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History of Business vs. Future of Business

# The Historical Performance of a Company is the Initial
parameter used to select Companies for Research and
Analysis in Industries seen as favourable for Investment.

# Evaluating each Company in the Industry may not be
practical.

# Therefore, best way is to look at their History and then
select few Businesses to work on.



Company Analysis

History of Business vs. Future of Business

# The History of a Company Is best lillustrated by its
Financial Performance.

# Typically a review of the Previous Five Years will give a
snapshot of the Business and the Consistency In
Performance.

# If Financials are good, they would give a Sense of Quality
of Business being good and if they are bad, for sure, we
need to just drop the business.




Company Analysis
History of Business vs. Future of Business

# However, good financials do not essentially mean that
business Is dgreat as quality of those financials can
always be a guestion mark.

# Once companies have been selected on the basis of
their historical performance, the next step is to see how
the Business Environment in the Future is likely to affect
their performance.




Company Analysis
History of Business vs. Future of Business

# [For Example, consumer electronics firms such as Mirc
Electronics (Onida) and Videocon, did well in a
scenario where there was less competition and not much
of product innovation required.

# Once the market opened out to international companies
such as Sony, Samsung, LG and others, who brought
the latest technologies into India, these companies
started losing market share since they were unable to
compete on the technological front.



Company Analysis
History of Business vs. Future of Business

# A strong past performance need not necessarily indicate
continued strength. This will depend uponthec o mp a1
ability to adapt and respond to changing circumstances
In the industry.

# There are some sectors like Pharma and FMCG, known
as defensive sectors that continue to grow at more or
less a steady pace. Talcum powders would sell more in
Summers and body Lotions in Winters.




Company Analysis

History of Business vs. Future of Business

#

#

Usage of products from these companies is fairly
constant and well known.

New products or innovations from one company IS
guickly and easily replicated by others in the industry.

Hence, in such cases using history to extrapolate future
may be relatively easier, however, the same must be
done with substantial caution.



Company Analysis

History of Business vs. Future of Business

# On the other hand, Past Financial Performance may not

be qgood

Indicator for companies in the Cyclical

Industries

# For Example, Sectors such as Banking and Capital
Goods, among others, are Sensitive to the Interest

Rate leve

# |n_ perioc

S in the economy.

s of High Interest Rates, their Financial

Performance is unlikely to be impressive.
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Company Analysis
History of Business vs. Future of Business

# However, to ignore these companies based on their
performance In high interest rate period would mean
missing a good opportunity when Interest Rates start

falling.

# Similarly, companies in Sunrise Industries will exhibit
tremendous growth rates in the initial years.
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Company Analysis
History of Business vs. Future of Business

# Using these growth rates as the base for projections for
future may prove to be misleading as Terminal Growth
rates would taper off as more companies enter this
Space and Revenues & Profitability moderate.

# Software industry in the mid-90s is a classic Example of
this phenomenon.

# Hence, while it is useful to look at history, in almost all
cases, there will be a different view point required and
no generalizations can be made.
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Company Analysis
Accounting Mechanics
# Accounting Equation Approach
# Traditional Approach
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Company Analysis

Accounting Equation Approach

Owners Equities + Liabilities = Assets
Debit Credit Debit Credit Debit Credit
-- “ + - + -

# Debits are always equal to Credits

# Assets are always equal to Equity and Liabilities

14



Company Analysis
Traditional Approach

# Traditionally Accounts are divided as following:

x Personal Accounts
x Real Accounts
x Nominal Accounts

# Personal Accounts: Transactions with a Person or
Group of Persons are called Personal Accounts. It
Include:

x Natural Person Accounts such as Ram Account, Umesh
Account, Sunita Account, etc.
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Company Analysis
Traditional Approach
# Personal Accounts:

x Artificial or Legal person account such as Zee Telefilms Ltd Account,

Syndicate Bank account, etc.

X Group Account such as Debtors Account, Creditors Account, Share

Capital Account, etc.

X Representative Personal Accounts such as Commission

Outstanding Account, Salaries Outstanding Account. These represent

the person to whom the commission or salary is payable.
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Company Analysis
Traditional Approach

# Real Accounts: Real Accounts relate to Properties of a
Business enterprise. Such Properties can be tangible or

Intangible.

X Tangible Real Accounts: Accounts of Properties having physical

existence such as Cash, Stock of Goods, Land and Buildings, etc.

X Intangible Real Accounts: Accounts of properties which are not

having physical existence but are capable of Monitory measurement.

Patent Rights, Copy Rights, Trade Marks are some of the Examples.
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Company Analysis
Traditional Approach

# Nominal Accounts: Accounts relating to Income,
Revenue, Gain, Expenses and Losses are termed s
Nominal Accounts.

x Salaries, Commission, Rent, Interest paid, Interest Received, etc. are

examples of Nominal Accounts.
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Company Analysis
Traditional Approach

Rules for recording changes in Personal, Real and Nominal
Accounts.

# Accounting rule for Personal Accounts:

x N De hhe Receiver and Creditthe Gi ver o

# Accounting rule for Real Accounts:

X A De lwhat Comes in and Credit whatgoeso ut 0O

# Accounting rule for Nominal Accounts:

X N De bExgenses & Losses and Credit all Revenues, Gains and
lIncomes.o s



Basics of Profit and Loss Account (P/L)

# Profit and Loss statement (P/L) statement is a document
which contains information on the Revenues, Costs and

Profitablility of a firm for any given period.

# Financial results are published each quarter by
companies and hence we get quarterly P/L statements
as well the Final Audited P/L statement with the Annual

Report.

20



Basics of Profit and Loss Account (P/L)

(1) |Net Sales
(2) Direct Costs

(3) |EBITDAEarnings Before Interest, Tax, Depreciation and Amortizatic

= (1)c (2)
(4) EBITDA Margin = (3)/ (1)
(5) Depreciation/ Amortization
EBIT
(6) |Interest
(7) Other Income
(8) Profit Before Tax (PBB (3)¢ (5)¢ (6) + (§
(9) Tax [@ 30%] = (8) * 30%
(10) Profit After Tax (PATF (8)c (9)
(11) PAT Margin = (10)/ (1)

1000
200
800

80%
200
600
200
50
450
135
315
31.5%
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Basics of Profit and Loss Account (P/L)

Net Sales:

# This Is the income which the company generates by
selling its goods and services.

# All Indirect Taxes such as Excise Duty, Value Added Tax
(VAT), Service Tax etc. have to be deducted from the
Gross Sales to get the Net Sales figure as these taxes
are collected by the business for the government and
d o nbéldng to the business.
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Basics of Profit and Loss Account (P/L)

Net Sales:

#

#

From an analysis perspective, it Is Important to
understand the contribution made by different Segments
and Markets, the Cyclicality of the sales revenues, and

the Ma n a g e m$étnategy ® manage any risks to sales
growth, such as New Products, Diversification into new
Markets, etc.

Growth In sales must be analyzed to determine the
contribution of increase In Volume and/or Increase In
Price.

In the above example, we have Net Sales of Rs. 1000.

23



Basics of Profit and Loss Account (P/L)

Direct Costs:

# These are costs which can be attributed directly to
business.

# Examples of these types of costs are Raw Material,
Salary, Electrical Costs, and others. Reducing Operating
Costs will translate into higher Profitability.

# Lower the Direct Costs, higher the Operating Efficiency
of the firm.
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Basics of Profit and Loss Account (P/L)

Direct Costs:

#

Costs may be Variable, such as Raw Materials, Semi-
variable, such as Employee Costs or Fixed, such as
Plant and Machinery.

Companies with high Fixed Costs can benefit from
Operating Leverage. This Is because an increase In
Sales can be made without taking on additional costs.

In periods of growing sales such companies benefit from
better profit margins.

25



Basics of Profit and Loss Account (P/L)

Direct Costs:

# The cost structure of the companies also exposes them
to risks when business slows down.

# |n the above example, we have Direct Costs of Rs. 200.
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Basics of Profit and Loss Account (P/L)

Earnings Before Interest Tax Depreciation and
Amortization (EBITDA):

#

#

This I1s the difference between Net Sales and Direct
Costs.

EBIDTA (Gross Profit) iIs a measure of the Operating
Efficiency of the company.

It enables comparison between companies that may
have different Capital Structures, Depreciation Policies
and Tax Rates.
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Basics of Profit and Loss Account (P/L)

Earnings Before Interest Tax Depreciation and
Amortization (EBITDA):

# Higher the EBITDA, better the firm.

# |n the above example, EBITDA is Rs. 800, calculated as
1000 (Net Sales) 1 200 (Direct Costs).
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Basics of Profit and Loss Account (P/L)

EBITDA Margin:

#

#

This I1s a ratio which calculates the EBITDA as a
percentage of Net Sales.

Absolute numbers make it impossible to compare two
firms, however, when converted Into percent,
comparison can be done easily. Higher the EBITDA
Margin, better the firm.

In the above example, EBITDA Margin is 80%
[((EBITDA)*100/ (Net Sales)].
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Basics of Profit and Loss Account (P/L)

Depreciation/ Amortization:

# Whenever a company purchases an asset, it is used for
a long period of time and hence, it does not make sense
to show entire expenditure at once in the P/L statement.

# |n the above example, to sell goods worth Rs. 1000, the
company needs a machine which is worth Rs. 1000.

# Now, If the company were to take a loan of Rs. 1000 and
purchase the machine and show It as expense In the first
year Itself, three problems arise:

30



Basics of Profit and Loss Account (P/L)

Depreciation/ Amortization:

1. The company immediately goes into loss as income Is

Rs. 1000 and expenditure would

2. The machine would still be aval

overshoot It.

able for the company to

use for future years but it cannot be shown as an asset.

As the company would go into losses, it would not pay

tax and that would result into loss of tax revenue for the

Government.
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Basics of Profit and Loss Account (P/L)

Depreciation/ Amortization:

#

In order to prevent these anomalies, the expense of
buying machine is divided into the estimated life of the

asset and each year a part of the expense is shown In
the P/L statement and remaining amount is kept with the

company as an asset and is shown in the Asset portion
of the Balance Sheet.

In our example, each year the company would show Rs.
200 as expense and correspondingly reduce the Asset
by that much amount, so that in 5 years the entire
machine wouldbed cons umedo
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Basics of Profit and Loss Account (P/L)

Depreciation/ Amortization:

# Amortization is the term used for Depreciation of

#

Intangi

While

nle Assets such as Copyrights and Brands.

Depreciation or Amortization is shown as an

expense in the P/L account, there is no_actual cash

outflow

on account of this expense each year.

The expense has been met upfront when the asset is

bought.
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Basics of Profit and Loss Account (P/L)

Depreciation/ Amortization:

# Deducting Depreciation/ Amortization from EBITDA gives
us EBIT.

# |n the above example, Depreciation/Amortization is Rs.
200.

# In the above example, EBIT Iis Rs. 600 which is
calculated as Rs. 800 (EBITDA) 1T Rs. 200 (Depreciation/

Amortization)
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Basics of Profit and Loss Account (P/L)

Interest:

# Interest Is an expense incurred on loans taken by the
business.

# A change in the Interest Costs of the company can be
attributed to an Increase or decrease in the Debt
outstanding, change In Interest Rates or Currency
fluctuations in the case of Foreign Currency loans.

# |n the above example, the company is paying Rs. 200 as
Interest.

# Many of the best companies In India as well as in the

world have extremely low or even no debit. ;s



Basics of Profit and Loss Account (P/L)

Interest:

# WarrenBu f f eiewoos debt would help us understand
with more clarity, the dangers of high debt:

# [Good Business or Investment decisions will
eventually produce quite satisfactory economic
results, with no aid from leverage. It seems to us both
foolish and Iimproper to risk what Is important
(including, necessarily, the welfare of Innocent
bystanders such as policyholders and employees) for
some extra returns that are relatively unimportant.o
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Basics of Profit and Loss Account (P/L)

Other Income:

# This Is recurring income from other sources such as
Rent, Interest, Dividend, Commission etc.

# |t should at best be small portion of the Net revenues of
the company.

# |If this Income Is quite high in comparison to sales, it
warrants analysis of the business model of the company.
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Basics of Profit and Loss Account (P/L)

Other Income:

#

It IS best to compare other income of the business over
last several years and also find if there were specific

triggers for high other income In some types of

pusinesses.

~or Example: In Banking, there are times when interest
rates are high and due to which, while on one hand
banks keep receiving deposits, on the other hand, loan
off take is relatively slow.
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Basics of Profit and Loss Account (P/L)

Other Income:

Example Continued:

#

In such cases, banks invest In long term G-Secs and
benefit from the rise in their prices when subsequently

Interest rates fall.

In such years, other income accounts for a huge
component of the total income.

In our example, other income is Rs. 50.
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Basics of Profit and Loss Account (P/L)

Profit Before Tax (PBT):

#

Deducting Interest and Depreciation/Amortization from
EBITDA and then adding other income to it gives us the
total profit of the company for the period after meeting all

the Expenses.

Taxes need to be paid on this Profit and hence it Is
known as PBT.

In the above Example, PBT is Rs. 450.
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Basics of Profit and Loss Account (P/L)

Tax :
# This Is the money which goes to the Government.

# At present, Corporate Tax Rate in India is 30%.
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Basics of Profit and Loss Account (P/L)

Profit After Tax (PAT):

#

This Is the Final residual amount which remains with the

company after paying all its stakeholders other than
Shareholders.

Thisisthe Sh ar e h ontodeg and may be paid out as

Dividend or may be retained in the company partially or
fully for further expansion.

In the above Example, this figure comes at Rs. 315.
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Basics of Balance Sheet (B/S)

# A Balance Sheet contains the sources of funds for a

company and application of those funds at any point
of time.

# As Is logical, Sources of Funds and their Application
must match at aggreqgate level, hence, both the sides of
the Balance Sheet must match at all times (as also the
name suggests).
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Basics of Balance Sheet (B/S)
Sources (Liabilitigs Application (Assets)

Equity (a) 1000 Fixed Assets (f) 2000
Reserves & Surplus (b)) 280 Current Assets (g, 500
Net-worth (c) = (a) + (b) 1280
Long Term Debt (d) 1000
Current Liabllities (e) 220

Total (c) + (d) + (e) 2500 Total (f) + (9) 2500
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Basics of Balance Sheet (B/S)

Sources of Funds:

# A company has two Primary Sources of Funds,
Own e Fuads or Equity Capital and Borrowed Funds or
Debt Capital.

a) Equity

b) Reserves & Surplus
c) Long Term Debt

d) Current Liabilities
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Basics of Balance Sheet (B/S)
Equity:

# This Is the Money which the Promoters bring into the
business when It Is launched, and subseguently by
additional Shareholders as and when required, who also
become owners of the company to the extent of their
shareholding.

# Thisisthe Own e mwgsiment in the Business.
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Basics of Balance Sheet (B/S)
Equity:

# An Increase In _the Equity Capital may dilute the
proportionate holding of existing shareholders and
therefore their participation in the Profits of the company.

# A Dilution may occur because of additional share capital
peing raised or a conversion of Debt into equity.

# |n the above example, we have Equity as Rs. 1000.
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Basics of Balance Sheet (B/S)

Reserves & Surplus:

# As the company makes profits, they are moved each
year from the P/L statement into the Balance Sheet
underthe head 6 Re s e& Y ersp.l us o

# Thus, this i1s also Shar e homnaheyr bheh they

chose to keep In the company and reinvest In the
business.

# While Equity may be called Contributed Capital,
Reserves and Surplus is called Retained Capital.
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Basics of Balance Sheet (B/S)

Reserves & Surplus:

# Apart from the Reserves created out of Retained Profits,

#

the Balance Sheet may show other Reserves such as

Share Premium Reserve (collected when shares are
Issued as premium to Face Value) or a Revaluation
Reserve, which are not created out of the profits

earned.

In the above example, we have R&S = Rs. 280.
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Basics of Balance Sheet (B/S)

Net-worth:

# Equity Capital and Reserves & Surplus together
represent Sh ar e h oFudds ralsos known as Net-
worth or Ow n e rCapaal.

# In the above example, adding Equity Capital of Rs. 1000
and R&S of Rs. 280, we get Net-worth (Sh ar e h o |
Funds) as Rs. 1280.
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Basics of Balance Sheet (B/S)
Long Term Debt:

# Any debt taken for a period of more than 1 year Is
considered to be Non-current Liability or a Long Term
Loan.

# This may be In the form of Term Loans taken from
~inancial Institutions or Debt securities issued such as
Debentures. Investors prefer companies with low
_iabllities.
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Basics of Balance Sheet (B/S)
Long Term Debt:

# However, the nature of the Business and the lifecycle of
the company may dictate the level of debt in the Balance
Sheet.

# |ndustries such as IT, Education, Business Process
Outsourcing (BPO) etc. do not require huge
iInvestments either in Capital Assets or for procuring raw
materials and other expenses.
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Basics of Balance Sheet (B/S)
Long Term Debt:

Hence, such sectors generally exhibit a Balance Sheet
which has very low Long Term Debt. In case a company has
high Debt in this sector, it would generally be temporary for
expansion purpose when the company is In the Growth

Stage.

# Companies In the Banking and Non-banking space
cannot be analyzed on this parameter as their business
requires them to garner Long Term Deposits, which are

then disbursed as Loans.
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Basics of Balance Sheet (B/S)

Long Term Debt:

#

#

Heavy capital goods based Manufacturing
Companies need to have a judicious mix of Debt and
Equity, depending upon project at hand, type of Industry,
Interest Rates, etc.

Classic Examples of companies losing | nv es
Interest due to high Debt are Suzlon, Bhushan Steel,

HCC and Kingfisher. Wockhardt is an example of a
company which was heavily under debt but managed a
turnaround.

In the above example, Long Term Debt is Rs. 1000. =



Basics of Balance Sheet (B/S)

Current Liabilities:

# These are Liabilities or Payments, which have to be

#

made within a year.

Salaries, Utility Payments, Trade Payables, Working
Capital loans, Short-term debt raised through the issue
of commercial papers, Unclaimed Dividends, Maturing

Long Term Debt and others are typical examples of
Current Liabllities.
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Basics of Balance Sheet (B/S)

Current Liabilities:

#

#

Current Liabilities are analyzed to determine the
Efficiency with which the Working Capital is managed.

For Example, the Trade payables days calculated as
trade payables/Cost of sales x 365 days, Is the time
taken to pay the suppliers.

A high number Indicates that the company Is In a strong
position and Is able to get credit from its suppliers
without tying up its cash.
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Basics of Balance Sheet (B/S)

Current Liabilities:

# But very high trade payable days should be investigated
to see If the company Is facing a fund crunch or even

Insolvency.

# |n the above example, Current Liabilities stand at Rs.
220.
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Basics of Balance Sheet (B/S)
Application of Funds:

# This Is the right side of the Balance Sheet, where details
of Assets are given.

# A company can have Fixed Long term Assets like Plant
and Machinery or Short Term Assets like Investments in
Liquid Funds or Inventory.

a) Fixed Assets

b) Current Assets
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Basics of Balance Sheet (B/S)

Fixed Assets:

# These are assets which a company builds to produce

#

goods and services.

A Manufacturing Plant would need Heavy Machines, a
Software Company would need computers, a Real
Estate Company would need Land, etc. these are all

Assets from which the company would generate
Revenues.

Furniture and Vehicles are assets which are required by
all companies.
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Basics of Balance Sheet (B/S)

Fixed Assets:

# Although these Assets do not generate Revenue, they
are essential part of Business.

# Along with Tangible Assets such as Plant, Machines,
Cars, Furniture, Computers etc., some Balance Sheets

may also possess Intangible assets such as Patents,
Licenses, Brand Value and others.
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Basics of Balance Sheet (B/S)

Fixed Assets:

# The Asset Turnover Ratio, calculated as Sales/Fixed
Assets, indicates the Efficiency of the Assets created by
the company in generating revenues.

# In the above Example, Fixed Assets are at Rs. 2000.
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Basics of Balance Sheet (B/S)

Current Assets:

#

#

Current Assets are those which can be converted Into
cash within a year.

Inventory, Trade Receivables, Investments, Short Term
Loans and Advances and Cash are all examples of
current assets.

Current Assets analysis Is important to understand the
working capital situation of the company.
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Basics of Balance Sheet (B/S)

Current Assets:

# A large level of Inventory or Trade Receivables may
mean capital tied up and the company may be paying a
high cost for debt.

# Analyzing the Current Assets relative to past trends and
peer group companies will give insights into the working
capital management of the company.

# Lower Inventory days and Trade Receivables days augur
(foretell) well for the company.

# |n the above example, Current Assets are Rs. 500.
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Basics of Cash Flows

# Generating cash is critical foraf 1 r lomg @rm survival.
P/L statement and Balance Sheet do not focus on cash
flows since accounting IS on accrual basis and not cash
basis.

# Accrual basis of accounting means that Sales are
booked at the time of delivery irrespective of whether
payment from the customer Is received or not.
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Basics of Cash Flows

# Similarly, purchase is booked at the time of receipt of
goods irrespective of whether payment to the supplier is
made or not.

# This creates difference between the profits shows in the
business and the actual cash with the business.
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Basics of Cash Flows

# Example: If a business does all cash purchase of say
Rs. 80,000 and cash sales of Rs. 100,000, there would
be profit of Rs. 20,000 and business would be able to
touch that cash as money has already come in.

# However, think of this business where purchase is done
on cash and sales is done on credit; the P/L statement
would show a profit of Rs. 20,000 but the fact is that

there iIs no money.
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#
#

Basics of Cash Flows

Example(continued):

Indeed, If the business Is not able to collect the dues
from Its customers, there will be no profits and even the
capital of the company, Rs. 80,000 is likely to be lost.

Therefore, along with the P/L statement and Balance
Sheet, the cash flows generated by a business also
needs to be assessed. In absence of cash, while there
may be profits, they would be more paper profits and
not the real profits.
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Basics of Cash Flows

# To understand the concept further, there are Cash
Inflows and Cash Outflows In every business as money
comes In and money goes out. For simplicity and
understanding purpose, cash flows are broadly divided
Into following three categories:

a) Operating Cash Flows
b) Investing Cash Flows

c) Financing Cash Flows
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Basics of Cash Flows

# Operating Cash Flows i Cash Flows from business
Operations (P/L items). Incoming Cash is Positive and
outgoing Cash is Negative.

# The Net Profit of a company can be converted into the
Operating Cash Flow Number by adding back Non-
cash Expenditures such as Depreciation and
Amortization and changes in Account Receivables and
Payables.
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Basics of Cash Flows

# Investing Cash Flows - Cash flows on account
of Assets (B/S items). Buying Assets Is Negative
Cash Flow and selling Assets is Positive Cash
Flow.

# Financing Cash Flows 1 Cash Flows on
account of Liabilities (B/S items). Borrowing
money or Issuing/Expanding Equity Is Positive
Cash Flow and redeeming Debt and/or Equity is
Negative Cash Flow.
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Basics of Cash Flows
A Nat ur al ©ash Flow Statement

Cash Flow

Classification

Sellzquity
|Issuerbebt

Buy /Assets
Buy 'Inventory

Selltzquity
|ssueri)ebt
Pay Dividend

Buy /Assets

Make Sales
PayCosts
Pay Taxes

Pay/Dividend
Pay!Interest

Make Sales
Buy Inventory
PayCosts
Pay Taxes
Pay! Interest

Financing
{CPE)

Investing
(CFI)

Operating
(CFO)

-NET(CASH FLO[\/V
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#

Basics of Cash Flows

If a Business Is continuously running Negative
Operating cash flows for several years, there Is an
Alarming Signal of Risk.

A Business, which is continuously running Negative
Operating cash flows would need continuous doses of
stimulus In_ terms of Cash (Borrowing or Equity
Expansion) to keep going.
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Basics of Cash Flows

# Needless to state that over a period of time, either it will
turn into a Positive Operating Cash flow Business or die
down in the absence of Cash Stimulus (when Investors
and/or Lenders refuse to pump in further Cash).

# Kingfisher Airlines had Negative Operating Cash Flows
for years.
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Basics of Cash Flows

# Here are the financials of Kingfisher Airlines taken from
Screener.in:

Cash Flows iRRs (Crore) Mar | Mar | Mar | Mar | Mar | Mar | Mar
200 2007 | 2008 | 2009 | 2010| 2011 | 2012| 2013

Proflt Before Tax -337 -416 -683 -2,155 -2418 -1521 -3446 -4301

Jun | Jun Mar Mar | Mar | Mar | Mar
2006| 2007 | 2008 2009 2010 2011| 2012| 2013

-180 -553 -520 -646 -1,665 -886 -1,391

OELHARIINRINES e WA -346 119 14 207 235 -38 -388 -70

Cash from Financing Activitysiele e e ! -31 290 1,465 82 1,203 1,297

Net Cash Flow 174 561 537 -149 35 46 -70 -163
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Basics of Cash Flows

# The Airline was borrowing money to pay interest as EBIT
was much lower than interest obligations for several
years in the past.

# At a point in time, it stopped as Lenders refused to
pump Iin further Cash and the business did not turn
Positive Operating Cash Flow even after infusion of
capital.

# It should be clear that no Business can run on
continuous Expansion of Borrowed Money.
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Basics of Cash Flows

Whenever a Business is expanding, it would need cash.

Negative |nvesting Cash Flows are Financed through
either positive Operating Cash Flows or accumulated
positive Operation Cash Flows (Bank Balance) or
positive Financing Cash Flows (Borrowing and Issuance
of Equity).

Businesses that depend excessively on Borrowed
funds for Expansion have to be seen with caution.

The assets that appear in the Balance Sheet may realize
lower than their Book Value as shown in the B/S but the
Liabilities have to be met in total. 76




Basics of Cash Flows

Points to be kept in mind in case of Cash Flows are:

#
#

Looking at only Net Cash Flows could be deceptive.

Each of the Cash Flow streams Operating, Investing and
Financing have to be analyzed independently.

The objective of Cash Flow analysis has to be to focus
onh Sustainable and Recurring Cash Flows.

Non-recurring / extraordinary items that impact the Cash
flows should be recognized and adjusted.
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# The DI r e c Reportdis a report submitted by the
Directors of a Company to Shareholders, informing
them about the performance of the company, under their
stewardship:

X |t enunciates the opinion of the Directors on the State of
the Economy and the Political Situation vis-a-vis the
Company.
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x Explains the Performance and the Financial results
of the company Iin the period under review. This iIs an
extremely important part. The results and operations of
the various separate divisions are usually detailed and
Investors can determine the reasons for their Good or
Bad Performance.

X The DI r e cReport desails the Co mp a nBlans for
Modernization, Expansion and Diversification.
Without these, a company will remain static and
eventually decline.
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X Discusses the Profits earned in the period under
review and the Dividend recommended by the
Directors. This paragraph should normally be read with
sane skepticism as the Directors will always argue that
the performance was satisfactory. If profits have
Improved the reasons stated would invariably be
Superior Technology adopted, Intense Marketing and
Hard Work in the face of Severe Competition etc.

x |f Profits are Low, adverse Economic Conditions are
usually blamed for the same.
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Elaborates on the Di r e c views ®fothe Co mp a n
Prospects for the Future.

Discusses plans for new Acquisitions and
Investments.
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# An investor must intelligently evaluate the issues raised
inaDIi r e cRemomn.0 s

# If the report talks about Diversification, one must the
guestion that though diversification is a good strategy,
does it make sense for the company?

# Industry conditions, the ma n a g e me&kmowl@dge of
the new business must be considered. Although
companies must diversify in order to spread the risks of
Economic Slumps, every diversification may not suit a
company.
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# Similarly, all other issues raised in the Di r e cReport
should be analyzed.

# Did the company perform as well as others in the same
ndustry?

# Is the Finance being raised the most Logical and
peneficial to the Company?

# [t Is Imperative that the investor read between the lines of
the Di r e cReport ansl find the answers to these and
many other questions.
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# In short, a DI r e c Repord s valuable and If read
Intelligently can give the Investor a good grasp of the
workings of a company, the problems it faces, the
direction it intends taking and its future prospects.
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# The Auditor represents the shareholders and it is the
Audi tdoty fosreport to the shareholders and the
general public on the stewardship of the company by Its
directors.

# Auditors are required to report whether the financial
statements presented do In fact present a true and
fair view of the state of the company.

# Investors must remember that the Auditors are required
by law to point out If the financial statements are True
and Fair.
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# They are also required to report any change, such as
a change In Accounting Principles or the Non-
provision of Charges that result in an increase or
decrease in Profits.

# It Is really the only impartial Report that a shareholder or
Investor receives and this alone should spur one to
scrutinize the Au d I tRepoid sninutely. Unfortunately,
more often than not it is not read. There can be
Interesting contradictions.
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# It was stated inthe Aud i t Repartsof ABC Co. Ltd.

X

for the year 1999-2000 that,

NMs at the year-end 31st March 2000 the Accumulatec
Losses exceed the Net Worth of the Company anc
the Company has suffered cash losses in the financia
year ended 31st March 2000 as well as In the
immediately preceding financial year.

In our opinion, therefore, the Company Is a sick industrial
company within the meaning of clause (O) of Section
3(1) of the Sick Industrial Companies (Special
Provisions) Act 1985a
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# TheDi r e c teport b®vever stated,

X

NThe financial year under review has not been a
favourable year for the Company as the Computer
Industry In _general continued to be Iin the grip of
recession.

High Input costs as well as resource constraints
hampered operations.

The Performance of your Company must be assessed In
the light of these factors.
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x During the year Manufacturing Operations were curtailed
to achieve Cost Effectiveness.

X  Your Directors are confident that the efforts for increased
Business Volumes and Cost Control will yvield better
results in the Current Yeara

# The Auditors were of the opinion that the company
was Sick whereas the Directors spoke optimistically of
their hope that the Future would be better! They could
not, being Directors, state otherwise.
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# At times, accounting principles are changed or creative
and Innovative accounting practices resorted to by some
companies in order to show a better result. The effect of

these changes Is at times not detailed in the notes to the
accounts.

# The Au d i tRepord will always draw the attention of
the reader to these changes and the effect that these
have on the Financial Statements. It is for this reason that
a careful reading of the Au d i tRepod $s not only
necessary but mandatory for an Investor.
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Schedules and Notes to the Accounts

# The schedules and notes to the accounts are an integral
part of the financial statements of a company and it is
Important that they be read along with the Financial
Statements.

# In accounting, a Schedule is defined as the supporting
report  or document which constitutes detailed
iInformation, explaining the elements of the chief financial
report.

# |t serves as a kind of proof to all the data that iIs
presented in the financial report, with answers to all the
numbers mentioned in the report.
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Schedules and Notes to the Accounts

# |n other words, Accounting Schedules provide all the
Financial Accounting in detall which cannot be illustrated
within the chief report. For Example, if we talk about the
Schedule of the Balance Sheet, not only the Liabilities,
Assets, and Equities of a company will be presented, but
a breakdown of each category will be shared as a sub-
category or a sub-schedule.

# Types of Accounting Schedules

X Accounts Receivable Schedule
X Accounts Payable Schedule

X Inventory Schedule

X Fixed Asset Schedule
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Schedules

The schedules detail pertinent information about the
items of Balance Sheet and Profit & Loss Account.

It also details information about Sales, Manufacturing
Costs, Administration Costs, Interest, and Other
Income and Expenses.

This Information Is vital for the analysis of Financial
Statements.

The Schedules enable an Investor to determine which
Expenses Increased and seek the Reasons for this.
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Schedules

# Similarly, Investors would be able to find out the
Reasons for the Increase or Decrease In Sales and

t

ne products that are Sales Leaders.

* -

'he Schedules even give details of stocks and sales,

particulars of capacity and productions, and much
other useful information.
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Notes

The Notes to the Accounts are even more important than
the Schedules because it is here that very important
Information relating to the company is stated.

Notes can effectively be divided into:

Accounting Policies

Contingent Liabllities

Off Balance Sheet ltems
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Accounting Policies

# There are multiple ways to account for an item and it Is
critical for an analyst to know what methodology
company has adopted to account for an item.

# For instance: for Depreciation, Companies may choose
between Straight Line Method of Depreciation (SLM)
or the Reducing Balance Method (RBM) of
Depreciation.

# Accounting policies of the company, as defined in the
Annual Report, would define how that item Is treated by
the company.
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Accounting Policies

# |n other words, accounting policies are the way a
company accounts for various items Iin P/L statement
and Balance Sheet.

# Accounting policies are important for an analyst to
understand as there are different ways of accounting for
a single item and analysts should know how a particular
business is treating that item.

# Companies are also required to mention clearly if there
IS any change In the accounting policy in comparison to
previous year.
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Accounting Policies

If a company Is continuously changing its accounting
policies, may be company Is trying to manipulate the
Financials.

The Accounting Policies normally detailed in the notes
relate to:

How Sales are accounted for?
What the Research and Development Costs are?

How the Gratuity Liabllity is expensed?
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Accounting Policies

How Fixed Assets are valued?
How Depreciation is calculated?

How stock, including Finished Goods, Work in Progress,
Raw Materials and Consumable Goods are valued?

How Investments are stated in the Balance Sheet?

How has the Foreign Exchange translated?
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Contingent Liabllities

# Contingent Liabilities are liabilities that may be incurred
by an entity depending on the outcome of an uncertain
future event.

# For Example: A company may be fighting a court case,
which may result into substantial loss for the company, if
the case Is lost.

# These liabilities are not recorded In a company's
accounts and qgenerally recorded In the notes to
accounts.
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Contingent Liabllities

# Prominent Examples of Contingent Liabilities are:

a)
b)

C)
d)

e)
f)
Q)

Outstanding Guarantees.

Outstanding Letters of Credit.

Outstanding Bills Discounted.

Claims against the company not acknowledged as
Debits.

Claim for Taxes.

Cheques Discounted.

Uncalled Liability on partly paid Shares and Debentures.
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Off -Balance Sheet Items

# Simply stating, any Asset or Liability that does not
appear on_a company's Balance Sheet is an Off-
palance Sheet item.

# For Example: Loans taken are part of Liability in the
pooks of the company, Operating Lease, which Is an
alternative way of financing an Asset is an Off-balance
Sheet item.

# Contingent Liablilities, as defined above, are also Off-
balance Sheet items.
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Off -Balance Sheet Items

# Similarly, if a company has entered into a Derivative
contract to trade or Hedge its position that will not
appear on the Balance Sheet and would be covered as a
note to accounts in the Annual Report.

# Glven that existence of so many businesses worldwide
has been threatened by the Derivative transactions, it
Is critical for an analyst to analyze all the off-balance
sheet items In great details.

# While Positive surprises in terms of Off-balance Sheet
items are fine, Negative ones are the risks and should be
dealt with in a great details by the analysts. v




Off -Balance Sheet Items

# The more common notes comes across are:

x Whether provisions for known or likely losses have been
made.

x Estimated value of Contracts Outstanding.
X Interest not provided for.

X  Arrangements agreed by the company with third parties.

X Agreement with Labour.

The importance of these notes cannot be overstressed. It Is
Imperative that investors read these carefully.
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Taxation Affecting To Companies

Companies incorporated in India or wholly managed
and controlled In India are taxed on the basis of
Income earned by them world-wide.

Companies that are not resident in India, as defined
above, are taxed only for the India-specific income.

Corporate Profits, computed after deducting Business
Expenses and other specified items, are taxed at the
applicable rate.

The current Rate of Tax iIs 30% for Indian Companies
and 40% for Foreign Companies.
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Taxation Affecting To Companies

A Surcharge of 10% and Education Cess of 3% is also
applicable.

A Surcharge of 5% applies If the Income exceeds Rs. 10
Million and 10% if it exceeds Rs. 100 Million.

A Minimum Alternative Tax (MAT) Iis applicable at
18.5% (plus Surcharge and Cess) if a ¢ o0 mp a ntgxo
liability is less than 18.5% of the Book Profit.

Dividends paid by a company are not subject to

Dividend Distribution Tax now, earlier were taxed at
15%.
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Taxation Affecting To Companies

The government may provide Fiscal Incentives to
boost Economic Growth through Lower Tax Rates or
Tax Holidays or other similar incentives.

For Example: The deductions available on Taxable
Income for:

Expenses incurred for Skill Development Project or
Agricultural Extension Project.

Installing Plant and Machinery over Rs. 1 Billion.

Capital Expenditure for setting up Cold Storage
Facilities for Agricultural Produce.
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Taxation Affecting To Companies

x Developing Affordable Housing Projects
X Expenses for Scientific Research and others.

# Sometimes, differentiation in the tax policies such as
taxation rate in a Special Economic Zone (SEZ) v/s. what
a business pays outside the SEZ could create lots of
differentiation among businesses.

# Analysts should understand the basic tax structures and
how taxation can affect the businesses at a broad level.
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Points to Keep In Mind While Looking At Financials

# Financial statement analysis can be intimidating If the
terminologies are not known, however, the same
numbers become addictive if the language is understood.

# Numbers can be made to look good by making
assumptions or by Creative Accounting.

# Qualifications of Auditors in notes to Accounts (the Fine
Print) are a very useful part of the Annual Report.

# Change In Accounting Period can lead to confusion while
comparing previous y e a nusloers.
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Points to Keep In Mind While Looking At Financials

# Similarly One Off items can Iincrease or decrease profits
and If these are not studies properly, the entire analysis
can change.

# Consistent Performance year after year is what Is best for
the Investors.
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Points to Keep In Mind While Looking At Financials

A company will create Value over the Long Term which
continues to:

# Growth In Sales

# Increasing Profits

# Increase in Net-worth
# Reducing Debt

# Improving Margins

# Improving Return on Net-worth or ROE for the Investors
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Financial Statements and Forensic Accounting

# A comprehensive Financial Statement Analysis provides
Insights into a f 1 r peidosmance and/or standing in the
areas of Liquidity, Leverage, Operating Efficiency and
Profitability. A complete analysis involves both Time
Series and Cross-sectional perspectives.

# Time Series Analysis examines trends using the f 1 r
Own Performance as a Benchmark.

# Cross Sectional Analysis augments the process by
using External Performance Benchmarks (Industry or
Peers) for comparison purposes.
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Financial Statements and Forensic Accounting

# Forensic Accounting utilizes Accounting, Auditing, and
nvestigative skills to conduct an examination into the
—iInances of an Individual or Business.

# Forensic Accounting provides an Accounting Analysis
suitable to be used in Legal Proceedings.

# Forensic Accountants are trained to look beyond the
numbers and deal with the Business reality of a situation.

# Forensic Accounting Is frequently used in Fraud and
Embezzlement (misuse) cases to explain the nature of a
Financial crime in court.

113



Financial Statements and Forensic Accounting

# One of the Key Functions of Forensic Accounting is to
explain the nature of a Financial crime to the courts.

# Forensic Accounting entails the use of Tracing Funds,
Asset ldentification, Asset Recovery, and Due Diligence
reviews.

# Forensic Accounting iIs used by the Insurance Industry to
establish damages from claims.

# They may be employed by Insurance Companies, Banks,
Police Forces, Government Agencies, or Public
Accounting Firms.
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Financial Statements and Forensic Accounting

# Key Functions of Forensic Accounting:
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