Robert MacKenzie

Twill outline
a few hazards in using annual reports to make investment
decisions and offer a couple of suggestions to render them
more accessible to the small investor. Although annual re-
ports can provide a lot of useful information for investors,
there are a number of problems that make our interpretive
job more difficult.

For example, annual reports abide by the rules set down
by the accounting fraternity designed to ensure a uniform-
ity among reporting companies, termed the Generally Ac-
cepted Accounting Principles or GAAP for short. But not
all companies must abide by these rules. The banks, for
example, being federally and not provincially chartered, can
do an end-run around provincial securities requirements
by appealing for relief to the federal regulator. One bank
did this recently, gaining the right to reportits reserve hold-
ings in a different manner than what had been common
practice. This unusual method of reporting can lead to an
investor mistakenly comparing two banks’ net income as if
all the items used to atrive at it were reported in the same
way for both companies. Why the federal government al-
lowed this, I don’t know.

Another difficulty with GAAP rules is that there are sub-
stantial differences between American and Canadian prac-
tices. Write-offs are accounted for differently in each juris-
diction, for instance. If you are studying a stock that trades
heavily in the US, you should turn to the back of the an-
nual report and see what the American investors are being
told by their analysts about the company. A firm may well
be reporting a good loss in one country and a profit in the
other. And this information could have an effect on the
stock price and future outlook. If Americans see a loss and
sell, while Canadian see a profit and buy, can we say that
there is fairness here?

And speaking of write-offs, be careful to note whether
the company you are looking at has recently discounted
the value of its assets. It is becoming common practice for
firms to take a huge accounting loss in one quarter and
then start fresh. If you don’t check, an annual report could
mislead you into thinking all was well. Write-downs clean
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up financial statements and make all things new, but the
problems that led to the difficulties may not have been
solved.

We investors should not only be aware of pitfalls in ba-
sic financial analysis, we should be actively writing those in
power to get them to make reporting more investor-friendly.
If you belong to a shareowners’ organization or investment
club, encourage them to send letters of protest and appeals
for more clarity and fairness. No one else will stand up for
you. We should not have to be professional analysts to have
timely disclosure made to us by company management or
to be able to comprehend a firm’s financial results.

The way in which figures are presented in an annual
report is one area that can be improved with little diffi-
culty. As was noted in the last instalment of this series, it is
helpful to the small investor to have the percentage changes
yeat-ovet-year already calculated by the company and listed
beside the raw numbers. And just as helpful would be ver-
tical analysis, which provides percentages for various items
in relation to some overall total. On the income statement,
this would mean that individual items are expressed in terms
of their percentage of sales revenue. Raw numeric figures
are difficult to put into context, especially when there has
been a takeover or merger that makes yearly comparisons
impossible to grasp at a glance. A relative percentage scale,
because it accounts for wide annual fluctuations in dollar
amounts, is much simpler and more meaningful.

At this year’s annual meeting of Mitel Corporation at
the Chateau Laurier Hotel, not only did I enjoy the reports
and the fine lunch, I spoke up during the question petiod.
On behalf of small investors I asked that future annual re-
ports present not only raw figures but also horizontal and
vertical analysis of them for a period of three to five years.
This had been done very well in the past by the former
Newbridge Corporation. Much to my delight, the chair-
man of the board said that he thought that this was a great
idea and would take it up with management. We’ll see what
next year’s annual report looks like.

Regulators and companies are unlikely to make inves-
tor-friendly changes for ordinary folk unless we tell them
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what our concerns are. If you find annual reports confus-
ing, lobby for changes to make them more meaningful. In
doing so, you will be helping to maintain fair and transpar-
ent markets from which we all benefit.
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