Case:  The Japanese Puzzle
Tom Griffen was puzzled.  He had just completed a standard financial ration analysis of the translated financial statements of a major Japanese manufacturing company.  He knew that the company was an acknowledged leader in its industry and once of the largest and most successful in terms of world market share.  What puzzled him was that the company appeared to be on the verge of bankruptcy—at least according to his calculations of the various financial ratios and indicators commonly employed in the United States.  In comparing the financial statements of the Japanese firm to its U.S. counterpart with comparable sales, employment, and market share, he observed the following differences:

Balance Sheet Comparisons

The Japanese firm had two and half times as much cash, deposits, and securities, 50 percent more notes and accounts receivables, and overall 30 percent more current assets, despite having 25 percent less inventory than the U.S. firm.  In terms of fixed assets, operating fixed assets of the Japanese firm were only 23 percent of total assets versus 38 percent for the U.S. firm, while its long-term investments accounted for 11 percent of total assets versus only 6 percent for the U.S. firm.

As for liabilities, the Japanese firm had two and a half times more short-term borrowings, and its debt was nearly double that of the U.S. firm.  Finally, the equity base of the Japanese firm was less than half that of the U.S. firm whereas its debt-to-equity ration was roughly three times larger.

Income Statement

Over a four-year period, the reported income of the Japanese firm was generally only about half that of its U.S. counterpart but had remained remarkably stable as a percentage of sales while that of the U.S. firm had fluctuated significantly from year to year.  Its earnings per share were also consistently lower, despite having less equity.
Although Tim knew that there were significant differences between U.S. and Japanese cultures and business environments, he was not certain how these differences might be affecting the Japanese company’s financial statements.  Perhaps something was wrong with his use of the standard financial ratio analysis.

Questions

1.  In general, what are the problems with applying one country’s standard financial analysis techniques to the analysis of financial statements of a company from another country or with making other comparisons to firms in other countries?

2.  In this specific case, what conditions or factors in Japan might be causing the puzzling financial analysis results?

3.  What might Tom do to assess the true financial position of this company?

