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Abstract: The research paper, “Temporal Method of Currency Translation: Conceptual Framework, Translation 
Procedures and Impact on Financial Reporting,” examines the importance and application of the Temporal Method in 
translating the financial statements of foreign subsidiaries into the reporting currency of the parent company. Foreign 
currency translation is an important aspect of international accounting because multinational companies operate across 
countries with different currencies. The study explains how currency differences can affect the presentation of assets, 
liabilities, income, expenses and overall financial performance.The paper first introduces the concept of foreign currency 
translation and explains the importance of functional currency and reporting currency. It discusses the need for 
multinational companies to translate the financial statements of foreign subsidiaries so that they can be properly 
incorporated into consolidated financial reporting. The paper also provides an overview of major currency translation 
approaches, particularly the Temporal Method, Current Rate Method and Historical Rate approach, with emphasis on 
the conceptual basis of the Temporal Method.The study then explains the conceptual framework of the Temporal Method. 
The method is based mainly on preserving the historical measurement characteristics of financial statement items. A 
major principle is the classification of assets and liabilities into monetary and non-monetary categories. Monetary items 
are generally translated using the current exchange rate, whereas non-monetary items measured at historical cost are 
translated using the historical exchange rate. This approach attempts to maintain consistency between the original 
measurement of an item and its translated value.The paper further examines the procedures involved in applying the 
Temporal Method. It discusses the translation of monetary and non-monetary assets and liabilities, income statement 
items, depreciation, cost of goods sold, equity accounts, share capital, retained earnings and dividends. Particular 
attention is given to exchange differences arising from changes in currency values. These exchange differences may 
result in foreign exchange gains or losses and can influence the reported earnings of the parent company.Another 
important area examined in the paper is the use of different exchange rates. Historical, current and average exchange 
rates may be applied depending on the nature of the financial statement item and the relevant accounting requirements. 
Currency appreciation and depreciation can significantly influence translated financial information. As a result, 
exchange rate movements may create volatility in reported earnings even when the underlying operating performance of 
a foreign subsidiary remains relatively stable.The research also analyses the impact of the Temporal Method on 
financial reporting. The method affects the balance sheet, income statement, retained earnings and shareholders’ equity. 
It can influence reported net income through foreign exchange gains and losses and may affect the interpretation of 
financial performance. Therefore, investors, management and other stakeholders need to distinguish between changes 
arising from actual business operations and those caused by fluctuations in exchange rates.Finally, the paper evaluates 
the major advantages and limitations of the Temporal Method. Its important advantages include consistency with 
historical-cost accounting, systematic treatment of monetary items and relevance to multinational financial reporting. 
However, the method may also create earnings volatility, involve complex exchange-rate calculations and create 
difficulties in comparing financial performance across countries. Overall, the Temporal Method provides a systematic 
framework for foreign currency translation and remains important for understanding the effect of exchange rate 
movements on the financial reporting of multinational companies. 
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INTRODUCTION: 

Foreign currency translation is an important area of 
international accounting because multinational companies 
frequently conduct business in countries having different 
currencies. When the financial statements of a foreign 
subsidiary are incorporated into the financial statements 
of the parent company, the amounts must be expressed in 
a common currency. Currency translation therefore 
provides a systematic basis for presenting foreign 
operations in the reporting currency of the parent 
company. 

1.1 Background of Foreign Currency Translation 

The expansion of international trade, foreign investment 
and multinational business operations has increased the 
importance of foreign currency accounting. Companies 
operating through overseas subsidiaries face fluctuations 
in exchange rates, which can affect the reported value of 
assets, liabilities, income and expenses. Appropriate 
translation methods help companies present financial 
information consistently and enable users to understand 
the financial position and performance of foreign 
operations. 

1.1.1 Meaning and Importance of Currency 
Translation 

Currency translation refers to the process of converting 
financial information expressed in one currency into 
another currency for reporting purposes. It is particularly 
important when a parent company prepares consolidated 
financial statements that include foreign subsidiaries. 
Proper translation ensures that financial information is 
presented in a meaningful and consistent form while 
reflecting the effects of exchange rate movements on the 
company's financial results. 

1.1.2 Need for Translation in Multinational 
Companies 

Multinational companies operate across different 
economic and currency environments, making currency 
translation necessary for consolidated reporting. A 
subsidiary may record its transactions in the currency of 
its country of operation, while the parent company may 
prepare its financial statements in another currency. 
Translation brings these financial statements into a 
common reporting framework and assists management, 
investors and other users in evaluating the overall 
performance of the multinational enterprise. 

1.1.3 Foreign Subsidiaries and Parent Company 
Reporting 

Foreign subsidiaries normally maintain their accounting 
records in the currency used for their local business 
activities. However, when their financial statements are 
consolidated with those of the parent company, the 
amounts must be translated into the parent company's 
reporting currency. The choice and application of an 
appropriate translation method are important because 

exchange rate changes can influence reported profits, 
losses, assets, liabilities and shareholders' equity. 

1.2 Concept of Functional and Reporting Currency 

The concepts of functional currency and reporting 
currency are central to foreign currency translation. The 
functional currency generally represents the currency of 
the primary economic environment in which an entity 
operates and generates and spends cash. The reporting 
currency is the currency in which the parent company 
presents its financial statements. Understanding the 
distinction between these currencies is essential for 
selecting an appropriate translation approach. 

1.2.1 Meaning of Functional Currency 

Functional currency is the currency that primarily reflects 
the economic substance of an entity's operations. It is 
influenced by factors such as the currency in which 
revenues are generated, operating costs are incurred and 
financing activities are conducted. For a foreign 
subsidiary, the functional currency may be the local 
currency or, under particular circumstances, the currency 
of the parent company's economic environment. 

1.2.2 Parent Company and Subsidiary Currencies 

The parent company and its foreign subsidiary may 
operate using different currencies. For example, a parent 
company may prepare its accounts in its domestic 
currency, while its subsidiary maintains records in the 
currency of the country where it operates. This difference 
creates the need for systematic translation when the 
subsidiary's financial statements are incorporated into the 
parent's consolidated financial statements. 

1.2.3 Relationship between Functional Currency and 
Financial Reporting 

Functional currency provides the basis for determining 
how transactions and financial statements should be 
measured and translated. Once the functional currency 
has been identified, the appropriate exchange rates can be 
applied to different financial statement items. The 
relationship between functional currency and reporting 
currency therefore directly affects the presentation of a 
multinational company's financial position and operating 
results. 

1.3 Overview of Currency Translation Methods 

Several approaches have been developed to translate 
foreign financial statements into the reporting currency of 
a parent company. The principal approaches include the 
temporal method and the current rate method. These 
methods differ mainly in the exchange rates applied to 
monetary and non-monetary items and in the manner in 
which resulting exchange differences affect reported 
financial results. 

1.3.1 Temporal Method 

The temporal method is a currency translation approach 
based largely on the measurement principles used in the 
original financial statements. Monetary assets and 
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liabilities are generally translated using the exchange rate 
prevailing at the balance sheet date, whereas non-
monetary items measured at historical cost are translated 
using historical exchange rates. Exchange gains or losses 
arising from translation are generally reflected in earnings, 
which may increase fluctuations in reported profitability. 

1.3.2 Current Rate Method 

The current rate method generally translates assets and 
liabilities using the exchange rate prevailing at the 
reporting date. Income and expenses are commonly 
translated using exchange rates applicable to the dates of 
transactions or an appropriate average rate. The resulting 
translation differences are generally treated separately 
from ordinary operating earnings, making this approach 
different from the temporal method in its effect on 
reported income. 

1.3.3 Historical Rate Approach 

The historical rate approach emphasizes the exchange rate 
applicable when a transaction originally occurred or when 
an asset or liability was initially recognized. It is 
particularly relevant to non-monetary items maintained on 
a historical-cost basis under the temporal method. Using 
historical rates helps preserve the original measurement 
basis of such items and prevents current exchange rate 
movements from changing their translated historical 
values. 

1.4 Objectives and Scope of the Chapter 

This chapter examines the conceptual foundation, major 
principles and practical application of the temporal 
method of currency translation. It focuses on the 
classification of monetary and non-monetary items, the 
selection of appropriate exchange rates and the treatment 
of resulting exchange differences. The chapter also 
considers the importance of the method in multinational 
financial reporting and its influence on reported 
profitability and financial stability. 

Conceptual Framework of the Temporal Method 

2.1 Meaning and Definition of the Temporal Method 

The temporal method is an approach used to translate the 
financial statements of a foreign subsidiary into the 
reporting currency of the parent company. It is based on 
the principle that different financial statement items 
should be translated according to the time at which their 
underlying values were established. Monetary items are 
generally translated at current exchange rates, while non-
monetary items measured at historical cost are translated 
at historical exchange rates. 

2.1.1 Historical Basis of Currency Translation 

The temporal method gives importance to the historical 
measurement basis of financial statement items. Assets 
and liabilities that were originally recorded using 
historical values retain the exchange rate applicable when 
those values were established. This approach attempts to 

preserve the accounting measurement used in the foreign 
subsidiary's financial statements rather than simply 
converting all items at the current exchange rate. 

2.1.2 Relationship between Temporal Method and 
Functional Currency 

The application of the temporal method is closely 
associated with the concept of functional currency. The 
functional currency represents the currency of the primary 
economic environment in which an entity operates. When 
the functional currency differs from the reporting 
currency of the parent company, the temporal method 
provides a basis for translating the subsidiary's financial 
information while maintaining the underlying 
measurement principles of its accounts. 

2.1.3 Purpose of the Temporal Method 

The principal purpose of the temporal method is to 
translate foreign financial statements in a manner 
consistent with the measurement basis originally used for 
individual items. It seeks to distinguish between amounts 
that are affected by current exchange rates and those 
based on historical measurements. The method also helps 
identify foreign exchange gains or losses that arise 
because of changes in currency values. 

2.2 Fundamental Principles of the Temporal Method 

The temporal method is based on several fundamental 
principles concerning the classification and translation of 
financial statement items. Its application requires 
consideration of whether an item is monetary or non-
monetary and whether it is measured at current or 
historical value. The appropriate exchange rate is then 
applied according to the nature and measurement basis of 
each item. 

2.2.1 Monetary and Non-Monetary Classification 

A central principle of the temporal method is the 
distinction between monetary and non-monetary items. 
Monetary assets and liabilities represent amounts that are 
fixed or determinable in units of currency and are 
generally translated at the exchange rate prevailing on the 
reporting date. Non-monetary items, particularly those 
measured at historical cost, are generally translated using 
the exchange rate applicable when the item was originally 
recognized. 

2.2.2 Historical Exchange Rates 

Historical exchange rates are used for financial statement 
items whose values are based on transactions occurring in 
earlier periods. Non-monetary assets such as property, 
plant and equipment and inventory carried at historical 
cost are generally translated using the exchange rate 
prevailing when they were acquired or recognized. This 
treatment preserves the historical measurement basis and 
limits the effect of subsequent exchange rate movements 
on such items. 

2.2.3 Current Exchange Rates 
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Current exchange rates are generally applied to monetary 
assets and liabilities under the temporal method. These 
items are exposed to changes in the value of currencies 
because their settlement involves a fixed or determinable 
amount of currency. Translating them at the reporting-
date exchange rate therefore reflects their current 
currency value and allows exchange differences arising 
during the period to be identified. 

2.2.4 Recognition of Exchange Rate Changes 

Changes in exchange rates can create differences between 
the original translated amount of an item and its translated 
amount at the reporting date. Under the temporal method, 
exchange gains and losses, particularly those arising from 
monetary items, can affect the reported earnings of the 
parent company. Consequently, significant currency 
movements may contribute to fluctuations in net income 
and influence the interpretation of financial performance. 

2.3 Underlying Assumptions of the Method 

The temporal method is founded on the assumption that 
the measurement characteristics of financial statement 
items should be retained during currency translation. 
Rather than treating every item as though it were 
measured at the current exchange rate, the method 
considers the historical or current basis of measurement. 
This provides a systematic connection between the 
original accounting records and the translated financial 
statements. 

2.3.1 Preservation of Historical Cost 

Preservation of historical cost is an important assumption 
underlying the temporal method. When a non-monetary 
asset is recorded at historical cost, its translated amount is 
generally based on the exchange rate applicable at the 
date of the original transaction. This approach maintains 
the historical relationship between the recorded value of 
the asset and the exchange rate existing when that value 
was established. 

2.3.2 Measurement Consistency 

Measurement consistency requires similar financial 
statement items to be treated according to their underlying 
accounting measurement principles. The temporal method 
therefore applies current rates to monetary items and 
historical rates to non-monetary items measured at 
historical cost. Such treatment helps maintain consistency 
between the original financial statements and their 
translated presentation in the parent company's reporting 
currency. 

2.3.3 Financial Statement Comparability 

The temporal method can support the comparability of 
financial information by applying a systematic approach 
to foreign currency translation. Consistent treatment of 
monetary and non-monetary items enables users to 
understand how exchange rate movements influence 
reported figures. However, fluctuations in exchange rates 

may still produce changes in reported earnings, requiring 
users to distinguish between operational performance and 
the effects of currency translation. 

Translation Procedures under the Temporal Method 

3.1 Translation of Assets and Liabilities 

Under the temporal method, assets and liabilities are 
translated according to their monetary or non-monetary 
nature and the basis on which they are measured. 
Monetary items are generally translated using the 
exchange rate prevailing at the reporting date, whereas 
non-monetary items measured at historical cost are 
translated using historical exchange rates. This distinction 
is essential for maintaining consistency with the original 
accounting measurement of the foreign subsidiary. 

3.1.1 Monetary Assets 

Monetary assets include cash, receivables, loans and other 
assets that represent a fixed or determinable amount of 
currency. Under the temporal method, these items are 
generally translated at the exchange rate prevailing on the 
balance sheet date. Changes in their translated value 
resulting from exchange rate movements create foreign 
exchange gains or losses that may affect the reported 
earnings of the parent company. 

3.1.2 Monetary Liabilities 

Monetary liabilities include accounts payable, borrowings, 
accrued obligations and other amounts payable in a fixed 
or determinable currency value. These liabilities are 
normally translated at the current exchange rate at the 
reporting date. If the exchange rate changes between the 
transaction date and reporting date, the resulting 
difference is generally recognized as a foreign exchange 
gain or loss in determining reported income. 

3.1.3 Non-Monetary Assets 

Non-monetary assets include property, plant and 
equipment, certain inventories, investments and other 
assets that do not represent a fixed amount of currency. 
When such assets are measured at historical cost, they are 
generally translated using the exchange rate applicable on 
the date of the original transaction. This treatment 
preserves their historical measurement rather than 
reflecting subsequent exchange rate changes in their 
translated carrying amount. 

3.1.4 Non-Monetary Liabilities 

Non-monetary liabilities are translated according to the 
measurement basis applied to the underlying item. Where 
a liability is associated with a non-monetary item 
measured at historical cost, the relevant historical 
exchange rate is generally used. The treatment ensures 
that translation follows the accounting basis of the item 
and maintains consistency between the subsidiary's 
original records and the translated financial statements. 

3.2 Translation of Income Statement Items 
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Income statement items must also be translated in 
accordance with the principles of the temporal method. 
Revenues and expenses are generally translated using 
exchange rates applicable to the dates on which the 
underlying transactions occur, although appropriate 
average rates may be used when exchange rates remain 
reasonably stable. Expenses connected with assets 
measured at historical cost are translated using the 
historical rates associated with those assets. 

3.2.1 Revenue and Operating Expenses 

Revenue and operating expenses arise from the ordinary 
activities of the foreign subsidiary and are translated 
using rates applicable to the periods in which the 
transactions occur. For practical purposes, an appropriate 
average exchange rate may be used for transactions 
occurring throughout a period. The selected rates should 
reasonably represent the exchange rates applicable to the 
underlying transactions. 

3.2.2 Depreciation and Amortisation 

Depreciation and amortisation are closely related to non-
monetary assets that are generally recorded on a 
historical-cost basis. Therefore, these expenses are 
translated using the historical exchange rate associated 
with the underlying asset rather than simply applying the 
current closing rate. This treatment maintains consistency 
between the translated expense and the translated 
historical cost of the related asset. 

3.2.3 Cost of Goods Sold 

Cost of goods sold is translated with consideration of the 
exchange rates applicable to the inventory from which the 
goods were sold. Where inventory is measured at 
historical cost, the corresponding cost is generally 
translated using the historical rates associated with its 
acquisition. Consequently, exchange rate movements do 
not automatically change the translated historical cost of 
inventory in the same manner as monetary items. 

3.2.4 Other Income and Expenses 

Other income and expenses are translated according to the 
nature and timing of the underlying transactions. Items 
arising from monetary transactions are generally affected 
by current exchange rates, while expenses associated with 
historical-cost non-monetary assets follow the relevant 
historical rates. This approach helps ensure that different 
categories of income and expenditure are translated 
according to their underlying accounting characteristics. 

3.3 Translation of Equity and Capital Accounts 

Equity and capital accounts require special consideration 
because they represent owners' interests established 
through transactions occurring at different points in time. 
Share capital and similar contributed capital are generally 
translated using historical exchange rates applicable when 
the contributions were made. Retained earnings, 
meanwhile, reflect accumulated financial results and 

distributions and therefore cannot simply be translated 
using one current exchange rate. 

3.3.1 Share Capital 

Share capital represents amounts contributed by the 
owners of the foreign subsidiary. Under the temporal 
method, these contributions are generally translated using 
the historical exchange rate prevailing when the capital 
was issued or contributed. This preserves the original 
currency relationship of the shareholders' investment and 
avoids treating historical capital contributions as though 
they had occurred at the current reporting-date exchange 
rate. 

3.3.2 Retained Earnings 

Retained earnings represent accumulated profits and 
losses after considering distributions to shareholders. The 
translated balance is affected by previously translated 
income, expenses and dividends rather than being 
determined solely by applying the closing exchange rate. 
As a result, retained earnings incorporate the cumulative 
effect of the translation procedures applied to the 
subsidiary's financial results over different accounting 
periods. 

3.3.3 Dividends and Other Equity Transactions 

Dividends and other equity transactions are translated 
using the exchange rate applicable when the respective 
transaction occurs. Dividends reduce retained earnings 
and therefore influence the translated equity position of 
the subsidiary. Other equity transactions, such as 
additional capital contributions, are similarly considered 
according to their transaction dates and the exchange rates 
prevailing at those dates. 

3.4 Treatment of Exchange Differences 

Exchange differences arise when the translated value of 
foreign-currency monetary items changes because of 
fluctuations in exchange rates. Under the temporal 
method, these differences are generally recognized in 
determining income rather than being treated merely as 
changes in the value of the subsidiary's net assets. Their 
recognition can therefore have a direct influence on the 
financial results reported by the parent company. 

3.4.1 Recognition of Translation Gains 

A translation gain may arise when exchange rate 
movements increase the reporting-currency value of 
relevant monetary assets or reduce the reporting-currency 
value of monetary liabilities. Such gains are generally 
included in the determination of reported earnings under 
the temporal method. The recognition of these gains 
reflects the economic effect of currency movements on 
monetary positions held by the foreign operation. 

3.4.2 Recognition of Translation Losses 

A translation loss may occur when exchange rate 
movements reduce the reporting-currency value of 
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monetary assets or increase the reporting-currency value 
of monetary liabilities. Such losses are generally 
recognized in the income of the reporting entity. 
Significant currency depreciation or appreciation can 
therefore create noticeable changes in reported 
profitability even when the subsidiary's underlying local-
currency operations have remained relatively stable. 

3.4.3 Effect on Parent Company Earnings 

The recognition of exchange differences in earnings 
means that foreign currency movements can influence the 
parent company's reported net income. A substantial 
change in exchange rates may increase or reduce earnings 
independently of the subsidiary's operating performance. 
Consequently, users of financial statements need to 
distinguish between changes resulting from actual 
business operations and those arising from foreign 
currency translation when assessing the overall financial 
performance of a multinational company. 

Exchange Rates and Application of the Temporal 
Method 

4.1 Types of Exchange Rates Used 

The temporal method applies different exchange rates to 
different categories of financial statement items. The 
selection of an exchange rate depends mainly on whether 
an item is monetary or non-monetary and whether it is 
measured at historical or current value. The appropriate 
use of exchange rates ensures that the translated financial 
statements retain the measurement characteristics of the 
original accounts. 

4.1.1 Historical Exchange Rate 

The historical exchange rate is the rate prevailing when a 
transaction or financial statement item was originally 
recognized. Under the temporal method, it is generally 
applied to non-monetary assets and liabilities measured at 
historical cost. For example, property, plant and 
equipment acquired by a foreign subsidiary are normally 
translated using the exchange rate existing on the date of 
acquisition. 

4.1.2 Current Exchange Rate 

The current exchange rate is the rate prevailing at the 
reporting or balance sheet date. Under the temporal 
method, it is generally applied to monetary assets and 
liabilities because their values represent fixed or 
determinable amounts of currency. The use of the current 
rate reflects the reporting-date currency value of these 
items and results in recognition of exchange differences 
caused by changes in currency values. 

4.1.3 Average Exchange Rate 

An average exchange rate represents the exchange rate 
calculated over a particular accounting period. It may be 
used as a practical approximation for translating revenues 
and expenses that occur regularly throughout the period, 
provided that exchange rates do not fluctuate significantly. 

The average rate simplifies the translation process while 
providing a reasonable representation of the rates 
applicable to transactions during the period. 

4.2 Application of Exchange Rates to Financial 
Statement Items 

The application of exchange rates under the temporal 
method depends upon the nature and measurement basis 
of each financial statement item. Balance sheet items, 
income statement items and equity accounts are not 
necessarily translated using the same rate. This 
differentiated treatment is one of the main characteristics 
of the temporal method and helps maintain the original 
accounting measurement of the foreign subsidiary. 

4.2.1 Balance Sheet Items 

Monetary assets and liabilities appearing in the balance 
sheet are generally translated using the exchange rate 
prevailing at the reporting date. Non-monetary items 
measured at historical cost are translated using historical 
rates applicable to the dates of the underlying transactions. 
Thus, the balance sheet reflects a combination of current 
and historical exchange rates depending upon the nature 
of individual items. 

4.2.2 Income Statement Items 

Income statement items are generally translated using 
exchange rates applicable when the related revenues and 
expenses are recognized. Where transactions occur 
continuously throughout the accounting period, an 
appropriate average exchange rate may be used. Expenses 
associated with historical-cost non-monetary assets, such 
as depreciation, are generally translated using the 
historical rate related to the underlying asset. 

4.2.3 Equity Items 

Equity items are generally translated using historical 
exchange rates associated with the transactions that 
created them. Share capital and additional capital 
contributions are translated at the rates prevailing when 
the contributions were made. Retained earnings are 
affected by the translated profits, losses and distributions 
accumulated over time and therefore represent the 
combined effect of several translation procedures. 

4.3 Changes in Exchange Rates and Their Effects 

Exchange rates may change significantly between the 
dates on which transactions are initially recorded and the 
reporting date. Such movements influence the translated 
value of monetary assets and liabilities and may result in 
foreign exchange gains or losses. Under the temporal 
method, these changes can have a direct effect on 
reported earnings and consequently influence the 
financial performance shown by the parent company. 

4.3.1 Currency Appreciation 

Currency appreciation occurs when the value of one 
currency increases relative to another currency. For a 
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foreign subsidiary, appreciation of its local currency 
against the parent company's reporting currency can 
increase the reporting-currency value of certain monetary 
assets and liabilities. The ultimate effect depends on the 
subsidiary's foreign-currency position and may result in 
either an exchange gain or an exchange loss. 

4.3.2 Currency Depreciation 

Currency depreciation occurs when the value of one 
currency decreases relative to another currency. A 
depreciation of the subsidiary's currency can reduce the 
reporting-currency value of its monetary assets and 
increase the relative value of monetary liabilities. 
Depending on the composition of the subsidiary's 
monetary position, this movement may produce a foreign 
exchange loss or gain for the reporting entity. 

4.3.3 Exchange Rate Fluctuations and Earnings 
Volatility 

Frequent or substantial exchange rate movements can 
cause significant fluctuations in the earnings reported by a 
multinational company. Because exchange differences 
under the temporal method can affect income, reported 
profitability may change even when the foreign 
subsidiary's underlying business operations remain 
relatively stable. Management and financial statement 
users therefore need to consider currency effects when 
evaluating the company's operating performance. 

4.4 Illustrative Application of the Temporal Method 

The application of the temporal method can be 
understood by considering a foreign subsidiary whose 
accounts are maintained in its local currency while the 
parent company reports in another currency. Each 
financial statement item is classified according to its 
monetary or non-monetary character. The appropriate 
historical, current or average exchange rate is then applied 
before the subsidiary's translated results are incorporated 
into the parent company's financial statements. 

4.4.1 Translation of Monetary Items 

Suppose a foreign subsidiary has cash and receivables 
denominated in its functional currency at the reporting 
date. These monetary assets are translated using the 
closing exchange rate. If the exchange rate has changed 
since the original transactions were recorded, the 
translated amounts will differ from their earlier reporting-
currency values, creating an exchange difference that is 
considered in determining the financial result. 

4.4.2 Translation of Non-Monetary Items 

Non-monetary items measured at historical cost are 
translated using the exchange rate applicable when they 
were originally recognized. For instance, machinery 
purchased by a foreign subsidiary is translated at the 
historical rate prevailing on the date of acquisition. 
Subsequent changes in the exchange rate do not normally 

alter the translated historical cost of the machinery under 
the temporal method. 

4.4.3 Determination of Exchange Gain or Loss 

Exchange gain or loss is determined by comparing the 
translated amounts resulting from the applicable exchange 
rates with the amounts previously recognized in the 
reporting currency. Gains arise when currency 
movements have a favourable effect on the relevant 
monetary position, while losses arise when the effect is 
unfavourable. These differences contribute to the parent 
company's reported earnings and demonstrate the 
financial impact of foreign currency movements under the 
temporal method. 

Temporal Method in Financial Reporting 

The temporal method has an important role in the 
preparation and presentation of financial statements 
involving foreign operations. It determines how the assets, 
liabilities, income, expenses and equity of a foreign 
subsidiary are translated into the reporting currency of the 
parent company. Since different exchange rates are 
applied to different items, the method can influence 
reported financial position, profitability and shareholders' 
equity. 

5.1 Impact on Financial Statements 

The application of the temporal method affects several 
components of the financial statements. The translated 
values of balance sheet items depend upon whether they 
are monetary or non-monetary, while income statement 
items are translated according to the timing and 
measurement basis of the underlying transactions. 
Consequently, exchange rate movements can influence 
both the reported financial position and operating results 
of the parent company. 

5.1.1 Impact on Balance Sheet 

The temporal method affects the reported values of assets 
and liabilities in the consolidated balance sheet. Monetary 
assets and liabilities are generally translated using the 
closing exchange rate, whereas non-monetary items 
measured at historical cost use historical rates. This 
combination of rates may cause the translated balance 
sheet to differ significantly from the amounts that would 
result from using a single current exchange rate. 

5.1.2 Impact on Income Statement 

Income statement amounts are translated using exchange 
rates appropriate to the underlying transactions. Revenues 
and ordinary operating expenses may be translated using 
transaction-date rates or suitable average rates, while 
depreciation and similar expenses related to historical-
cost assets generally reflect historical rates. Exchange 
differences arising from monetary items can also 
influence the income reported by the parent company. 

5.1.3 Impact on Retained Earnings and Equity 
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The temporal method influences retained earnings and 
other equity balances through its effect on translated 
profits, losses and distributions. Share capital and other 
contributions are generally translated at historical rates, 
while retained earnings accumulate the effects of 
translated income and dividends over time. As a result, 
changes in exchange rates can indirectly affect the 
reported equity position of the consolidated entity. 

5.2 Effect on Profit and Loss Reporting 

A significant characteristic of the temporal method is its 
effect on profit and loss reporting. Exchange differences 
arising from monetary assets and liabilities can be 
recognized in determining reported income. Therefore, 
the reported profit or loss of a multinational company 
may reflect not only the operating performance of its 
foreign subsidiary but also the financial consequences of 
movements in foreign exchange rates. 

5.2.1 Recognition of Foreign Exchange Gains 

Foreign exchange gains may arise when changes in 
exchange rates have a favourable effect on the reporting-
currency value of monetary positions. For example, a 
change in the exchange rate may increase the reporting-
currency value of certain monetary assets or reduce the 
relative value of monetary liabilities. Such gains can 
increase the reported income of the parent company. 

5.2.2 Recognition of Foreign Exchange Losses 

Foreign exchange losses occur when currency movements 
have an unfavourable effect on monetary positions. A 
reduction in the reporting-currency value of monetary 
assets or an increase in the value of monetary liabilities 
may generate a loss. These losses reduce reported profit 
and may become significant during periods of substantial 
currency depreciation or exchange rate instability. 

5.2.3 Effect on Reported Net Earnings 

Because exchange gains and losses can influence income, 
the temporal method may have a direct effect on the net 
earnings reported by the parent company. A company 
may therefore experience changes in reported profitability 
even when the underlying operations of its foreign 
subsidiary have not changed substantially. This makes 
foreign exchange effects an important consideration when 
interpreting consolidated financial results. 

5.3 Impact on Financial Performance and Stability 

The temporal method can influence the assessment of 
financial performance and stability by incorporating 
foreign exchange effects into reported results. Changes in 
exchange rates may produce variations in earnings, assets 
and liabilities that are unrelated to changes in the 
underlying business activities. Proper interpretation of 
financial statements therefore requires consideration of 
both operating performance and currency-related effects. 

5.3.1 Earnings Volatility 

Earnings volatility is one of the major effects associated 
with the temporal method. Since exchange gains and 
losses may be recognized in income, significant 
fluctuations in currency values can cause reported 
earnings to rise or fall between accounting periods. This 
volatility may make short-term financial performance 
appear less stable even when the foreign subsidiary 
maintains relatively consistent operational results. 

5.3.2 Comparability of Financial Information 

The temporal method provides a systematic approach to 
translating foreign financial information, which can 
support consistency in financial reporting. However, 
differences in exchange rates between accounting periods 
can affect reported amounts and make comparisons more 
difficult. Users must therefore consider currency 
movements when comparing the financial performance of 
multinational companies across different periods. 

5.3.3 Interpretation of Foreign Subsidiary 
Performance 

The translated financial results of a foreign subsidiary 
may not always represent its underlying operational 
performance in isolation. Changes in exchange rates can 
increase or decrease reported revenues, expenses, assets 
and earnings after translation. Management and other 
users should therefore distinguish between changes 
resulting from actual business activities and changes 
caused primarily by foreign currency movements. 

5.4 Role in Multinational Corporate Reporting 

The temporal method supports multinational corporate 
reporting by providing a systematic basis for 
incorporating foreign subsidiaries into the financial 
statements of the parent company. It enables financial 
information maintained in different currencies to be 
presented in a common reporting currency. This process 
improves the usefulness of consolidated statements for 
evaluating the overall financial position and performance 
of the multinational enterprise. 

5.4.1 Consolidation of Foreign Subsidiaries 

During consolidation, the financial statements of foreign 
subsidiaries must be translated into the reporting currency 
of the parent company before being combined with the 
parent's accounts. The temporal method determines the 
appropriate exchange rates for individual assets, liabilities, 
income, expenses and equity items. Its application 
therefore forms an important part of the process of 
preparing consolidated financial statements. 

5.4.2 Decision-Making by Management 

Translated financial information assists management in 
evaluating foreign operations, assessing profitability and 
monitoring financial risks associated with exchange rate 
movements. Management can use information produced 
under the temporal method to understand how currency 
changes affect reported results and financial positions. 
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Such information can support decisions concerning 
investment, financing, resource allocation and 
management of foreign currency exposure. 

5.4.3 Information Needs of Investors and Other 
Stakeholders 

Investors, creditors and other stakeholders require reliable 
information to evaluate the financial condition and 
performance of multinational companies. The temporal 
method provides a structured basis for presenting foreign 
operations in the parent company's reporting currency. 
However, users need to recognize the effect of exchange 
rate movements on reported figures so that currency-
related changes are not incorrectly interpreted as changes 
in the underlying business performance. 

Evaluation of the Temporal Method 

The temporal method provides a systematic approach for 
translating the financial statements of foreign operations 
into the reporting currency of the parent company. Its 
major strength lies in maintaining the measurement basis 
of individual financial statement items. However, the 
method also presents certain limitations, particularly in 
relation to exchange rate fluctuations, earnings volatility 
and the complexity of applying different exchange rates. 

 

6.1 Advantages of the Temporal Method 

The temporal method has several advantages in 
international financial reporting. It maintains a close 
relationship between the original accounting 
measurements and the translated financial statements. By 
distinguishing monetary and non-monetary items, it 
provides a structured basis for applying appropriate 
exchange rates and helps preserve the historical 
measurement characteristics of foreign operations. 

6.1.1 Historical Cost Consistency 

One important advantage of the temporal method is its 
consistency with historical-cost accounting. Non-
monetary items measured at historical cost are translated 
using the exchange rate applicable when they were 
originally recognized. This prevents subsequent exchange 
rate movements from unnecessarily changing the 
translated historical cost of such assets and maintains 
consistency with their original accounting measurement. 

6.1.2 Appropriate Treatment of Monetary Items 

The method provides appropriate treatment for monetary 
assets and liabilities by translating them at the current 
exchange rate. Since these items represent fixed or 
determinable amounts of currency, their value is directly 
affected by exchange rate changes. Using the reporting-
date rate allows the translated financial statements to 
reflect the current currency position and recognize 
resulting exchange differences. 

6.1.3 Relevance to Financial Reporting 

The temporal method is relevant to financial reporting 
because it links currency translation with the underlying 
measurement principles of accounting items. It enables 
multinational companies to incorporate foreign operations 
into consolidated financial statements while preserving 
important distinctions between monetary and non-
monetary balances. This can improve the usefulness of 
financial information for management and other users. 

6.2 Limitations of the Temporal Method 

Despite its advantages, the temporal method has certain 
limitations. Its use of different exchange rates for 
different financial statement items can make the 
translation process complicated. Furthermore, exchange 
gains and losses may influence reported earnings, making 
financial results sensitive to currency movements and 
potentially making comparisons across periods or 
countries more difficult. 

6.2.1 Earnings Volatility 

A major limitation is the possibility of increased earnings 
volatility. Exchange differences arising from monetary 
items can affect reported income when currency values 
change significantly. Consequently, reported profits may 
fluctuate even when the underlying operations of a 
foreign subsidiary remain relatively stable, making it 
more difficult to distinguish operating performance from 
currency-related effects. 

6.2.2 Complexity of Exchange Rate Application 

The temporal method requires different exchange rates to 
be applied to different categories of financial statement 
items. Historical rates, current rates and, where 
appropriate, average rates must be identified and applied 
correctly. This creates additional accounting procedures 
and increases the possibility of errors, particularly for 
multinational companies with numerous foreign 
subsidiaries and transactions. 

6.2.3 Difficulties in Cross-Country Comparisons 

Differences in exchange rates, accounting environments 
and economic conditions can make comparisons between 
foreign operations more difficult. Financial statements 
translated under the temporal method may contain 
significant currency-related effects that are not directly 
connected with operational performance. Users must 
therefore consider exchange rate movements before 
drawing conclusions from comparisons across countries 
or reporting periods. 

6.3 Temporal Method and Alternative Translation 
Approaches 

The temporal method is one of several approaches used 
for translating foreign financial statements. Another 
important approach is the current rate method, which 
generally applies the current exchange rate to assets and 
liabilities. Comparing these approaches demonstrates that 
the selection of a translation method can significantly 
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influence the presentation of financial position, income 
and exchange differences. 

6.3.1 Temporal Method versus Current Rate Method 

The temporal method focuses on the measurement basis 
of individual financial statement items, whereas the 
current rate method generally emphasizes translation 
using the current exchange rate. Under the temporal 
method, monetary and historical-cost non-monetary items 
receive different treatment. Under the current rate 
approach, assets and liabilities are generally translated 
using the reporting-date rate, resulting in a different 
presentation of exchange effects. 

6.3.2 Differences in Exchange Rate Application 

The principal difference between the two approaches 
concerns the exchange rates applied to financial statement 
items. The temporal method uses current rates for 
monetary items and historical rates for non-monetary 
items measured at historical cost. The current rate method 
generally applies the closing rate to assets and liabilities, 
while income and expenses may be translated using 
transaction-date or average rates. 

6.3.3 Differences in Recognition of Translation Effects 

The two methods may also differ in the way translation 
effects influence reported financial results. Under the 
temporal method, exchange differences arising from 
monetary items can affect income and therefore reported 
earnings. Under the current rate approach, translation 
differences are generally treated separately from ordinary 
operating income, resulting in a different effect on 
reported profitability and equity. 

6.4 Practical Challenges for Multinational Companies 

Multinational companies face several practical challenges 
when applying the temporal method. Foreign operations 
may conduct large numbers of transactions in different 
currencies, while exchange rates may change frequently. 
Companies must maintain accurate records of transaction 
dates, measurement bases and applicable exchange rates 
to ensure that translated financial statements are reliable 
and consistent. 

6.4.1 Exchange Rate Uncertainty 

Exchange rate uncertainty creates an important challenge 
for companies with foreign operations. Currency values 
can change because of economic conditions, interest rate 
movements, trade conditions and other market factors. 
Such changes can influence the translated value of 
monetary items and reported earnings, making future 
financial results more difficult to predict. 

6.4.2 Accounting and Reporting Complexity 

The requirement to identify and apply different exchange 
rates increases accounting and reporting complexity. 
Companies must properly classify financial statement 
items and maintain information concerning historical 

transaction dates and applicable exchange rates. Large 
multinational organizations may therefore require 
effective accounting systems and internal procedures to 
ensure accurate and consistent currency translation. 

6.4.3 Management of Foreign Currency Exposure 

Foreign currency exposure is another important challenge 
associated with international operations. Exchange rate 
movements can affect the value of assets, liabilities, 
revenues and expenses when translated into the parent 
company's reporting currency. Management must 
therefore monitor currency positions and consider 
appropriate financial strategies to reduce excessive 
exposure and limit the adverse effect of exchange rate 
fluctuations on reported financial performance. 

Summary 

7.1 Major Concepts of the Temporal Method 

The Temporal Method is an important approach to 
foreign currency translation used to convert the financial 
statements of a foreign subsidiary into the currency of the 
parent company. Its basic principle is that financial 
statement items should retain the measurement basis used 
in the subsidiary’s accounts. Therefore, monetary and 
non-monetary items are treated differently according to 
their relationship with historical cost and current 
exchange rates.A major concept of the method is the 
distinction between monetary and non-monetary items. 
Monetary assets and liabilities, such as cash, receivables, 
payables and loans, are generally translated using the 
exchange rate prevailing at the balance sheet date. Non-
monetary items measured at historical cost are translated 
using the exchange rate applicable when those items were 
originally recognized.The Temporal Method is closely 
connected with the concept of functional currency. It 
attempts to preserve the original measurement 
characteristics of assets, liabilities, income and expenses 
when financial statements are expressed in another 
currency. In this way, the method provides a systematic 
basis for translating foreign operations while maintaining 
consistency with the underlying accounting 
measurements.Another important concept is the 
recognition of exchange rate changes in earnings. 
Because monetary items are translated at current rates, 
changes in exchange rates can produce foreign exchange 
gains or losses. These effects may influence the reported 
profit or loss of the parent company and can therefore 
create fluctuations in reported earnings. 

7.2 Key Translation Procedures 

The translation process begins with the classification of 
financial statement items into monetary and non-
monetary categories. Monetary assets and liabilities are 
generally translated at the closing exchange rate, while 
non-monetary assets and liabilities measured at historical 
cost are translated using their respective historical 
exchange rates. This distinction forms the central 
operational feature of the Temporal Method.Income 
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statement items are also translated according to the 
measurement basis of the related transactions. Revenue 
and operating expenses may generally be translated using 
exchange rates applicable to the dates of transactions or 
an appropriate average rate where it reasonably represents 
the transaction rates. Expenses connected with historical-
cost assets, such as depreciation, are translated 
consistently with the historical exchange rate of the 
related assets.Equity accounts require particular attention 
because share capital and other historical contributions 
are associated with the exchange rates prevailing when 
the transactions occurred. Retained earnings are affected 
by translated income, expenses and distributions. 
Dividends and other equity transactions are translated 
using the exchange rates applicable on the dates of those 
transactions.After the financial statement items have been 
translated, exchange differences are determined. 
Depending on the circumstances and accounting 
framework, these differences may affect reported earnings. 
The resulting foreign exchange gain or loss reflects the 
effect of exchange rate movements on items whose 
translated values change between different reporting dates. 

7.3 Impact on Financial Reporting and Earnings 

The Temporal Method has a direct influence on the 
presentation of financial statements because exchange 
rates affect the translated values of assets, liabilities, 
revenues and expenses. Changes in currency values can 
therefore alter the reported financial position of a 
multinational company even when the underlying 
operations of the foreign subsidiary remain relatively 
stable.Its most significant effect can be observed in profit 
and loss reporting. Since monetary items are translated 
at current exchange rates, currency appreciation or 
depreciation can generate exchange gains or losses. These 
changes may increase or reduce reported net earnings and 
can introduce an element of earnings volatility into the 
financial statements of the parent company.The method 
also affects the interpretation of financial performance. A 
change in reported profit may partly arise from currency 
movements rather than changes in operating efficiency, 
sales, costs or productivity. Consequently, management 
and investors need to distinguish between operational 
performance and foreign exchange effects when 
evaluating the results of multinational enterprises.The 
Temporal Method can also influence the comparability of 
financial information across reporting periods and 
countries. Differences in exchange rates and accounting 
measurement bases may make direct comparisons more 
difficult. Nevertheless, a consistent translation procedure 
helps provide a systematic framework for incorporating 
foreign subsidiary results into consolidated financial 
reporting. 

7.4 Overall Assessment of the Temporal Method 

The Temporal Method provides a logical approach to 
foreign currency translation by maintaining the historical 
measurement basis of financial statement items. Its 

treatment of monetary and non-monetary items reflects 
the economic characteristics of those items and allows 
historical-cost information to remain connected with the 
exchange rate existing when the underlying transaction 
occurred.One of its major strengths is its consistency with 
historical-cost accounting. It provides a clear distinction 
between items that are exposed to current exchange rates 
and those whose measurement is based on historical 
transactions. This makes the method useful for financial 
reporting situations in which preservation of the original 
accounting measurement is important.However, the 
method also has certain limitations. Frequent changes in 
exchange rates can create significant fluctuations in 
reported earnings, making financial performance appear 
less stable. The need to apply different exchange rates to 
different categories of items can also increase the 
complexity of accounting and reporting 
procedures.Overall, the Temporal Method remains a 
significant approach for understanding foreign currency 
translation. Although alternative methods may provide 
different presentations of currency effects, the Temporal 
Method offers a structured basis for translating financial 
information while retaining the historical characteristics 
of the underlying transactions. 

 

7.5 Concluding Observations 

The Temporal Method demonstrates the importance of 
exchange rates in the financial reporting of multinational 
companies. Its central principle is to translate financial 
statement items according to their measurement 
characteristics, particularly by distinguishing monetary 
items from non-monetary items and applying appropriate 
current or historical exchange rates.The method 
contributes to systematic consolidation of foreign 
subsidiary accounts and helps the parent company 
incorporate overseas financial information into its 
reporting framework. At the same time, exchange rate 
movements can significantly affect reported earnings, 
requiring careful interpretation of financial results and 
recognition of the difference between operating 
performance and currency-related effects.In conclusion, 
the Temporal Method provides a coherent and disciplined 
framework for foreign currency translation. Its emphasis 
on historical measurement, appropriate exchange rates 
and recognition of currency effects makes it valuable for 
understanding international financial reporting. Despite 
challenges such as earnings volatility and procedural 
complexity, the method remains important for analysing 
how foreign currency movements influence the reported 
financial position and performance of multinational 
enterprises. 
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