Chapter 9

International Financial Statement Analysis
Discussion Questions
1.

a.
Business strategy analysis
Difficulties in cross-border business strategy analysis: Identifying key profit drivers and business risk in two or more countries can be daunting. Business and legal environments and corporate objectives vary around the world. Many risks (such as regulatory risk, foreign exchange risk, and credit risk) need to be evaluated and brought together coherently. In some countries, sources of information are limited and may not be accurate.

b. Accounting analysis
Difficulties in accounting analysis: Two issues are important here. The first is cross-country variation in accounting measurement quality, disclosure quality, and audit quality. National characteristics that cause this variation include required and generally accepted practices, monitoring and enforcement, and extent in managerial discretion in financial reporting. The second issue concerns the difficulty in obtaining information needed to conduct accounting analysis. The level of credibility and rigor of financial reporting in Anglo-American countries generally is much higher than that found elsewhere. In fact, financial reporting quality can be surprisingly low in both developed and emerging-market countries.

c. Financial analysis (ratio analysis and cash flow analysis)
Difficulties in financial analysis: Extensive evidence reveals substantial cross-country differences in profitability, leverage, and other financial statement ratios and amounts that result from both accounting and non-accounting factors. Differences in financial statement items caused by national differences in accounting principles can be significant, and unpredictable in amount. Even after financial statement amounts are made reasonably comparable, interpretation of those amounts must consider cross-country differences in economic, competitive, and other conditions.

d. Prospective analysis (forecasting and valuation)
Difficulties in prospective analysis: Exchange rate fluctuations, accounting differences, different business practices and customs, capital market differences, and many other factors have major effects on international forecasting and valuation. Application of price multiples in a cross-border setting requires that the determinants of each multiple, and reasons why multiples vary across firms, be thoroughly understood. National differences in accounting principles are one source of cross-country variations in these ratios.
Finally, all four stages of business analysis may be affected by:
1.
Information access
2. Timeliness of information
3. Foreign currency issues
4. Differences in financial statement formats
5. Language and terminology barriers
2. Information accessibility is a major condition for an efficient capital market, that is, information must be rapidly analyzed and made available to investors capable of acting on it. In the United States and other broadly-based financial markets, a whole industry specializing in information analysis and dissemination has developed. Similar investment analysis services in many non-U.S. capital markets remain at an earlier stage of development.

3. Investment analysis almost always involves paired comparisons, even if the benchmark alternative is to do nothing. In evaluating the risk and return characteristics of a nondomestic company, differences in accounting measures of risk and return are often due as much to differences in measurement rules between countries as they are to real economic differences. Corporate transparency compounds the problem by depriving analysts of information necessary to adjust for national measurement differences. Many analysts consider the disclosure issue to be even more important than measurement differences.

4.
One way of coping with GAAP differences is to restate foreign accounting measures to an internationally recognized set of principles or the reporting framework of the investor’s home country. An alternative tack is to develop a detailed understanding of accounting practices in the investee’s country.

Students will definitely disagree on this one. Eventually some will offer a compromise: use the former coping mechanism if the investee company is being compared with a firm in the investor’s home country and adopt a “multiple principles capability” when comparing the investee company to another company in the same country. Another track would be to examine who is making the market for the investee’s shares. If local investors are making the market, one should not ignore local norms. However, if investors in the investor’s country are making the market; e.g., U.S. institutional investors, then restatement to the investor’s home country GAAP makes sense.
5.
Prospective analysis involves forecasting a firm’s future cash flows and then valuing those cash flows. As future cash flow estimates are based on accounting measurements, differences in measurement rules between countries complicate this effort. The range of accounting choices available abroad add to this complexity. However, measurement differences are only one of the variables that complicates prospective analysis, Differences in environmental variables such as rates of inflation, sovereign risk, business practices, and institutions complicate both forecasting and valuation. Different institutions include financial norms, tax regimes, and market enforcement mechanisms. In terms of valuation, whereas P/E multiples may be popular in one country, discounted dividends may be more popular in another. Even if two countries employ the same valuation framework, differences in investment horizons and methods of calculating discount rates/cost of capital will vary.
6.
Translation of foreign financial statements for the convenience of domestic readers is fundamentally distinct from the translation of branch or subsidiary accounts for purposes of consolidation. In the latter case, translation involves a remeasurement process. In most countries, foreign accounts first are restated to the accounting principles of the parent country prior to restatement to parent currency. Convenience translations merely involve a restatement process in the sense that foreign accounts are multiplied by a constant to change the currency of denomination from domestic currency to the currency of the reader’s domicile.
7.
Important recommendations include the following:

a. Be aware that national differences in accounting measurement rules can add “noise” to reported performance comparisons. The reader should be prepared to unwind accounting differences where necessary.

b. Use a structured approach, such as the one presented in this chapter, to ensure that all relevant factors are considered.

c. Cash flow–related measures are less affected by accounting principle differences than are earnings-based measures, thus making them potentially valuable in international analysis.

d. Audit quality varies dramatically across countries. Become familiar with the level of audit quality in a particular country before reaching conclusions using financial statements prepared by companies in that country.

e. Corporate transparency also varies dramatically across countries. Be sure to assess accurately the quality of financial disclosures before reaching conclusions based on them.

f. Above all, appreciate that measurement and disclosure practices are environmentally based. Appreciation for institutional differences will greatly aid in proper interpretation of accounting based performance and risk measures.
8. The following list describes in general fashion what probable effect the Dutch translation practice would have on selected financial ratios in comparison with the temporal method. The analysis assumes that the original financial statements of the two companies are identical in all respects save for the currency translation method used. Inventories are assumed to be carried at cost.





 
Devaluation
Revaluation


Current ratio (liquidity)
decrease
increase
Debt ratio (solvency)
increase
decrease

Fixed asset turnover (efficiency)
increase
decrease

Return on assets (profitability)
increase
decrease


As can be seen, the current rate method can have a significant effect on key financial indicators. Accordingly, security analysts must be careful to distinguish between the currency in which a foreign account is denominated and the currency in which it is measured.

9.
The attest function is what gives credibility to the financial statements. If this function is important in the domestic case, it is even more important internationally where statement readers are separated from the companies they are interested in not only by physical distance but also by cultural distance.
10.
Internal control is an activity performed by a firm’s internal auditors that helps to assure that management’s policies and procedures are being carried out effectively, that financial transactions are being properly reported both internally and externally and that the assets of the firm are safeguarded. Internal control is relied upon by a firm’s external auditors in determining to what extent their work should replicate the work of the internal auditor. The role of the internal auditor has become even more important in assuring the reliability of management’s financial representations owing to the large number of financial scandals that has rocked the United States and other financial markets during the start of this decade. Recent legislation in the United States, which is increasingly being emulated elsewhere, has made management responsible for assuring that their system of internal controls are not only in place but are working well. This has been necessary to reduce investor uncertainty regarding the quality and reliability of a firm’s published financial accounts.

In the absence of a strong system of internal controls, investors will adopt a more passive approach to investing as opposed to relying on firm-specific information. This involves taking a mutual fund approach to investing which attempts to diversify away information risk, although at the cost of lesser performance.
Exercises
1.
The trend of dividends from a U.S. dollar perspective can be ascertained by translating the peso dividend stream using the $/P exchange rate prevailing at the beginning of the time series or the end. Use of the ending exchange rate provides the following trend data:

                                    2009
2010
2011


Net income (P)
      8,500
10,800
15,900
Dividends (P mill’s)
2,550
3,240
4.770
Dividends ($000)
850
1,080
1,590



Percentage change
---

27.1%

     47.2%
2. How the statement of cash flows appearing in Exhibit 9.5 was derived:

Beg. Bal.
DR.
CR.
End. Bal.

Cash
3,120


5.190
New fixed assets
11,050
(3) 3,150
(2) 720
13,840
ST $ payable
650


650
LT debt
6,240

(3) 2,064
8,304
Capital stock
4,968


4,968
Retained earnings
2,312

(1) 324
2,636
Translation adjustment



2,472

Sources
Uses

of
of

Funds
Funds

Sources:

Net income
(1)    324

Depreciation
(2)    720

Increase in LT debt
(3) 2,064

Translation adjustment
(4) 2,472
Uses of funds:

Increase in fixed assets


(3) 3,510


5,580
3,510
Net increase in cash


2,070


5,580
5,580
3.
Consolidated Funds Statement
(figures appearing in parentheses denote changes due primarily to translation effects)

Sources:

Net income
   324

Depreciation
   720

Increase in LT debt
2,064
(2,064)

Translation adjustment
2,070
(2,070)

Less intercompany payable
180
Uses of funds:

Increase in fixed assets

3,510
(3,510)

Net increase in cash

2,070
(1,206)
The $1,206 translation effect is that part of the $2,472 gain on the translation of net worth which is related to the translation of cash. It is derived as follows.

a.
Opening cash of 24,000 kroner translated at .13
=$3,120
Opening cash retranslated at 12/31 at .173
= 4,152
    Gain
1,032
b.
6,000 kroner increase in cash during the year
  initially translated at .144
=$864
6,000 kroner retranslated at 12/31 at .173
= 1,038
    Gain
174
Total translation gain applicable to cash
1,206
4.
Yes, Infosys added value for its shareholders as its EVA was a positive RPE 1,540. Operating income more than covered the company’s cost of debt and equity. EVA is an attempt to minimize the distortions caused by international GAAP differences and in this sense is a valued performance metric. However, it is not totally immune to measurement differences, depending on how a company measures debt and its associated cost.
5.
Debit:
Cost of goods sold
        ¥250,000,000



Taxes payable
87,500,000


  Credit
Inventories
¥250,000,000



Tax expense
87,500,000
6.
a.

                                                2009               
2010               2011


  

Sales revenue (£)                    23,500             28,650              33,160




Sales revenue ($)                    49,350              63,030              53,056


b.       Percentage change   2010/2009
2011/2010              


                 Pounds                     21.9%                  15.7%     


                  Dollars                    27.8%                  -15.8%

The two time series do not move in parallel fashion because of changes in exchange rates used to perform the convenience translations.
c.
This problem can be minimized by translating the time series using the 2009 exchange rate or by using the 2011 exchange rate. Trend analysis can also be performed in the local currency.

7. Assessing reasons for P/E ratio trends and cross-country comparisons is difficult. The text discusses two studies that have analyzed differences in P/E ratios between Japan and the United States in the late 1980s. The studies differ greatly in their explanations of the (then) much higher Japanese P/E ratios, and neither study claims to explain more than a part of the difference. Part but not all of the reasons were attributable to accounting measurement differences. We suspect that differences in institutional factors probably exert the dominant reason for observed differences internationally.

8. Student answers will naturally vary. However, they should recognize that audit practices are influenced as much by differences in social, economic, and political environments as are measurement standards. They should also recognize that standard setting is as much a political process as it is a process of logic or sound principles.

9.
Student opinions are likely to vary on this one as well. Some will argue for opinions coined by private professional bodies. Others, in light of Enron, et al., will opt for more legal opinions. In the end, students should conclude that enforcement mechanisms are also very important. Recent U.S. indictments of company officers for accounting violations as well as mandated prison terms is unprecedented. Together with increasing recourse to the courts by aggrieved investors, the imbalance between an auditor’s responsibility and authority is being redressed.

10.
Reasonable criteria for judging the merits of a database for company research include (but are not limited to):

a. Coverage (number of companies, countries, years of data)

b. Amount of information for each company (number of financial, market-based measures per company)

c. Reliability, ease of use, language translations, search features

d. Cost (are only some of the data “freely available?”)

e. Access and links to other Web sites provided

Case 9-1
Sandvik
1.
a.
There are several advantages that accrue to Swedish firms employing the system of special reserves. First, political dividends accrue to firms that align their goals with those of the government. Second, there are tax advantages as expenses recognized in establishing a reserve are tax deductible. Third, the use of reserving allows companies to manage their earnings.

Disadvantages include the risk of reducing a company’s reporting credibility with the international investing community. This, in turn, may limit the company’s external financing flexibility.

2. The government benefits from the reserving system in that it has an ally in maintaining full employment. That is to say, its macroeconomic tool kit is expanded in that it is yet another vehicle for managing the economy in addition to monetary and fiscal policy.
3. The use of reserves makes it difficult for statement readers who are unfamiliar with Swedish reporting practices to assess the risk and return attributes of the firm. For example, it will not be clear to what extent observed differences in financial ratios between a Swedish company and a non-Swedish company are due to accounting differences as opposed to real economic differences in the attributes being measured.
4. The use of reserves had a dampening effect on Sandvik’s reported earnings.
5. The entries used to increase the reserves can be determined by examining the change in Untaxed Reserves in the balance sheet as well as examining the relevant notes to the financial statements. The entries were:



Excess depreciation reserve



2,429



Income






2,429


Tax allocation reserve




   638




Income






   638



Other expense


  


      4




Other untaxed reserves

  

    4
6.  

With reserves


Without reserves
ROS 
8,314/20,682


8,314 – 3,063(1-.082)/20,682



= 40.2%


= 26.6%

ROA
8,314 + 745 +1,165

8,314  +7451 + 1,165 – 3,063



(45,183 + 40,084)/ 2

[(48,246+ 3,063) + (40,084 + 305)] /2


= 23.9%


= 16.2%

Case 9-2
Continental A.G.
Students will first gravitate to the notes to the financial statements dealing with Special Reserves and Provisions. Their instincts are correct. The problem facing an external analyst is that it is difficult to determine which of the reserve and provision items are legitimate and which are not.
It turns out that two important keys to this case are to be found in footnotes 21 and 22. Focusing on the consolidated figures, we see that Continental is using entries under Other operating income and Other operating expenses to smooth reported earnings. The following analysis backs out 1) Credit to income from the reversal of provisions, 2) Credit to income from the reduction of the general bad debt reserve, and 3) Credit to income from the reversal of special reserves appearing in note 21 and Allocation to special reserves under note 22.

Adjustments:

19X9
Operating income


DM68,029


Provisions




DM33,559


General B/D Reserve



        2,014


Special reserve




      32,456

Special reserves



   1,278


Operating income



       1,278


20X0
Operating income


DM57,237


Provisions




DM17,312


General B/D Reserves



         1,101


Special Reserves



       38,824

Special Reserves



    168


Operating income




   168

To determine the net overstatement on an after-tax basis, the students should attempt to approximate Continental’s effective tax rate. Information to do this are contained in footnote 24 and Continental’s income statement.

Effective Taxes:

19X9


20X0

Income tax

141,476


59,884

Income after tax

227,838


93,435
Income before tax
369,314


153,319
Effective rate:

141,476/369,314

59,884/153,319





= 39%


= 39%

Reduction in taxes:





66,751 X .39

57,069 X .39





= 26,033

= 22,257

Net overstatement:





  66,751

57,069




    
-26,033

-22,257






 40,718

 34,812
This overstatement, as a percentage of reported consolidated earnings, was 18 percent for 19X9 and 37 percent for 20X0. Dietrich and Marissa have cause to pay Continental’s CFO a visit.
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