The accounting and other important issues involved for an australian company
The Purpose of this report is to investigate the accounting and other important issues involved for an Australian company investing in a digital technology manufacturing company in Taiwan.

Background

This report has been requested from the board of KW DT Ltd, a large and successful digital technology company, which has successfully exported their products to a number of overseas countries. KW DT Ltd has always stipulated that all accounting transactions be recorded in Australian dollars, therefore, thus far KW DT Ltd have avoided any problems with exchange rate fluctuations. However, with greater demand for their products and lower manufacturing costs abroad, they now wish to invest in an overseas manufacturing operation. Therefore, the following report looks into the accounting, political, legal and cultural issues KW DT Ltd will need to consider if they are to invest in a manufacturing operation in Taiwan.

ScopE

Included in the discussion of the report are the most relevant accounting issues of foreign exchange risk and foreign currency translations with reference to the specific areas of how KW DT Ltd will measure its accounting transactions in AASB 121 and AASB 139. There is also a brief discussion on the general issues involved in hedge accounting. The report will also look at the political systems in Taiwan and how the political risks can be assessed and managed. In addition to this, a brief discussion is provided on the agreements between Taiwan and China and Taiwan and Australia. The next issue discussed is the legal system in Taiwan and the concerns in relation to contract law disputes, corruption and bribery, intellectual property and product safety and product liability. The report finishes with a brief discussion on the different cultural issues that may arise as a result of the offshore operation. This includes the importance of understanding team work above individual efforts and achievements as well as the effects of differing religions, levels of education and language barriers.

Limitations

The accounting issues from AASB 121 and AASB 139, discussed in the report are not exhaustive and will need to be explored further if the overseas operation was to go ahead. There was too limited time to discuss these accounting issues thoroughly enough. However, the most basic areas have been covered in considerable length. There were many other issues that could have been discussed but due to the limited size of the report these were excluded from the reported. The political, legal and cultural issues discussed were found to be of more importance to KW DT Ltd.

2.0 Discussion
2.1 Foreign Exchange Risk & Hedging (AASB 139)
As KW DT Ltd continues to grow globally the significance placed on their financial reporting is going to become increasingly complex due to the rising international accounting issues that go hand in hand with the global expansion. One issue in particular that requires further discussion is the issues relating to the risks of foreign currency fluctuations. Foreign exchange risk is the risk associated with the fluctuations in the exchange rate between the Australian dollar and foreign currencies and the effect it will have on the position or financial performance of the company (ANZ 2010). Foreign exchange risks arise due to the differing rates of exchange between the original contract and the time of settlement and these risks will increase for KW DT Ltd if they purchase the manufacturing plant offshore as it will be valued in a foreign currency (CPA Australia 2009).

However, KW DT Ltd can minimize their exposure to the adverse financial effects of these fluctuating exchange rates by entering into a hedging contract. The two most common forms of hedging are options and futures. Forward exchange contracts are entered when one party contracts to sell one currency and the other party contracts to buy another, the contracted exchange rate is then locked in until an agreed future date (ANZ 2010). This method will only allow the company to benefit when the exchange rate movement is disadvantageous, they will lose on the contract if the rate movement is advantageous as they will be locked into the agreed contract price (CPA Australia 2009). However, foreign currency options have more flexibility and will enable the company to purchase or sell foreign currency under an agreement at a fixed exchange rate for a future date, but if rates move adversely, the agreed prevailing spot rate can be used (ANZ 2010).

The purpose of the above examples of hedge accounting, as defined in paragraph 85 of AASB 139 is ‘to recognise the offsetting effects on profit or loss of changes in the fair values of the hedging instrument and the hedged item.’ There are three types of hedging relationships and of these three KW DT Ltd needs to consider the relationship of the hedge of a net investment in a foreign operation as per AASB 121 (Paragraph 86(c) AASB 121). However, before KW DT Ltd can classify an item as a hedge, they will need to meet the requirements set out in paragraph 88 of AASB 139. KW DT Ltd satisfies the first condition (a), as there will be formal designation and documentation of the investment’s existence, as well as risk management objectives being evident for the hedge to exist. The second condition (b) relates to the effectiveness of the hedge, KW DT Ltd also satisfies this condition as offsetting changes in fair values or cash flows attributable to the hedge risk will be measurable for KW DT Ltd. Condition (c) does not apply as it is not a cash flow hedge relationship. The fair value of the investment will be able to be measured reliably with conversion of Australian dollars to New Taiwanese Dollars on initiation of the capital investment, so condition (d) is also met. Finally, condition (e) is satisfied, with changes in the fair value of the investment measured annually in the financial reports, therefore qualifying KW DT Ltd’s investment for hedge accounting purposes. As per paragraph 102 in AASB 139, KW DT Ltd will recognise that the portion of the gain or loss of the hedging instrument that is considered to be effective in the statement of changes in equity, with the ineffective portion being recognised through the profit and loss. On disposal, it will then recognize the highly effective portion of the hedging instrument through the profit and loss.
2.2 Accounting for foreign currency translations and AASB 121
Investing in a manufacturing plant in another country such as Taiwan can also cause various inefficiencies in the recording of accounting transactions and the preparation of financial statements. According to AASB 121, Australian companies are required to present their financial reports using their presentation currency. For KW DT Ltd this would generally be the currency which their financial statements are presented which is the Australia Dollar (paragraph Aus38.1 AASB 121). If we assume most of the shareholders of KW DT Ltd reside in Australia, it is also safe to assume the presentation currency would be the Australian dollar. However, there can be relief given to some entities. If the subsidiary manufacturing plant in Taiwan purchases and sells its goods in Taiwan then the New Taiwan Dollar would be their functional currency. This is the functional currency as it is the currency of the economic environment in which the manufacturing plant operates (Paragraph 9 AASB 121). As the currency of the subsidiary manufacturing company in Taiwan differs from the presentation currency used by KW DT Ltd (the parent company) for general purpose reporting, the financial results of the manufacturing plant will have to be translated into the KW DT Ltd’s presentation currency (Paragraph 38 AASB 121).

Paragraph 39 in AASB 121 outlines the procedures which KW DT Ltd will need to follow to translate the financial position of their operations in Taiwan. On initial recognition a foreign currency transaction will always be initially translated at the transaction date’s spot rate. The procedure outlined in paragraph 39 includes assets and liabilities being translated at the closing rate at KW DT Ltd’s reporting date (paragraph 39(b) AASB 121), income and expenses are translated on the date the transactions occur at the rate of exchange (Paragraph 39(b) AASB 121). Any exchanges differences as a result of the translations will be recognised as a separate component of equity (Paragraph 39(c) AASB 121). It should be noted from this that as these exchange differences are not directly related to the present or future cash flows of KW DT Ltd’s cash flows, they should not be recognised as an item in the profit and loss (Paragraph 41 AASB 121).

KW DT Ltd should also be familiar with the foreign currency translation issues on the disposal of the manufacturing plant should they decide to sell their foreign investment. Upon disposal, paragraph AASB 48 of AASB 121 states that the cumulative amount of any exchange differences that relate to foreign investment in Taiwan and were recognised as a separate component of equity shall be reclassified to the profit and loss when the gain or loss on disposal occurs (paragraph 48 AASB 121).
2.3 Taiwan’s Political system
During the 1990’s Taiwan made a significant transformation to a democracy system, limiting restrictions on political and civil rights. Taiwan broke away from China’s totalitarianism system that denied basic freedom and strongly controlled their political process. Therefore, Taiwan and China operate under different rulings of government, the republic of china (ROC) exercise jurisdiction over Taiwan. Taiwan has a 4 year term president who is selected and can be re-elected by citizens. Taiwan’s government has 5 branches of power ‘identified as yuans’ consisting of; Executive, Legislative, Judicial, Examination and control yuans. The executive, legislative and judicial yuans operate in a similar way to other democratic countries (PKF 2009, p. 8).

Australia and Taiwan are both free market economies that share similar democracy values (Appendix I); together they believe a democracy system is good for economic progress, which encourages rather than stifles innovation. These shared values provide for a stable and secure partnership between Australia and Taiwan which is a big advantage to KW DT Ltd as Australia and Taiwan work more closely together and create newer opportunities for Australian businesses (Australian-Taiwan Business Council ATBC, 2010).
2.4 Assessing and managing political risks
KW DT Ltd should take the first step in managing political risk by becoming familiar with Taiwan’s political factors and how they could effect there business. China has made it apparent that it would like to reunify with Taiwan at some point and would use military force to do so (Fogg, 2007). This results in Taiwan illustrating potential macro-political risks as the instability between mainland China and Taiwan will affect all forms of businesses.

KW DT Ltd should be aware that investing in a plant in Taiwan could expose them to ownership and control risk as there is a possible threat that China could take over Taiwan and its government. If this was to happen the Chinese government might take land and evict owners without any form of reimbursement ‘[a]s evidenced by the recent 2008 Beijing Olympics, Chinese authorities will not hesitate to confiscate land they want’ (Workman, 2009). The risk of China taking over Taiwan and changing government policies and procedures exposes KW DT Ltd to operations risk; and the threat of Beijing’s government nationalizing recently privatised Taiwanese banks and other industries could result in KW DT Ltd business costs increasing, creating shortages in the market and instability (Workman, 2009).
2.4.1 taiwan political risk assessment
KW DT Ltd can use agencies to provide risk ratings which can flag any certain political events that could happen. Risk Assessments are a further method in managing political risk. Business Environment Risk Intelligence (BERI) is an agency that provides political and country risk ratings. BERRI (cited in Taiwan today, 2010) estimates that in 2010 and 2011 Taiwan will be politically stable with limited risks;
…continuing close relations with mainland China…In the political risks index Taiwan stayed at No. 13 with 60 points. Its political risks have been effectively controlled, and signing a cross-strait economic cooperation framework agreement is the administration’s goal at present.

KW DT Ltd should be familiar with this information as is a good indication of the extent of risks that may face them if proceeding to do business in Taiwan.
2.4.2 taiwan and china ‘economic corporation framework agreement (efca)
Taiwan's goal to work closer with mainland China has been empathized by the ROC signing a historic Cross-strait Economic Cooperation Framework Agreement (ECFA) in June 2010. This agreement aims to ‘normalize bilateral trade and economic relation’ (Government Information Office ROC, 2010). This is important to KW DT Ltd risk assessment of Taiwan as it shows that relations between China and Taiwan are warming minimizing political risks that may arise.
2.4.3 taiwan and australia information communication technology ageement (atsfa)
On the 19th July 2005 Australia and Taiwan’s ICT and electronic industries signed an agreement guided by a strategic framework agreement (ATSFA) to improve the trade of ICT ideas and products, deregulating the technology industry. The ATSFA ‘contains 67 projects’ (Austrade, 2005) agreed to by both parties, creating new exporting opportunities for technology companies such as KW DT Ltd. The favorable relations between Taiwan and Australia is beneficial to KW DT Ltd as it creates a stable business environment in either destination, as well as providing a more efficient distribution system and diminishing Taiwan’s risk levels.
2.5 taiwan legal system
Unlike Australia’s common law legal system, Taiwan has a civil law system with roots in Roman law. Civil law is a system of codified rules and statues. The basis for Taiwan’s law is statutory, ‘but precedents delivered by the Supreme Court are often enforced’ (PKF 2009, p. 9). KW DT Ltd should be familiar with the legal differences between Australia and Taiwan as the variations can affect its business risk to contract law disputes, corruption & bribery, intellectual property rights as well as product safety and product liability (Wilson 2009, p. 68). Each issue will be discussed further.
2.5.1 contract law and disputes
Contracts made in Taiwan under the civil law system are not as long as Australian contracts and are less specific due to civil codes. This can create legal conflicts as common law contracts such as Australia’s entail more argumentation, (Wilson 2009, p. 70). KW DT Ltd should be familiar with how to deal with contract disputes. The most referred to arbitration association in Taiwan is the ‘Arbitration Association of The Republic,’ which aims to settle contract dispute cases arising from international trade.

To increase international exchange of information between Australia and Taiwan the ‘Arbitration Association of The Republic of China’ has entered into an agreement with the ‘Australian Centre for International Commercial Arbitration’, evidenced by The Arbitration Association of The Republic website. This is further evidence to support relations between Australia and Taiwan is strengthening, and with increased communication disputes can be resolved more quickly.
2.5.2 corruption and bribery risks
In Australia corruption is minimal with its legal system minimising corruption. In the Transparency International’s Corruption Perceptions Index (2009) Australia ranked 8th and Taiwan ranked 37th out of 180 countries showing Taiwan has a medium corruption problem.

KW DT Ltd needs to be aware of the potential corruption and bribery risks it may be venerable to when setting up its operations in Taiwan. Taiwan ranked 14th out of 22 countries in the Transparency International’s Bribe payers index (2008, p.7), Appendix II. Recent scandals in Taiwan have involved ‘…the arrests of three Taiwan high court judges and a prosecutor on bribery charges’ (Taiwaintoday, 2010). This increases the risks of investing in Taiwan as the legal system prevails to be unstable and could result in unfavorable decisions being made against KW DT Ltd if dispute/ legal cases were ever raised in Taiwan’s courts.
2.5.3 intellectual property law – copyright, trademark secrets under intellectual property law in taiwan
In Taiwan intellectual property laws protect ‘patents, trademarks, copyrights, industrial designs, trade secrets, indications of geographic origin, and integrated circuit layouts’ (PKF 2009, p. 31). KW DT Ltd should be ware that if the intellectual property rights are not established within Taiwan, protection of these rights may fail within Taiwan.

As KW DT Ltd continues to grow globally the significance of international law across trade will become ever important. The World Trade Organization (WTO) is a multinational agreement among 143 countries including Taiwan which aims to strengthen international law in the global trading system. Trade related intellectual property rights (TRIPS) is a new agreement signed in 1994 which ‘overseas the enforcement of much stricter intellectual property regulations’ (Wilson, 2009 p. 76). Strong intellectual property laws in Taiwan will benefit KW DT Ltd if investing in a manufacturing plant in Taiwan. As the risk of there products being reproduced in the Taiwanese market or ideas stolen to enhance competitors market value will be reduced with stricter enforcement of laws.
2.5.4 Product safety law and product liabilty
In 1994 the Taiwan Consumer Protection Law came into effect which opted to use the European Community Product Liability Directive as basis for its product liability legislation, creating ‘uniformity in the laws’ with Australia and Europe who also adopt this ‘model of law’ (Wilson 2009, p. 77). The uniformity in laws will benefit KW DT Ltd as cross border risks are minimized due to tighter international relations. Investing in a manufacturing plant in a destination such as Taiwan means KW DT Ltd can take advantage of lower labor and logistic costs without compromising product safety or quality.
2.6 Culture
Culture is a system of values and norms that are shared among a group of people and that when taken together constitute a design for living (Wilson, 2009). Culture is an important factor which impacts how the company invests in a manufacturing plant overseas and whether it will be successful in managing the company in a foreign environment. It is known from Wilson (2009) that there are mainly four determinants of cultures which are social structure of a society, dominant religion, language and education. They will be discussed as the following.

First, social structure embodies a culture’s fundamental organisation, including its groups and institutions, its system of social positions and their relationships, and the process by which its resources are distributed (Wild, 2006). So, understanding Taiwan’s social structure is very essential for the company to settle down there. In Australia, individual is the basic building block of a social organisation, however, in Taiwan, the group is the primary unit of social organization. Hence, we should think of more about ‘we’ more than ‘I’ since we will build the company in Taiwan. For example, it is more important to consider our effort, our outcome and team work as well.

Second, religion is a cultural stabilizer and ethical systems are used to guide and shape behaviour (Wild, 2006). In Australia, having a religion is quite common and there are different religions as well. People would depend on what they believe. However, there are a lot of traditions and customs which regulate people’s behaviors in Taiwan. Among those traditions, Confucian stays a longest and plays the most important role in Taiwan society and it is still followed by most people in the current society. This Confusion ethic is central to the Chinese concept of guanxi, which refers to relationship networks supported by reciprocal obligations (Wilson, 2009). That means if we are those in the network or we know someone who is in the network, it is more efficient and effective for us to build a company in Taiwan. Therefore, international business must become familiar with local beliefs and customs and endeavor to accommodate them that will be helpful for their success (García-Montes, 2008).

Third, language is the principle means whereby we conduct our social lives (Claire J. Kramsch, 2009). Language has continually adapted accordingly to accommodate social behaviors, human emotions, or way of expressing feelings which constitute a culture. Language consists of spoken and unspoken language (Wilson, 2009). There are many dialects in Taiwan and Mandarin is their main language. So if we understand their language, it is easier for us when doing business with them. Although English is the lingua franca of international business and is widely used, learning the local language yields considerable advantages.

Last, as an international business in Taiwan, one important aspect of education is its role as a determinant of national competitive advantage (Wilson, 2009). In most cultures, intellectual skills such as reading and mathematics are taught in formal education settings (wild 2006). Therefore the level of Taiwan’s employees’ education decides how the local employees contribute to the international business. In Taiwan, most of Taiwan’s professional employees in both multinational and large domestic firms are college graduates. The employees in Taiwan usually are capable of understanding majority language such as written English and Chinese, and are quite familiar with Western management styles. Therefore, the business in Taiwan is quite advanced either in management resource or communication in the business.

3.0 conclusion
