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Questions #1:	As a global manager what do you believe are the strengths and weaknesses of the Germanic model? 

Strengths
The Germanic GAAP is based on the concept of prudence, or good business judgment. As such, it has the benefit of allowing German firms greater latitude in many areas than does U.S. GAAP. For example, German GAAP is comparatively liberal about the use of reserves to account for contingent liabilities. German GAAP also allows many more items to be classified as extraordinary items than does U.S. GAAP. As a result of this greater flexibility, German firms are more easily able to smooth their earning to present a picture of earnings stability. This is important to German firms, since the primary users of financial statements in Germany are lenders (i.e., the banks), for whom earnings consistency is very important. 

Weaknesses
The weakness of the German model is that it does not identify specific sources of business risk quite as accurately as does U.S. GAAP, which has narrower guidelines, such as for the use of reserves and extraordinary items. While lenders might view the flexibility and ability to smooth earnings inherent in the German model as a strength, investors are more likely to view these aspects of the Germanic model as a weakness.  U.S. GAAP adheres to more rigorous, prescriptive requirements for disclosing and reporting liabilities, assets, gains, losses and risks, particularly as they effect earnings.  Consequently, the U.S. GAAP model for reporting financial information is of particular importance to institutional and individual investors for deciding whether to invest, and to capital markets in establishing the price of a stock. U.S. GAAP reporting requirements and guidelines are focused on informing the investor.  

In addition, the smoothing of earnings that German GAAP permits makes even comparisons of firms in the same industry more difficult, and can obscure inherent business problems from becoming apparent for longer periods of time.  So much so that financial analysts are forced to rely on the DVFA method in order to form a basis for comparing companies.  As a result, analysis of a German firm’s performance for investment purposes is arguably more challenging than firms using U.S. GAAP.  The task is still more challenging for multi-national firms like Daimler, which has hundreds of domestic and foreign subsidiaries and joint ventures, and considerable flexibility in reporting the performance of these entities.  As a global manager, one must be sensitive to the prevalence of different standards in use in different geographic areas, as well as the different objectives of users of financial information. Competing in the global marketplace may necessitate reproducing financial statements under multiple accounting guidelines, such as U.S. GAAP and DVFA, in order to make analysis and comparisons meaningful. 


Question #2:	What are the principal differences between German GAAP, DVFA, and U.S. GAAP?

The primary differences between German GAAP and DVFA and U.S. GAAP are that:

1)  DVFA and U.S. GAAP attempt to distinguish overall earnings, which includes extraordinary items, from earnings from continuing operations.  German GAAP is much more liberal in the extent to which it permits the reporting company to mingle earnings from continuing operations with extraordinary items.

2)  DVFA eliminates capitalized goodwill. Under German GAAP, goodwill may be charged directly to shareholders equity or capitalized and amortized over its useful life, generally between 5-15 years. Prior to 1988, net assets acquired as part of a business combination were valued at historical cost, after 1987 net assets were recorded at their estimated fair value. U.S. GAAP requires the difference between purchase price and fair value of net assets acquired through a business combination to be capitalized as goodwill and amortized through the income statement over their estimated useful life, not to exceed 40 years.

3)  DVFA and U.S. GAAP excludes minority interest in consolidated income; German GAAP permits its inclusion.

4)  DVFA eliminates depreciation due to special and accelerated tax valuation.  U.S. GAAP includes depreciation expense used for book purposes in the determination of net income.  

5)  DVFA eliminates the effects of excessive provision and pension entries. U.S. GAAP is more prescriptive than German GAAP with regard to the use of actuarial tables and requires that the projected unit credit method be used.

6)  German GAAP allows revenues and costs on long term contracts to be accounted for using the completed contract method with performance milestones where practical. U.S. GAAP uses the percentage of completion methods for revenues and costs on long term contracts. 

7)  German GAAP allows accruals or provisions to be recorded for uncertain liabilities and loss contingencies. U.S. GAAP is more restrictive with regard to the use of accruals for loss contingencies.


Question #3:	What are the principal differences between German GAAP and IAS?

Overall, because the IAS has adopted standards that are generally very similar to U.S. GAAP, differences between German GAAP and IAS are, in most cases, similar to the differences between German GAAP and U.S. GAAP discussed in Question #2, above.  

However, in many cases, the IAS grants firms fairly wide latitude in how they choose to report financial information.  For example, IAS permits considerable flexibility in the way firms account for investments.   So while the manner in which a German firm accounts for investments might differ considerably from U.S. GAAP, it might not differ from IAS due to the considerably flexibility permitted under the international standards.


4. What accounting practices account for the principal difference between Daimler-Benz’s German and U. S. GAAP reported profits for the first six months of 1993?

The main differences in reporting by German and U.S. GAAP standards are given in Exhibit 4 #2.  These difference include accounting for:

A. Appropriated retained earnings-provisions, reserves and valuation differences
B. Long-term contracts
C. Goodwill and business acquisitions
D. Business dispositions
E. Pensions
F. Foreign currency translations
G. Financial instruments
H. Deutsche Aerospace Airbus GmbH (DA) consolidation
I. Other-LIFO inventory adjustments, treasury stock, and minority shareholder’s interests
J. Deferred taxes


On page 906, Exhibit 5 spells out the changes made to Net Income to translate the earnings from German GAAP to U.S. GAAP.  The largest change comes from a reduction to reserve accounts set up under German GAAP that are not allowable under US GAAP.  This accounts for a $950m reduction in Net Income.  Other large changes come from a write-down of marketable securities ($172m) that would have been required under U.S. GAAP but not German GAAP.  Additional pension benefits accruals in the amount of $79m would be necessary under U.S. GAAP.

5. Do you agree with the view that in the future Daimler-Benz’s U.S. GAAP results will be more useful than the company’s German GAAP and DVFA figures to value the company’s equity securities?

U.S. GAAP more closely reflects the standards used by many countries that utilize the IASC standards.  As Daimler Benz continues to access new capital markets in various parts of the world, it is important for the company to use accounting methods that analysts in those countries will recognize and trust.  By adopting U.S. GAAP standards, Daimler Benz has access to the lucrative U.S. capital markets and has increased the value of their equity in other countries by reducing the costs of investors to interpret the financial information that the company provides.  The downside is that changes in the company’s performance across time is just as important as industry ratio analysis will not be available since prior period information is not available using U.S. GAAP.   

6. Does German GAAP give German companies a competitive advantage relative to U.S. corporations?

German GAAP gives companies an advantage in that it allows them to smooth out their earnings.  The German system of prudent allowances lets German companies utilize accumulated allowances to either boost earnings during slowdowns by dipping into allowances.  Alternatively, they can store excessive earnings during boom cycles.  The American stock community rewards companies with consistent earnings and higher price/earnings ratios.  If German companies like Daimler-Benz did not present reconciliation to U.S. GAAP standards it would give the appearance that their earnings were more consistent than companies like Ford and GM.   It is important to utilize local standards when comparing companies.  If you were comparing Daimler-Benz to other German companies on the German stock exchange, it would make sense to compare them consistently with German GAAP standards.  However if your comparing their performance to other U.S. companies and their performance in U.S. equity markets, it makes much more since to apply U.S. GAAP standards.


