the immediate exchange rate. 

 Besides, IAS 21 requests that the financial statements of foreign entities shall be 

incorporated into the financial statements of the enterprise in accordance with normal 

consolidation procedures, such as offsetting the balance of the internal current account 

of the subsidiary and the internal business of the group. However, the exchange 

differences resulting from short-term or long-term monetary items between 
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companies within the group cannot be offset against the corresponding amounts 

generated by inter-company balances. Because the monetary item represents an 

agreement to convert one currency into another, and it exposes the reporting firm to 

the risk of gains or losses due to exchange rate movements. Accordingly, in the 

consolidated financial statements of the reporting industry, such exchange differences 

are continuously recognized as income or expense; Or if it is caused by the net 

investment in the foreign entity, it is recorded as an interest until the net investment is 

disposed of. 

However, in conjunction with foreign currency translation, there is only a limited 

number of alternative financial reporting treatments available (Feigi 1997). Three 

commonly used foreign currency translation methods are listed as follow.  

1. Current Rate Translation Method  

According to Holt (2012), the current rate method is a method of foreign currency 

translation where most items in the financial statements are translated at the 

current exchange rate. Under this method, all balance sheet accounts except for 

stockholder’s equity, are converted at the prevailing current exchange rate. The 

income statement items are converted at the existing exchange rate on the dates 

the items are recognized. 

2. Temporal Rate Translation Method 

Under SFAS No. 8, the effect of changing exchange rates on the carrying amounts 

of designated foreign assets and liabilities should be recognized and reported in 

the income statement currently. The theoretical basis of this method is that the 
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translation of foreign currency is actually a process of reexpressing foreign 

currency statements as a new currency unit, and what changes is the unit of 

measurement of the measured item rather than the measurement attribute. 

Therefore, each foreign currency statement item should be converted according to 

the actual exchange rate of its measurement date so as to ensure that the 

measurement basis of each foreign currency statement item is not changed. 

3. Monetary-Nonmonetary Translation Method  

Aggarwal (1975) said this method was first developed in the 1950’s and was 

widely publicized by the National Association of Accountants (NAA) in 1960. In 

this method, all monetary balance sheet accounts such as cash, notes payable, 

accounts payable and marketable securities of a foreign subsidiary are converted 

at the current exchange rate. The remaining nonmonetary balance sheet accounts 

and shareholder’s equity are converted at the past exchange rate when the account 

was recorded. 

In China, enterprises convert foreign currency statements into RMB according to 

the current exchange rate. First before translate overseas business financial statements 

of the enterprise, should adjust overseas business accounting period and accounting 

policies, make it consistent with enterprise accounting period and accounting policies, 

and then according to the adjustment of foreign currency statements, after the 

discount according to the following method: one is the balance sheet assets and 

liabilities in the project, using the spot exchange rate on the balance sheet date, the 

owner's equity projects in addition to the "undistributed profits" project, other projects 
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use occurs at the spot exchange rate on the; Second, for the income and expense items 

in the income statement, the spot exchange rate on the date of the transaction or the 

approximate exchange rate of the spot exchange rate shall be used for the translation. 

I is the translation adjustment of the foreign currency statements generated in the 

translation process. It is separately listed as the item "translation adjustment of foreign 

currency statement". 

When the parent company to subsidiary convert foreign currency statements of the 

parent company in order to prepare the consolidated report currency, according to 

requirements of the interim provisions on consolidated subsidiary's net assets is 

according to the report at the end of the current exchange rate reflects, its capital 

account should according to the history of its parent company's investment in 

exchange rates, retained earnings according to the obtained or formed the history of 

exchange rates, according to the net worth of current exchange rates and exchange 

rates according to the history of the owner's equity is the difference between the 

translation difference. 

The ultimate foreign currency conversion method selected by the enterprise 

depends on how the exchange rate of the enterprise making the report changes in the 

overseas operating country, and the enterprise should choose the appropriate method 

for themselves to carry out the conversion according to the changes in the exchange 

rate. But for each issue, once selected for foreign currency conversion method, should 

be in this period, should not arbitrarily change again after open the calculate method, 
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it makes the current issue of the profit and loss situation of no contrast standard, 

report users won't be able to refer to make accurate judgment to the enterprise 

earnings report. As for the translation of foreign currency statements, there will 

inevitably be a translation balance, so we should treat the balance generated by the 

translation of foreign currency statements correctly, take the right treatment, and 

control the translation balance within a reasonable range, so as not to affect the 

normal integration of statements by enterprises, nor can we ignore the balance 

generated. 

Based on the above discussion, it is difficult to draw a clear conclusion of what 

the relationship between foreign currency translation adjustment and the value of the 

firms. According to Louis (2003), on average, a positive adjustment is associated with 

a loss of value instead of a creation of value. I want to hypothesize an inverse 

relationship between the foreign translation adjustment and change in firm value.  

 

II. Research Methodology 

 

Modeling of the Test Variable 

 In this study, I focus on the relationship between foreign currency translation 

adjustment and the value of the firms as mentioned in the previous section. To analyze 

the valuation relevance of the foreign currency translation adjustment, I utilized the 

return association model from Louis’s (2003) research. The model could be expressed 
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as follow: 

 

 Ri,t = β0 + β1NIi,t + β2ADJi,t + εi,t                                                Model (1) 

 

Where:  

Ri,t means the fiscal-year return of firm i in the year t. 

β0 represents the intercept of the regression. 

NIi,t is the reported net income of firm i in the year t. 

ADJi,t is the foreign currency translation adjustment of firm i in the year t. 

εi,t is the Ri,t residual. 

I scale the right-hand side variables, including the intercept, by the beginning 

market value, yielding a deflated regression of cum-dividend change in value on net 

income and the translation adjustment. I am interested in the sign of the coefficient on 

ADJ. Based on the background information I have introduced in the literature review 

and other related research paper, I hypothesize an inverse relationship between the 

translation adjustment and change in firm value. Hence, I expect β2 to be negative.  

 The most common point of view against the hypothesis that the foreign currency 

translation adjustment represents value changed is that the adjustment has no value-

relevance. For those scholars who hold their own ground, any documented association 

between change in firm value and the translation adjustment would be spurious. The 

argument is that the market will not pay much attention to short-term fluctuations in 

exchange rates. To mitigate biases, I extend the holding horizon from one year to two 
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and five years. I investigate how change in firm value and the translation adjustment 

are correlated over the long run.  

Control Variables 

To test the association between foreign translation adjustment and the value of 

firms, other variables should be considered constant. Previous study by Louis (2003) 

develop a new revised model which add two more variables. Louis add transaction 

gain or loss account because the effect of the change in exchange rate goes into it 

rather than translation adjustment account. Another variable he uses is foreign income 

tax. It is a replacement of foreign exposure. But in my research, I cannot get the data 

due to the limitation of CSMAR. As mentioned before, foreign currency translation 

adjustment standard is newly sprouted things in China. Most of companies have entry 

of foreign currency translation adjustment but lack concrete subentries of it. So 

consider so many variables as Louis is unrealistic and unnecessary in China. 

Controlling for Unknow Risk Factors 

 The primary research design and question are formulated in terms of the 

association between the translation adjustment and change in firm value. I use raw 

return and avoid framing the study in terms of market reaction to the translation 

adjustment because, while one can try to estimate unexpected return, there is no 

reliable way to adjust the translation adjustment for market expectation.  

 

III. Empirical Results 
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Sample Selection 

The study covers the period 2011 to 2016 since this period is the closest to present 

I could find research related data in CSMAR. There is no meaning to choose period 

before if no data available. The sample includes multinational firms that have return 

information on CSMAR. I also require that a firm have the same fiscal year-end over 

the sample period. Besides, a firm must report the net income and foreign currency 

translation adjustment. This yields 16525 observations. 

The sample selected also have two restrictions. The first restriction is that the time 

span is not long enough. But in the future as the data gets updated we could include all 

those figures and refine my model. The second restriction is that my sample contains 

all industry rather a specific one as Louis (2003) did. He chooses manufacturing 

companies because they are mostly likely to be affected by exposure to foreign assets 

and liabilities. In my research I do not differentiate industry and it might leads to a lack 

of deep analysis of the relationship between foreign currency translation adjustment 

and the firms’ value. 

In Table 1, I present the distribution of the sample by year. 

 

 

Table 1     Tabulation of year 

 Freq. Perce

nt 

Cum. 

2011 2449 14.82 14.82 

2012 2577 15.59 30.41 

2013 2621 15.86 46.28 

2014 2736 16.56 62.83 

2015 2924 17.69 80.53 

2016 3218 19.47 100.00 
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Descriptive Statistics 

Descriptive statistics are reported in Table 2. The number of company which has 

foreign currency translation adjustment grow year by year. It shows that this research 

is timely and company could adjust or make up their own principles when treating 

foreign currency translation adjustment after reading the paper.  

I do logarithmic treatment to the value of all three of three variables. The mean 

return for the sample is 21.285, and the mean reported net income is 18.678, the mean 

translation adjustment is 13.787. Because I have only one control variable which is 

reported net income so I could not get matrix between variable in stat.  

Table 2                      Descriptive Statistics 

 Variable  Obs  Mean  Std.Dev.  Min  Max 

 LFR 16510 21.285 1.605 9.044 28.689 

 

LRNJ 14916 18.678 1.657 10.338 26.355 

 

LADJ 459 13.787 3.07 -.545 20.737 

 

 

Regression Result 

In this part I do three regression analysis which are fixed-effects regression (Table 

3), linear regression (Table 4). See in below.  

 

 

Table 3                     Fixed-effects (within) Regression results  

 LFR  Coef.  St.Err.  t 

value 

 p-value  [95% Conf  Interval]  Sig 

 LRNI 0.159 0.088 1.81 0.071 -0.014 0.332 * 

 LADJ -0.073 0.023 -3.12 0.002 -0.119 -0.027 *** 



        18 

 2011.year 0.000 . . . . .  

 2012.year 0.036 0.043 0.84 0.404 -0.049 0.120  

 2013.year 0.118 0.063 1.88 0.062 -0.006 0.242 * 

 2014.year 0.256 0.102 2.51 0.013 0.055 0.457 ** 

 2015.year 0.281 0.119 2.36 0.019 0.046 0.515 ** 

 2016.year 0.264 0.108 2.45 0.015 0.052 0.477 ** 

 Constant 19.313 1.846 10.46 0.000 15.678 22.948 *** 

 

Mean dependent var 21.437 SD dependent var  1.500 

R-squared  0.397 Number of obs   414.000 

F-test   9.372 Prob > F  0.000 

Akaike crit. (AIC) -541.264 Bayesian crit. (BIC) -513.083 

 

*** p<0.01, ** p<0.05, * p<0.1  

 

 

Table 4                            Linear regression result 

 LFR  Coef.  St.Err.  t-

value 

 p-value  [95% Conf  Interval]  Sig 

 LRNI 0.612 0.026 23.16 0.000 0.560 0.664 *** 

 LADJ 0.035 0.016 2.15 0.032 0.003 0.066 ** 

 Constant 9.554 0.543 17.61 0.000 8.487 10.621 *** 

 

Mean dependent var 21.437 SD dependent var  1.500 

R-squared  0.547 Number of obs   414.000 

F-test   273.446 Prob > F  0.000 

Akaike crit. (AIC) 1187.320 Bayesian crit. (BIC) 1199.398 

 

*** p<0.01, ** p<0.05, * p<0.1  

 

random-effects GLS regression (Table 5). See in below.  

Table 5                 Random-effects GLS Regression results  

 LFR  Coef.  St.Err.  t-

value 

 p-value  [95% Conf  Interval]  Sig 

 LRNI 0.315 0.068 4.64 0.000 0.182 0.447 *** 

 LADJ -0.013 0.018 -0.71 0.477 -0.047 0.022  

 2011.year 0.000 . . . . .  

 2012.year 0.087 0.051 1.70 0.089 -0.013 0.187 * 

 2013.year 0.179 0.066 2.72 0.007 0.050 0.308 *** 

 2014.year 0.297 0.095 3.13 0.002 0.111 0.483 *** 

 2015.year 0.321 0.099 3.24 0.001 0.127 0.516 *** 

 2016.year 0.287 0.100 2.86 0.004 0.090 0.483 *** 
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 Constant 15.541 1.340 11.60 0.000 12.914 18.167 *** 

 

Mean dependent var 21.437 SD dependent var  1.500 

Overall r-squared  0.498 Number of obs   414.000 

Chi-square   73.027 Prob > chi2  0.000 

R-squared within 0.309 R-squared between 0.476 

 

*** p<0.01, ** p<0.05, * p<0.1  

 

And I choose fixed-effects regression as my final results because the following 

reasons. The data I select are from multiple companies in multiple years. Besides, the 

coefficient of foreign currency translation adjustment is positive which against my 

hypothesis. In fixed-effects regression the probability of F>0 equals to zero. These all 

shows we should choose between fixed-effects regression and random-effects GLS 

regression.  

 Hausman test could tell us which method should we choose between fixed effect 

regression and random effect regression. It compare whether there is a difference in 

parameter estimation between random effect and fixed effect. If the difference is 

significant, it is considered that fixed effect (robust first) should be adopted; if not, it is 

considered that random effect (efficiency first) should be adopted. The Hausman test 

constructs statistics that compare only the slope coefficients.  

After choosing the appropriate regression model I would like to explain the results 

it shows. The R-squared is 0.397 which represents foreign currency translation 

adjustment could explain 39.7% of the variability of the firms value. The p-value of 

foreign currency translation is 0.002 which is lower than 0.05. So it has a significant 

influence on the value of firm. And the coefficient of this variable is -0.073. It shows 

that there is an inverse relationship between the foreign translation adjustment and 
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change in firm value which proves my hypothesis. 

 

IV. Summary and Conclusion 

 

Since my research result is similar to Louis (2003), it is reasonable to get familiar 

conclusion with him. The research study on whether and how the foreign translation 

adjustment is related to value for multinational corporations in China. I find that the 

translation adjustment is value relevant, but not in the direction of the adjustment. A 

positive adjustment is associated with a loss of value. The study raises concerns about 

an accounting income computation that recognizes a positive translation adjustment as 

an increase in income.  

 For future further study, I suggest to analyze the reason which leads to this 

inverse relationship between the foreign translation adjustment and change in firm 

value. I do not distinguish different industry in my research which I think could be 

improved. Each industry has its own factors which will cause this negative 

relationship or even positive relationship. But it doesn’t mean that the research of 

mine is meaningless. I provide an overall forecast of relationship between firms value 

and foreign currency translation adjustment of whole multinational corporations in 

China. It gives advice to those firm on how to deal with this problem. We know that 

the foreign currency translation adjustment does not involve any transaction but only 

the need to balance the basic accounting equation. To maintain the equilibrium of the 
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basic accounting equation we could subtracting it from assets since it related to a 

decrease in value.  
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Appendix.               Variable Definitions 

 

Ri,t Fiscal-year return 

NIi,t Net income before extraordinary items (Compustat 18) of firm i in 

year t 

ADJi,t Foreign currency translation adjustment of firm i in the year t 

(change in Compustat item 230 ) 

LFR Fiscal-year return after logarithmic treatment 

LRNI Net income before extraordinary items (Compustat 18) of firm i in 

year t after logarithmic treatment 

LADJ Foreign currency translation adjustment of firm i in the year t 

(change in Compustat item 230 ) after logarithmic treatment 
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