
Earnings on a cliff
In any given year, some companies report gains and others report losses. In a perfect world, if we arranged firms 

on a spectrum from the most negative earnings to the most positive, we might expect to see a fairly normal distri-

bution of winners and losers.

In examining real-world distributions of earnings, on the other hand, we see something different. When looking 

at U.S. companies, for example (see Exhibit 1, top panel), we might spot a “kink” in the distribution; there seems 

to be a slight buildup of firms reporting just to the positive side of zero, as managers use a range of accounting 

tricks—some legal, some perhaps not—to eke out a positive number.

What about emerging markets? Not surprisingly, EM companies manage earnings, too—they just take it to a 

whole new level! In almost all emerging markets, we observe an unnatural “cliff” of earnings clustered to the 

right of zero (see Exhibit 1, bottom panel). Different reporting standards, weaker auditing, and lax enforcement 

create a perfect storm that results in reported numbers that are disconnected from actual results.

Seeing through the financial numbers game
While the public might take these earnings numbers at face value, investors who are able to see through the 

accounting games managers play and distinguish between good and bad results are presented with a compel-

ling opportunity. For example, when we scrutinize companies’ financials with the use of quantitative tools like 

accruals-based measures of earnings quality or data-driven models for predicting financial fraud we find it’s 

possible to identify bargain stocks, oversold for honestly reporting an earnings miss. This process also exposes 

overvalued companies, poised for a fall when inflated results inevitably reverse. Through a deeper understand-

ing of the rules of the game and a bit of work with the data, the challenge of uncovering earnings manipulation 

in emerging markets becomes a distinct advantage.
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Some investors pass on allocating equity funds to one of the highest-growth regions, emerging markets. They are 

fearful of accounting manipulation or intimidated by the daunting task of interpreting financial statements that 

are difficult to reconcile with their more familiar developed market equivalents. In part, these concerns are a 

throwback to the questionable accuracy of financial statements in years past—although even today, it may not 

be wise to take all reported numbers at face value. We find that even when using the best “off-the-shelf” emerg-

ing markets financial data, much work is necessary if one intends to use those data to build robust emerging 

markets portfolios.
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Exhibit 1. Distribution of Return on Equity (ROE) in the U.S. and Emerging Markets

United States

Emerging Markets

Frequency Jun 1987 - Mar 2018

China
Frequency May 1991 - Mar 2018

ROE

ROE

ROE

ROE

South Korea

Frequency Jun 1987 - Mar 2018

Taiwan

Frequency

Source: Rayliant Investment Research

Jun 1989 - Mar 2018



Line item differences
One would expect that a balance sheet line item as fundamental as Property Plant and Equipment (PPE) would 

be fairly consistent across countries. If only things were that simple. In China, for example, among other exclu-

sions, it turns out that PPE is reported net of Construction in Progress—quite a meaningful entry for firms in an 

economy experiencing such rapid expansion. Instead, the value of ongoing construction projects shows up as a 

separate item in the financial statements of Chinese companies and, consequently, as a separate variable in 

the data provided by popular Chinese financial data vendors.

For investors using fundamental information to rate stocks, the upshot is that both knowledge and effort are 

required to adjust Chinese companies’ data before they are comparable with firms reporting according to US 

GAAP (or any other set of accounting standards, for that matter). Failing to recognize the nuances in cross-coun-

try accounting practices could lead to serious disparities in valuation models—where “Garbage In, Garbage Out” 

is a fact of life—and, in turn, less favorable outcomes for investors.

“Virtually certain” confusion in translating 
reporting standards
Accountants deal in numbers, and when they use language, precision is critical. But precise language is 

challenged when we cross borders. Most of us would agree that “virtually certain” and “reasonably certain” 

mean two different things—some might say two very different things. That distinction becomes quite important 

when we’re talking about, say, our level of “certainty” that a company goes bankrupt. But when the Korean 

Accounting Standards Board (KASB) translated International Financial Reporting Standards (IFRS) from English 

to Korean, they used the same Korean expression (가능성이 거의 확실한) to represent both “virtually” and 

“reasonably” certain outcomes, creating serious ambiguity in the way that Korean firms report, for instance, the 

existence of a liability. This is another example of how specific knowledge of a market is critical if one is to make 

use of its data to invest.

Accounting differences: 
Not a problem, rather an opportunity
With major differences in accounting standards and interpretations across regions, not to mention questions 

about the quality of financial reporting in developing economies, it’s not surprising that some investors shy away 

from analyzing the large number of stocks listed in emerging markets. At Rayliant, however, we feel that avoiding 

emerging markets is the greater risk. The same features that make unraveling the puzzle of foreign financial 

statements challenging create an amazing opportunity for those with the knowledge and diligence to crack that 

code. By investing to build a high-quality global financial database and in the development of tools to uncover 

suspect accounting, Rayliant is unlocking hidden value in the oft-overlooked emerging markets. 
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Disclaimer
Confidentiality. We prepared this research note 
just for you, so please don’t share it—especially 
with the public. Sharing this information puts third 
parties at risk because they lack the context to 
understand its contents. In addition, Rayliant 
works in a competitive industry. Because our 
approaches and insights are proprietary, we hope 
our friends and potential partners will treat this 
research note with the same care and confidential-
ity they would their own proprietary information.

Do Not Rely on Past Performance. This document 
may contain data relating to past performance of a 
certain investment strategy. The past performance 
of investments is not a guide to future 
performance and Rayliant does not make any 
promises regarding the future performance of any 
of its products. In addition, some past 
performance data may be on a gross-of-fee basis, 
without making allowance for trading costs, 
management fees, or other costs associated with 
asset management. Such data provides insight 
into a strategy’s or product’s past performance, 
but may not accurately reflect investor returns.

Do Not Rely on Simulated Performance. This 
document may contain data relating to simulated 
performance for a quantitative investment strategy 
or product. Past simulated performance is no 
guarantee of future performance and does not 
represent actual performance of an investment 
product based on a quantitatively calculated 
portfolio. Despite good faith efforts by Rayliant, 
simulated data may under-or over-compensate for 
the impact, if any, of certain market factors.  In 
addition, simulated data is subject to the fact that 
it is designed with the benefit of hindsight. As a 
result, while simulated data may be a helpful tool 
to understand a particular investment strategy or 
product, it should not be relied on for any specific 
purpose.

Risks of Quantitative Processes. Investors should 
be aware of the risks associated with data sources 
and quantitative processes used to create the 
content contained herein or the investment 
management process. Errors may exist in data 
acquired from third party vendors, the construction 
or coding of indices or model portfolios, and the 
construction of the spreadsheets, results or 

across several jurisdictions. Rayliant Global 
Advisors Limited does not offer or provide 
investment advice or offer or sell any securities, 
commodities or derivative instruments or 
products. Any such business may only be conduct-
ed through registered or licensed entities and 
individuals permitted to do so within the respective 
jurisdiction and only in conjunction with the legally 
required disclosure documents and subject to the 
all legally required regulatory filings. Such affiliates 
may include (1) Henderson Rowe Limited, which is 
authorized and regulated by the Financial Conduct 
Authority No. 401809 (Registered in England and 
Wales No. 4379340), with its Registered office at 
1 London Street, Reading, Berkshire, RG1 4PN; (2) 
Rayliant Asset Management, a Hong Kong 
registered limited company licensed by the 
Securities and Futures Commission to conduct 
Type 4 and Type 9 regulated activities as it relates 
to Professional Investors; and Fusion Investment 
Group, LLC, a Delaware corporation and United 
State Registered Investment Adviser.

Limitation of Liability. Rayliant Global Advisors 
Limited, its affiliates, agents, and each of their 
respective officers, directors, employees, agents, 
representatives and licensors (collectively 
"Rayliant") shall not be liable to any third party for 
any loss or damage, direct, indirect or consequen-
tial, arising from or related to (i) any inaccuracy or 
incompleteness in, errors or omissions in the 
provided information or (ii) any decision made or 
action taken by any third party in reliance upon this 
information.  Rayliant does not make any 
warranties, express or implied, to anyone 
regarding the information, including, without 
limitation, any warranties with respect to the 
timeliness, sequence, accuracy, completeness, 
currentness, merchantability, quality or fitness for 
a particular purpose or any warranties as to the 
results to be obtained by any third-party in 
connection with the use of the information.  
Rayliant shall not be liable to anyone for loss of 
business revenues, lost profits or any indirect, 
consequential, special or similar damages 
whatsoever, whether in contract, tort or otherwise, 
even if advised of the possibility of such damages.
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information provided. While Rayliant takes steps to 
eliminate or mitigate errors and to identify data 
and process errors so as to minimize the potential 
impact of such errors, Rayliant cannot guarantee 
that such errors will not occur and use of this 
information is conditioned upon and evidence of 
the user's full release of Rayliant from any liability 
or responsibility for any damages that may result 
from the use of this content.

Accuracy of Information. Rayliant Global Advisors 
Limited and its related entities do not warrant the 
accuracy of the information provided herein, either 
expressed or implied, for any particular purpose. 
Nothing contained in this material is intended to 
constitute legal, tax, securities or investment 
advice, nor an opinion regarding the appropriate-
ness of any investment, nor a solicitation of any 
type. The general information contained in this 
material should not be acted upon without 
obtaining specific legal, tax and investment advice 
from a licensed professional. 

Informational Purposes Only. The material 
contained in this document is for information 
purposes only. This material is not intended as an 
offer or solicitation for the purchase or sale of any 
security or financial instrument, nor is it advice or 
a recommendation to enter into any transaction. 
The information contained herein should not be 
construed as financial or investment advice on any 
subject matter. Although the data and information 
presented have been derived from sources 
deemed reliable, they are provided on an "as is" 
basis without any warranties of any kind.

Intellectual Property. Rayliant™ and all related 
logos are the exclusive intellectual property of 
Rayliant Global Advisors Limited, as is the content 
of this document. Other trademarks and logos are 
the property of their respective owners. No logo or 
trademark used in this presentation may be 
reused without express written permission of the 
owner. All rights are reserved. Rayliant may take 
any and all necessary action to preserve all of its 
rights, title, and interest in and to its intellectual 
property..

Licensing and Affiliates. Rayliant Global Advisors 
Limited is affiliated with numerous subsidiaries 
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