FUNDAMENTAL ANALYSIS

Rational inve§tment decisions are based on effective security analysis. The investor, while
mvesting his savings has the primary purpose of some gain in the form of dividend income and
2 capital gain. To know, what will be the dividends to be paid on a share and what will be the
share price in future, an indepth analysis in respect of expected performance of a share is required.
There are two basic approaches suggested for such an indepth analysis. These are: (a) Fundamental

i
Analysis, and (i) Technical Analysis. First approach is being discussed in this chapter and the

second is taken up in the next chapter.

WHAT IS FUNDAMENTAL ANALYSIS

Fundamental analysis is a method of finding out the future price of a stock which an investor
wishes to buy. It relates to the examination for the intrinsic value of the share to find out
whether the current market price is fair or not, (i.e. whether over-price or under-priced) in the
background of the performance of the company and the industry to which the company belongs,
and 2150 the broad economic forces within which the factors of investment operates. Thus, the

analysis of the determinants of the fair value of @ security is called the fundamental analysis.
mental analysis is based on the premise that each security has
an intrinsic value that represents its future economic worth. .The ;r.nr.insic value of a security is
that value which is justified by the facts e.g. assets, earnings ividends, definite prospectus

' If the intrinsic value exceeds the current
Includi anagement of the company. en
King e Gt L f the security in the market and the fundamental analyst

price, it denotes the under valuation O i e ;
recOmmendsQ urchase of the security. On the other hand, if intrinsic value 1S less than market
Price, the secirity i§ considered to be over-priced and he advocates sale of the security.

' SIS
OBJECTIVES OF FUNDAMENTAL ANALY g ‘
The i itempts to look out fundamental analysis s 1t serves the following objectives:
I he investor al : ; : A ;

it is. thus. clear that funda
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> Investment Decisions : Fundamental analysis attempts 1O find 01_11 the intringjc valy.
of securities (i.e. whether under-priced or over-priced) so that t_hc Investors can g e
to buy or not to buy the securities at the current marke.l prices. It is because‘
fundamental analysis encompasses 4 logical and systematic approach to estimate

returns from securities and their true values. .

» Avoids Risk of Loss : The fundamental analysts view Investmenta as '°“g~tenn
decisions. Hence, the ultimate objective of this analysis is not to make Speculatiy
profits, rather it is to avoid the risk of loss from buying an over-priced share ang

selling an under-priced share.

» To Beat the Market : Buying an under-priced security and earning some abnormg
eating the market. Fundamental analysis is mj, 5

Cide
the
the

return on investment is known as b
with the objective to beat the market.

APPROACHES TO FUNDAMENTAL ANALYSIS

Fundamental analyst analyse earnings prospects of a firm to determine the expected dividends
and estimate future stock prices. They recognise that the performance of a company depends
on its efforts and characteristics, the structure and the performance of the industry to which it
belongs and the general economic environment. In order to be rational and scientific, an investor
has to evaluate a whole lot of information about the past performance as well as the future
prospectus of earnings of the company, industrial and economic environment in the economy
and other relevant factors or reverse procedure be followed e.g. economic environment including
position and company characteristics. Thus, investors and security analysts when doing
fundamental analysis use the following two types of approaches:

e Top-down Approach
e Bottom-up Approach

TOP-DOWN APPROACH OR E.I.C. APPROACH

Under ‘top-down approach® investors begin analysis with the economy and the overall market
considering such important factors as national income, interest rates and inflation. They next consider
likely industry prospectus or sectors of the economy that are likely to do well ('or particularly
poor). Finally, having decided that economic factors are favaourable to investing, and having
determined the industy within such a particular company operates, individual companies are analysed
in terms of risk-return perspective. Thus, this approach analyses economic scenario, industry
position and the company expectation, and is also known as Economic-Industry-Company
(E.L.C.) Approach. The E.1.C. approach has been presented in the following chart. ,

—

Risk and
Return of a Secunty

P
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TOM’UP APPROACH

of fE s o ke ThG

gmall investor 'L‘};: :;::L i feserve approach ie. bottom-up approach to fundamental
_ |n this approac y start with analysis of the prospects of the company and then

318

WSl

e the Cs}imates ::t 1:1-1 P gsp:ctu; of the industries and ultimately for the economy. The basic
:,r.gmiSCS of the bo Ot ’ pf J’p Oach that the under-valued shares would provide superior and
et TEQUrmS irrespec 1ve, 0l tag ovefall etonomic and industry position, but an inherent drawback
- s approach is that it unknowingly involves inconsistent assumptions.

;coNoMIC ANALYSIS

conomic alllal)’SiS d.ez.als with the analysis of forces operating in the overall economy. The over-
;i economic conditions and economic activities affect corporate profits and investors’
xpectations and. the‘reby affect the security prices in the capital market. When the level of
2conomic actiYiFles is low, security prices are low, and when the level of economic activities
< high, securities prices are high reflecting the prosperous outlook for sales and profits of
e company. Therefore, this analysis of macro economic environment is essential to understand

e behaviour of security prices. This requires an investor to know the (i) key economic
forces, and (i1) economic forecasting and its tools.

ECONOMIC FORCES

The commonly analysed economic factors are as follows. :
National Income

The growth rate of national income indicates the level of economic activity in the domestic
economy. A rapid growth rate is a pointer to prosperity and prospects for increase in sales.
Among the large number of income related measures, the 1n}/¢stor.ShOU1d concentrate on the growth

Sioss domestit product (GDP) including -se§toral contribution 'to it. In

cyclical patter, the four distinct phases being recession

eak. While analysing the growth rate in the GDP, due
hase Of the economic cycle. Thus, the higher the rqte
al, the more favourable it is for the stock marker,

rates in nominal and real
the long run, the growth in GDP shows a
or depression, recovery and boom or p
atiention must be paid to the prevailing p
of growth of GDP, other things being equ

Inflati _ : '
on nd in prices. Inflationary pressure in the VeCOnomy
N AR e thus has a consider ald
affects d the purchasing power of the consumers and derable impacy
ecreases

: D igh inflation rate can be considereg
ik mpanies. Hig o ol .
. rofitability arhg . ; be taken as a pos 5

an .the performance and po h rate and 10w inflation rta\te_::alﬂmarket i o 1;) : :itrllve- sign for

" Indicati wer growt S ita - i
indication_ for slower grov piea relationship with cap PRI S g inf]
an expansionary phase. Inflation esulting R
the nominal required rate of r

) e
rs goes up ion is good for the stock .
F h e
€quity prices. On the whole, it appears !

Inflation refers to general increasing tré

ation‘,
d ang

drket.

of investo
g at mild Jevel. of infla

RIS y - o= industry. Higher ing
Inter g ¢ ds to the indus : eres
est Rates ot the cost of fun. of the companies. Qp th

g e ome
* Interest rates ‘dlrezﬂy :,zf thus squeezes the_incom
¥ N , sque
increase the cost of fun

i

t Tateg
& o.thel-

S
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ing in higher profit. There are Sever]
nonetary policy, fiscal policy., inflation rate, o
ates such d_s ; interest rates, the investment pattern jp the
A . ffect the opportun;
f 1 gt rates alrrec pPp unity o

s affected by the change in J1eC" s 'ltnter:ices So. the changes in interei:
< | ‘ i " C . . . -
L“"l“‘m_.\ p : ; Jso. thus affecting the bond and equity p
of the nvestors also,

r 3 3 1 y s el’ (l. ()n the m(l I"et p i' :
ra ave ’Cﬂ(" ('[ls‘"i{)" on the pl q,it 0_/ the C()’fl[)(l”le.s ﬂl W ;] : e " ri e “

result
: . cost of funds res
hand. lower interest rates reduce the cost

reasons for change in interest © o
* 43 . s fi a
lrrespective of the reasons for chang

Agriculture and Monsc . ts to several industries and absorbs the ﬁnished
1 ' i ides Inputs
[he agricultural sector provi

coods produced by a wide spectrum of industries such as ;?estlc(;d;s;nf;r;gf:z;sg;::‘;‘ﬁr;‘;‘l’lé
:ﬂ wm' transport sector. Economic well being of farmers af_feCtsd.e rests on the mercy of tss
:n:j non-durables. The fortune of the agricuitural sector m~ & ]afthe\distributior of rainf; IIe
;-3511 God Indra. Thus, the investor should have a reasonable idea o ainfal],

: ; i nder each.
the cropping pattern - -khaif and rabi—and major crops u
Economic Policy

Social policy affects demand through government spending an.d taxation, monetary policy
mvolves the manipulation of the level of money supply. The 1nYest9r should know the
expansionary versus contractionary side of the demand policy. The basic dlffereﬁce between the
fiscal and monetary polices is their opposite effect on interest rates for.the given slancc. An
expansionary fiscal policy raises interest rate, whereas the monetary policy lowers it. Sup.p.ly-
side polices focus on the incentives to work, save, invest. innovate and take risk. 'he policies
on caucation, transportation, communication and financial infrastructure are examples of
specific supply-side policies. In nut shell : A spell of good monsoons imparts dynamism to the
industrial sector and buoyancy to the stock market. Likewise, a streak of bad monsoons
casts its shadow over the industrial sector and the stock market.

Infra-structural Facilities and Arrangements

Industrial performance is significantl

y influenced by infra-structural facilities and
arrangements. Which comprises the following

>

¢ Adequate and regular supply of electric

¢ A well-developed lransportation and communication system (railway transportation,
road network, inland waterways, . port. facilities.  air links. telecommunications
system etc,); ;

® An assured supply of basic in
and cement;

® Responsive financial support for fi set
Ixed assets and worki i
Business Cycle | sy
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I A nalysis

« cycles will be of great help to an investor. If the indications for recession are
ines=> = H . # . ‘
- b"gﬂne <hould g0 for investment in the essential goods industries while in case of
pere: ns for recovery, the investment in capital goods industry may by preferred.

tion: ;.

i
Jblic mood : :

The general mood and expectations of the public about the economy have a direct impact

croeconom@ performanc'e as well as the effectiveness of economic policies. Uncertainties
;lng from political, economic and social instability influence the spending behaviour of the
ﬂ»w and investment pl.an?. of firms, Eventually, the demand shock triggers a chain reaction,
;;'hiCIT adds ﬂmher PRap I to the economic outlook. In India, the National Council of
ypplied Economic Research (NCAER) constructs and reports the ‘business confidence index.

In the current scenar:i? of globalisation, it is also imperative to examine the state of
qernational o COnC_htlons as well. The international economy might affect the firm’s
port commitments, the price competition it faces internationally and the profits its makes on
is foreign investments. In the wake of international division of labour and specialisation, the
global _economy should alSQ be looked into. For example, a number of Indian IT companies are
socuring orders from foreign markets, In view of the expected economic conditions overseas,

the profitability of Indian companies may be expected to 13 ;
resent due to global financial crisis, p go up or down as it is happening at

ECONOMIC FORECASTING

‘ .Fundamental analysis starts with economy analysis which deals with the analysis f
historical performance of the economy. An investor is however interested in foreca t.y l'(\)
expected performance of the economy in general and its effect on the performance of 5 lnfg e
i.ndustry or on a particular company. Thus, economic forecasting gains a place of rima Palrtlcular
i the economy analysis. Forecasting is a very technical and specialised arcap A;"e relevance
mvestment depends upon forecasting, the investor must have full knowledge to .u dS e
evaluate the economic trends. Following are some of the important forecastin ? e}:‘S_tand and
Surveys. 7 g tec niques.

This method is simple. Through this method, the investors for
“pectations with respect to the future state of the economy. This is the sury
These experts are in the government, business, trade and industry. Who
construction activities, plant and machinery expenditures, level of invent
have important bearing on the economic activities. These anticipatory sy
the opinion of consumers with regard to their spending.

Key Economic Indicators ! Savay

m their opinions of
ey of expert Opinions,
give their opinjon on
Ory.-etc. These factors
Irveys also INcorporate

30}

2 Various types of indicators are studied to find out how the economy s Jikely
¢ future, These indicators are classified into three categories. They are leadin : !.o' Boin
and lagging indicators. & Coincidengy,
*  Leading indicators lead the economic ac't‘iv‘i‘:ty in terms of their Outcome.
those time series data of the Véria‘bles.“Wh‘ich ‘rea.ch high points ag well z{q t:::fie are

o sl
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. : AT -0 s of leading indicators are .,
points in advance of the economic activity. E’\‘m,]pkb @ lqul 8 workers 5 Sy Pricg
indices, average weekly hours of manufacturing production » Money Supmy

« Aay & ) ARV 3 .
cost of living index, and so on. o .
> Coincidental indicators reach their peaks and the tmu-ghs at c:‘pPr;)lefitely the Saime
time as the economy. Some examples of this type are index of industria] Productjq,,
personal income less transfer payments, etc. R
> Lagging indicators are time series data of variables. They lag behind in their conscunmc
vis-a-vis the economy. These reach their turning points after t'he cconomy hag alreg
reached its own. Average duration of unemployment. average prime rate, Commercjy| and

industrial loans outstanding, etc., are few examples.

Diffusion Indices

To overcome the limitation of indicator method, people use the diffusion index. Diffusigp
index is a composite index. Which generally combines several indicators into one index, Thi
is done to measure the strength or weaknesses in the movement of a particular Kind of
indicator. It may sometime mislead one as it does not eliminate the irregular movements in the
series, yet t is still a useful tool in the hands of an intelligent forecaster.

Econometric Model Building

It is another useful method which determines the precise relations between dependent
and the independent variables. Application of mathematical and statistical models in resolving
the economic problems is called econometrics. It presupposes the precise and clear relations
between the dependent and independent variables. The analyst is able to forecast a variable
more precisely than by any other approach. However. forecasts derived would be as good as the
data inputs used and assumptions made.

Opportunistic Model Building

from the previous methods. It uses the national accounting framework in order to achieve

short-term fOrecasts. The following are the steps involved in Initiating the opportunistic
model building : ' i ‘

Step 1 : Hypothesise the tora] demand in the ecdnomy, as méasm‘xvrled' by i
based on likely scenarios in the country like war Jit
changes and rate of inflation, and so o

Step 2 : Forecast the GNp values by es‘tiénilat'i'

Step 3 : The individua Components’ of ‘GNP have been Fox

Step 4 : The analyst compares t0tal*({’f GNP el e i o
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is done t0 ENSUT® that both his total forecast and sub
and fit together in a reasonable manner.
of the indicators of growth in In dico s
table :

-components’ forecast make sense

Some
e following
in

pital Market during last few years are given

Indicators of Growth in Indian Capital Market

/ 199045 ‘@‘9\99-% 2000-01 | 2001-02 | 2002-03 | 2003-04 | 2004-05
primary Market

gl 1599¢° (Rs. bill.) 4903 | 4458 | 6787 | 49873 | 4803 | 4175 | 5266 | 6008
iy (RS bill.) 1796 | 181 | 2565 | 1492 | g4 752 | 2200 | 2865
oot (RS bill.) 10713198 | 4129 | 3492 | 3962 | 3423 | 6066 | 3142
GpRs/ADRS’ECBS’ 466.6 | 43006 | 9217 | 62167 | 495.1 | 1885 9952 | 33875

(ﬂoatations) (S min.)

/
secondary Market

No. of companics listed 631 | 5623 | 5672 | s755 | 5749 | Se42 | 5548 | 4837
(Number) ‘ 78 ;
arket cap. of all listed 4898 | 4975 | 11458 | 6428 | 7437 | 7248 | 13772 | 18779
companies (Rs. bill.)
Viarket Capitalisation 322 28.6 59.2 30.8 32.7 29.4 499 60.5
(% of GDP)
Tding volumes on BSE | 2078 | 3120 | 6850 | 10000 | 3049 | 3136 | 5033 | 5185
(Rs. bill.)
Tnding volumes on NSE | 3702 | 4145 | 8390 | 13395 | S5132 | 6180 | 10995 | 11401
(Rs. bill.)

Source : CMIE, Review of Indian Economy, January 2006
INDUSTRY ANALYSIS

After an economic analysis, the industry analysis is the second level of E-I-C approach
to fundamental analysis. The performance of a company or firm is closely linked to the
performance of the industry to which it belon_gs- So, .after an economic analysis, industry
analysis is required. The industry analysis requires an indepth study of ‘h? ke)'. sectors, and
the relative strength and weakness of a particular sector about the economic activities,

MEANING AND CLASSIFICATION OF AN INDUSTRY

Industry broadly covers all the economic activities .happening in a country to bring

growth, Industry can be defined as @ S’O"P”"f s’;’b"s‘:;::’e“’:b;’e’ gPo’:.‘;';t making enterprises
i technically su0 , Services or g

O urganisations that have a similar t€ e : . 2 ources
of ,‘,,rcgo,‘ne Industries may be classified into different cla:ssefco:tthe,basns. of market criterion
or tech l ical criterion. But from the p¢r5l1°'°“.‘.’¢'° ecurity analysis, clasg
indusct o o‘glct?asgd on some characteristic hO'L‘Qge'f‘ﬁS:; égfaphs. Accordin
industrial classificaion, industries ¢an be classif

ification of
€ 1o standard
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Indicators of Growty in Indian Capital Market
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r\ . - . )
=east and sub-components’ forecast make sense
ner,

arket during last few years are given

o 1997-98 | 199g. [P Borvemm

E 1999-00 | 2000-01 | 2001-02 | 2002.03 2003-04 | 2004-05
ey Market T e e e
pak bill) | 4903
apita lssucs.(RS- ill. ]79.6 1458 | 6787 | 49873 | 480 4175 | 5266 | 6008
gty (Rs- BilL) g LTSI N o S ] R e
pent (Rs: b!"-)B’ 466- 198 104129 110090 | 3062 | 2423 L. 6066 314,2
;DRYADRS/ECBS/ 6.1 43006 | 9217 | 62167 495.1 | 1885 | 9952 | 33875
oatations) (§ min.)
secondary Market
No. of companics listed 311 5623 | s672 | 5755 | s7a9 | seaa | ssas | 4837
g_\'umber) . . :
Market cap. of all listed 4898 | 4975 | 11458 | 6428 | 7437 | 7248 | 13772 | 18779
companies (Rs. bill.)
Market Capitalisation 3221 286 | 592 | 308 | 327 | 294 49.9 60.5
(% of GDP)
Tnding volumes on BSE | 2078 | 3120 | 6850 | 10000 | 3049 | 3136 | 5033 | s185
(Rs. bill.) )
Trading volumes on NSE | 3702 | 4145 | 8390 | 13395 | 5132 | 6180 | 10995 | 11401
(Rs. bill.) [

Source : CMIE, Review of Indian Economy, January 2006
INDUSTRY ANALYSIS

After an economic analysis, the industry analysis is the Second.level of E-I-C approach
0 fundamental analysis. The performa'nce of a company or firm is c!osely linked to the
performance of the industry to which it belongs. o .after an economic analysis, industry
analysis is required. The industry analysis requires an Ind;:pth study of the key sectors, and
the relative strength and weakness of a particular sector about the economic activities.

MEANING AND CLASSIFICATION OF AN INDUSTRY

[I the economic activities happening in a country to byri
| broadly covers @ : bl
growthndlus:;rytr cany be defined as a grovp of pr;u::z O propy making enterprises
- Indus /4 ¢ have a similar 1¢chnicf;((y sub tutetable goods, Services or sources
0;' wganisa:wdns tt::; may be classified into different, classes, on the basis of
of income. Industr ,

market criterion
: e t
or technological criterion. Bu

» Classificatig
n of
industries is based on some ©

haracteristic NOMOgeneous graphs, According to Standard
industrial classificaion, industries can be
1 i

classified as follows -

.

Scanned by CamScanner



Fundamental Analygjy

13.8

ave special features of high rate of earnings
he business cycle. The expansion of the
ge. For instance, inspite of the
urt in the growth of

swth industries h

independent of t
e technological chan
1997-98, there was a Sp .
ed the business cycle and continued to groy,

Likewise in every phase of the history certain el aenet & Eokilour el
» C y C 2N\ de

‘ ) e b : wn remarkable growth,
pharmaceutical and telecommunication industries hé’vc 3 industry m ; | .
(2)  Cyclical Industry : The growth and the proﬁtablhty of the industry 0_"3 along with
- Y d they enjoy growth and during depressjop

ing the boom perio . ; :
s the white goods like fridge. washing machine

ood market in the boom period and the

(1)  Growth Industry : The grc
and growth in expansion,
industry mainly depends on the te
recession in the Indian economy In
information technology industry. It defi

the business cycl
they suffer a set back. For example,
and kitchen range products command a g
demand for them slackens during the recession. .
(3) Defensive Industry : Defensive industry defies the movement of thc? bu§1nes§ cycle.
For example, food and shelter are the basic requirements of humanity. The food industry

withstands recession and depression. The stocks of the defensive industrws can be held
by the investor for income earning purpose. They expand and earn income In the depression
period too under the government’s umbrella of protection and are counter-cyclical in nature.
(4)  Cyclically Growth Industry : This is a new type of industry that is cyclical and at the
same time growing. For example, the automobile industry experiences periods of
stagnation. decline but they grow tremendously. The changes in technology and intro-
duction of new models help the automobile industry to resume their growth path.
in India the broad classification of industry is made according to the stock exchange
list which is published. This same list is also published in economic’ newspapers daily. In this

list the industries are classified as follows :

(i) Engineering; (i)  Electricity Generation;

(iii) Textiles; (iv) Cement;

(v) Steel Mills and alloys; ' (vi) Cable and Electrical;

(vii) Plantation; (viii) Chemicals and pharmaceuticals;

(1x) l’aper: ; (x) Sugar;

(x1) Rubber (xii) Automobiles, cycle and accessories; and

(xii1) Miscellaneous
APPROACHES TO INDUSTRY ANALYSIS

Aﬁcr for‘ccaslling the economic forces active in the ecoﬁomy it is necessary o
determine the implications of that forecast for the specific industry. For this urpiose
generally the following two approaches are used : - : :

e Sensivity Business Cycle

e Industry Life Cycle
SENSIVITY TO BUSINESS CYCLE APPROACH

It has been accepted that all the j i m

) e Industries are not 1ti i
[ IR y ‘ ) ; » “€qually sensitive to the economic
conditions as a business cycles. Some industries are real independent'and some are highly sensitive
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. pusiness cycles. l.0r ex?imple food gnd Spices industry is rea]|y il :
o' cycle. whereas industries engaged in luxurious products ) pendent of the

gnes*

and highly senciti
mes Y Sensi
W ity 10 business cycle approach, Investors usually prefer tive. So, as
» SOIR v J

thOSG indu 1 :

A : \ stries w

R _Cnii\«n\' (8] business cycle. lnvestment n hlgher sensivity md thh have
v P ko ¢

ustries will be riskier. Sensi
Wi . o 7 . . hd ‘ cr' o
o 7 a particular industry to a business cycle is determined by the following three f s
" LLE L B l -

g ivi actors :
: Qensivity of sales

, Operating Leverage

o Financial Leverage

0 gensitivity of Sales : So'r.ne: industries such as food, drugs, medical services and other
secessities have low sensitivity whereas luxury goods have high sensitivity to business

cycles.

s Operating Leverage : Operating leverage refers to degree of change in operating profits

a5 a result of change in sales. For any firm, higher the percentage of fixed cost, greater
is the degree of operating leverage. Industries which have higher variable costs as opposed
1o fixed costs, will be less sensitive to business cycles. If the economic recession
appears, output will fall reducing the total variable costs. Profits in those industries which
have high fixed costs will swing more widely with sales because costs do not move to
offset sales changes.

@) Financial Leverage : Financial leverage of a firm depends upon the use (?f debt funds

in the capital structure. Higher the proportion of borrowed funds, greater is the dggree

of financial leverage, because interest payment on borrowings have to be made irres-

pective of the sales level. Profits of those firms which have high borrowing are more

sensitive to business cycles than of those firms which have lesser borrowings.

INDUSTRY LIFE CYCLE APPROACH

This approach suggests that every industry passes through four distinct phases, as given
elow in the chart, in sequence and the profitability of an industry depends on its life cycle.
The four phases and their featurs are now briefly explained.

Life Cycle of an Industry

Rapid Growth
Stage

pioneering
Stage

Maturity
Stagnation
Stage

Decline
~Stage
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(1

(2)

(3)

(4)

Fundamenty Angy
Vsly

| cycle of a new i‘ndustry_ B
promising and technology of the Prodyey IL:
oduce the product and there would pe tOngH
est’ 1S applicable anc.l the weaker firms di
lect companies for m\{c;%tmcnl hccamc th
here the more promising players hring :
the pioneering stage in |pq;, I

Pioneering Stage : This is the first stage of industri

this stage. the demand for the product IS
low. Many producers will be attracted to pr

competition. The rule of survival of the fitt
appear from the scene. It is not €asy to se

survival rate is unknown. This is the .stage i as in
lot of return to the investors. The IT industry w

this stage :
investment decision is a highly risky one.

e the risk and return are positively correlated.

e investment is rewarding. R ) .

e for an investor looking for steady long-term returns with risk aversion, he shoyq in

general avoid investing at this stage. : .
Rapid Growth Stage : The second stage is a rapid growth stage. The chaotic competition

and growth is more or less over. Only the stronger companies survive and they cong.
lidate their position. The technology of the production would havellmprovcd. It would
result in low-cost production and good quality products. The companies experience stab|e
growth rate and start declaring dividends to the shareholders. In this stage :

e risk is considerable reduced.

e investors with risk aversion invest.
e the prices of the securities issued by these companies fetch higher prices.

Maturity or Stabilisation Stage : In the stabilisation stage, the growth rate tends 1)
moderate and the rate of growth would be more or less equal to the industrial growth
rate or the gross domestic product growth rate. Symptoms of obsolescence may
appear in the technology. To keep going, technological innovations in the production
process and products should be introduced. The investors have to closely monitor the
events that take place in the maturity stage of the industry.
e compares i o g . o e rOGUE a1 the camings o
. lon of new products and changes in
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Display caution during the p; .
B o = Ploneering stage—thj B
speculators. & stage—this stage has appeal primarily to

o Respond quickly and expand commitments durin
o Moderate Investment during the matyrity stage

o Sensibly disinvest when signals of decline are evident

speCIFIC FEATURES AND CHARACTERISTICS

g the rapid growth stage.

Smce each indusiry is uni : : :
SE e e TR que, A systematic study of its specific features and characteristics
he analysed to wdentify the industries where

2% Investments can be made. Some of these
are as foilows :

« Structure of Industry and Nature of Competition

: : It i1s an essential factor that
determines the demand for the particular product,

i : ‘ its profitability and the price of the
~ci=->.pan'}'s :hare.’The following points should be considered to understand the nature of
competition and industry structure :

¢ The number of firms in the industry and the market share of the to

five) firms in the industry;

Licensing policy of the government;

Pricing policies of the firm; _

Degree of homogeneity or differentiation among products;

Competition from foreign firms; and

Comparison of the products of the industry with substitutes in terms of quality, price,

zppeal, and functional performance.

) MNature and Prospect of Demand : The product produced by the industries are
demznded by the consumers and other industries. The investor has to analyse the
following points to understand the nature and prospect of demand :

Mazjor customers and their requirements;

¢ Key determinants of demand;

s Degree of cyclicality in demand; and

¢ Expected rate of growth in the foreseeable future. : .

- B Cost, Efficiency and Profitability : Cost structure, tha.t is the ﬁxcid gn_d_ variable

: cost and utilisation of capacity affects the cost of prO(-iuctlon and profitability. Hence,

to analyse the cost, efficiency and profitability the investor has to understand the

mno;:)npi:i(:::;:;' the key cost elements, namely, raw materials labour, utilities, and fuel;

p few (four to

—

*
® Productivity of labour; s
® Tumover of inventory, receivables, and fixed asseis;
) ; and inputs;
¢ Control over prices of outputs and Inputs; iaflatd -
® Behaviour of‘;rices of inputs and outputs In response to inflationary pressures,
ins; and
*  Gross profit, operating profit, and net profit margins;
. nd return on equity.

garning power, a : ition i i
Tw:m u|m 4 asge::, searcﬁ . For any industry 1o survive the competition in national
nology and Re '

i echnically sound,
and international markets, the production processes have to be t y
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Therefore, an investor shoulqd Prob

their implications;

s a percentage of industry sales; and

13.12
syelopment.
which dl‘pcndg upon rcscarCh and deve P and rescarch :
- A sl YV
the following areas in respect of technology
“hnologic bility:
e Degree or technological stabili :
. : . horizon and
e Important technological changes on the ho
e Research and development outlays a e
; s$ a1t ro .
e Proportion of sales growth attributable to new p
(5) Government Attitude : The n

(6)

and in other

ature and extent of regulation and incentives (fiscal, financiy|
forms) evidences the attitude of the government towards industry, The

attitude of government may be supportive or restric?ive. Much de_zer(;d;oi)n the pr‘9filies .
and policies of the government. Subsidies and tax.hollda)’s are provfl < e e.x;c)lort Oriented
products. Presently, the government is encouraging t}"e growth oS O ITCUStes iRy
insurance, civil aviation etc. by permitting foreign investment in them. However, thjs

may jeopardise the prospects of existing firms. Hence,
the role of the government in such industries.
SWOT Analysis : The above mentioned factors thems

like investor should consider

elves would become strength,

weakness, opportunity and threat (SWOT) for the industry. Hence'. Fhe inves.tor should
carry out a SWOT analysis for the chosen industry. For example, (i) increase in demand

for the industry’s product presence of numerous players

in the market and become its

strength: (ii) competition becomes the threat to a particular company in the respective
industry: (iii) progress in the research and development in that particular industry and
entry of multinationals in the industry is an opportunity; and (iv) cheap imports
of the particular products are threat to that industry. In this way the factors have to be

arranged and analysed.

COMPANY ANALYSIS

Compa

1o the

w
L
®
L4
L ]
®

ny analysis is the last tier in the E-I-C analysis sequence. Company analysis is a |
method of assessing the competitive position of a company, its earnings and profitability,
the efficiency with which it operates, its financial position, and

earnings of its shareholders, Thus, at this stage, the

Quality of management
Labour-management relations and location

Pattern of existing shareholdings
Growth record

Size and ranking
Earnings analysis
Financial analysis,

These factors are briefly discussed here under -

its future aspects with respect 1
emphasis is on the financial

mpany which determines its earning prospects. The
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¢ OF MANAGEMENT

QUAUT ! ;
e quality of management IS an important factor in shaping the success of the company E
- .y TN | . =
s 10 \}‘..hk.;\\.duh» It is difficult to assess and analyse quality of management, because
o © - angible jactor. For ascert
gy FAICEY

! scertaining the quality of management, an analyst is required to
e historical m!orm:dnon about the persons constituting the boards of directors and
MY e persons heading different functional areas of the business activity of the firm. It is
Sh‘idﬂ‘,jt'm;\m fact that shares of certain business houses command a hiéher premium than
*:h\ﬁ milar companies in different industries. One of the reasons, is the good quality of
P and reputation of management personnel. Investors have greater confidence in
ch business house. Si!}cc they have greater confidence, they pay higher prices for shares and
ecurities of such- business h‘ouses.- An analytical report on quality of management of a
;—;m”-} is, therefore, helpful in deciding whether or not to invest in shares and securities of

och 2 company. Some of the qualitative indicators of quality of management are :

o 16 &

¢ Experience of directors and other senior managers of a company;

e Skill, knowledge, and integrity of top management team of the company;

e Degree of professionalization of management;

e The policy of top management of the company regarding relationships with
shareholders (this can be studied with the help of dividend and bonus distributions);

L]

Association of members of top management team with financial institutions, law-

mezking bodies, top academic and professional institutions, associations of
industries, chambers of commerce and trade, and the like.

LABOUR-MANAGEMENT RELATION AND LOCATION

An important factor in the growth prospects of a company is labour-management

siation. Many organisations have shown declining trend in performance because of disturbed

@hour-management relations. Hence, some important indicators of labour-management relations

should be studied. These indicators are : :

Number and duration of strikes;

Number and duration of lock-outs; -

Affiliations of trade unions with political parties; 4

Number of recognised trade unions;

Presence of unrecognised unions and their memberships;

Awards on industrial disputes.

» It may be pointed out that a detailed study of all these indicators is not needed. Even,

0?::5 and majgr happenings can provide important clu’es about' the labour'-managemem relations
€ companies whose securities and stocks dre being considered as investment outlet.

® e e @& & »

Location of the selected companies, particularly location of their manufacturing plants

acilities, determine economic viability of companies. The future growth of shares and

1 info;tief of selected companies depends on their ec?nomic viability. While analysing location,
alion about following factors should be considered :

. Availability of inputs like power, raw materials, skilled labour;

¢ Nearness of markets. ; |

y
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A ek ion, continuous
hese factors affect the cost of production, size of pTOducfttjeCté the proﬁtabifl]‘ow ;
production, and ease in sale of end products. Ultimately, location a 1y ang

growth potential of companies.
PATTERN OF EXISTING SHAREHOLDINGS

Pattern of existing share holdings indicates the interest of \{arlOUS parties and groups
foreign technical and financial collaborations (if any) in the financial BRSNS _Of? COmpany,
An important class of shareholders which has emerged at present, is of financial InStitutions |jke
LICIDBLL IFCI, SFCs and ICICI, Mutual Funds, Flls, NRIs. : These shareholders are eXpecteq
o conduct extensive as well as intensive study of present state and future Prespegts of the
companies in which they invest. The very presence of these sharehf)lders 'S an importap
indicator of future progress of a company. These institutions have sufficient bargaining strength
10 protect and further the interest of other shareholders who are weak because of their Felative]y
smaller shareholdings. A study of pattern of existing, holdings, therefore, helps in assessing -

The future growth in value of shares and securities;
The degree of safety of investment of funds in shares and securities:
The protection from any manipulation on the part of companies:

The future trend in dividend income and capitalisation of retained earnings affecting
the future value of shares and securities.

Another important aspect of pattern of existing shareholdings is that it provides clues 1o
the marketability of securities, If shareholding is dispersed geographically as well as oyer a
large number of different types of shareholders, purchase and sale of securities at different stock.

priced.
SIZE AND RANKING

An idea about the relative sjgnj :
gnificance of size and
T i ; : rank of : i
helps the investor N assessing the risk associated witp h .a COmpany in the industry
debentures of that company. Some of ¢ e investment in shares and

; he varia
et Ly bles used for ®valuating the sjze and rank of

Scanned by CamScanner

-1



il Amalysis '
. ”ﬂwmﬂ 13.15
Net capital employed,

wet profits;

Total net sales;

Return on investment (ROI).

* 8 8 ®

goonomic Times Research Bureau uses these variables, and reports the ranking of

4 jop companies periodically.

gt

An investor has to analyse the earnings of the company to arrive at the fair value of its
| gares THE earmings of the voipaty. sen be analysed with the help of market value ratios,

hich gre mOSt important for the investors since buying and selling decisions are ultimately
liiod 10 markel value of shares. The investors can determine the magnitude and direction of
L fe moverment in a company’s earnings. After analysing the relevant ratios, the present investor
g decide whether to hold, sell or purchase the share and the prospective investor can decide
shether or not to buy the shares. These ratios also enable the investors forecasting the future

g of their investments. The following such ratios are being discussed in brief as under.
. zARNINGS PER SHARE (EPS)

This ratio shows the profit available for each equity share. Equity shareholders are the
. Jmate owners of the company and they get profit after claims of all outsiders. This ratio gives
. igvestor an exact figure of profit which is entitled to him by virtue of his ownership of one
- equity share,
Profit After Tax — Preference Dividend

) Number of equity shares

£PS is most widely published data relating to a company. It gives an indicator of company’s
- gerformance in very brief. Of course, an analyst can not solely rely on EPS. Investment analyst
- s 10 study other ratios and use them to understand their impact on EPS. :

: For example, an investor is considering the purchase of stock of either company A or
B Each stock is being sold at Rs. 50 per share. The earnings trend for the two companies is
- Bven & below ;. :

BT M

EPS =

e 2002 | 2003 | 2004 2005 | 2006 | 2007
 Company s L 128 1.45 1.70 1.90 2.00 230
Lompany s | 250 3.00 275 225~ e 2010 2.30

 Both the companies had same earnings per share in the last year. But earnings trend

m"'ﬁ widely, While company A had initially low earnings per share but steadily progressed

4 had doubled EPS during five years. As against this, EPS in the case of company B

“ldined, by and large, the same and recorded wide amplitude of fluctuations over the five-

’Wmm An analysz& of the earnings trend shows a brighter future for company A than

. Thus, EPS provides an insight into the investment potentially of an organisation. How-
Care mugst be exercised while using this ratio. If a company makes extraordinary gains or
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arnings per share so computed will fail to portray copy,

loss appearing as part of net income, € T
& @ pr 4 ) : isation. It would,

picture about the profitability and managerlal efficiency of the organ { therefOre,

earning per share resultmg from norma]

be meaningful to compute two EPS- one showing the :

g R i events. Thi i
operations and the other the earnings per share impact of extraordmfsr}’ﬁom the basis el }.]elp
the analyst to eliminate the distorting influence of the abnormal even : < ?amlﬂgs
> per share over a period of time,

per share figure and assess the trend of normal earnings

DIVIDEND PER SHARE (DPS)
This ratio is very similar to EPS. It gives the amount of dividend available for e,

equity share. The formula is :
Equity Dividend

S Number of Equity Shares
Here, Equity Dividend should include both interim and final dividend paid/declared for
equity shareholders. The ratio is useful for shareholders to know what amount of current income
they are going to earn on one equity share. An investor desiring more income would like to
invest in the shares in the high dividend paying company. In should be noted that DPS is not
a measure of profitability of a company, since retained earnings might have been utilised for
payment of dividend. This increases the distributable amount without increasing the number of

shares.

PRICE-EARNING RATIO (P/E RATIO)
This is another very popular ratio. It’s important because it relates company’s profitability

with market price for its share.
P/E Ratio = 'Mar.ket Price Per Share
; Earning Per Share ‘(EPS)

It indicates the market opinion of the earning capacity of a share and the future pro-
spectus of the company. A high P/E ratio means company’s' shares are overpriced. An investor
may like to choose a share with low P/E ratio as he has to pay lesser price per share compared
to company’s earnings. Of-course, investor can not, rely only on P/E ratio. Sometimes. a high
P/E ratio may indicate investor confidence in good future' prospects of the company.

DIVIDEND YIELD

This ratio relates the dividend on share to its market price. The formula is :
Dividend Per Share

Market Price Per Share Tt

For example, if a dividend of 40% is declared on a share of face value of Rs. 10, whose
market price is Rs. 50, thus the actual return to the investor would be only Rs. 8 (4/50 x 100).
Thus, this ratio shows the actual rate of c!ividend‘ on the investment. Dividend yield is useful
to an investor expecting current income from investment in shares. However, in real life

normally the dividend yield on good quality shares is very low.

Dividend yield =
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pay-out Ratio relates dividend payment from company’s profits. It gives the percentage
;;}: that are distributed through dividends. It 1s calculated as -
ol <t oy D
Dividend Pay Out Ratio = 2l x 100
EPS
pay Out Tatio shows dividend policy of the company. Normally a Growth Share will have
.ot ratio as company will re-invest most of its profits in new projects.

i\-\\\ t"

This ratio measures the ability of a company to pay dividend on shares and is calculated

Tlows .
R"‘ “’\.I\_\ N

Dividend Cover = gﬁz x 100

This ratio indicates the number of times the dividend is covered by company’s profits. %
This also shows the dividend policy of the company. Dividend Cover Ratio is just the
piprocal of Dividend Pay-Out Ratio.

g00K VALUE PER SHARE

This ratio indicates the net worth per equity share. It is calculated as :
Equity Share Capital + Reserves and Surplus
No. of Equity Shares
The book value per share shows the intrinsic value per share of the company. It shows
wsei-backing for company’s share. A higher book-value indicates high reserves of the
wmpany. Normally blue-chip companies have high net worth, and high book value.

CASH EARNING PER SHARE (CEPS)

Eamings per share, or EPS as it is popularly known has long been a favourite measure
lor investment analysis. But of late, the Cash Earnings Per Share (CEPS) is seen as an
mprovement, CEPS is arrived at by adding back the depreciation provision to the Profit
Afier Tax (PAT) thus : SRR
PAT + Depreciation

No. of shares

CEPS is considered more efficient investment signals because of the following
reaSOns ' )

Book Value per Share =

CEPS =

* Since depreciation policies differ widely among companies and even within a
company from one year to another and hence makes comparisons difficult.

* Another second factor is that they give a better idea of the cash available for use
within a company, since depreciation is a non-cash charge. _ ‘

* A third factor for preference is that EPS discriminates against growing companies
Which have been building their gross block of assets, compared with companies
Which are growing slowly and therefore are not investing in ﬁxefi assets. If a company’s
profit figure is low due to high depreciation it does not indicate less efficiency.
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nsidering the cash earnings per share mstealci Of_eamings
per share can radically change an investors view of a ;or;q—lpe:lg\./erol‘-t instance.
Reliance Industries Ltd. has much higher CEPS than EPS. HoW ,f, must b,
remembered that both CEPS and EPS get influenced by the Psslze!fo the equity
base. And CEPS can be a good measure if read along with ‘E : h a lcompany‘s
EPS and CEPS are high, it is a clear signal that a company is inherently sounq

ROE ANALYSIS

The ROE examines profitability from the perspective of the equity mveSt.O'"S_b)/ relating
profits available for the equity shareholders with the book. value of the eqult.y- INvestment.
The measure of return on equity (ROE) can be analysed in terms of profitability, turnover

and leverage as follows :
ROE = Net profi
= (PAT/NS) x (NS/TA) X (TA/NW)

e The ranking of shares co

 margin x (Total assets turnover ratio) x (Total assets to net worth)

; PBT
PAT/NS can be expressed as the product of pretax margin ‘—‘NS j
S DAXES™ &A_T,)
and. post tax re‘tentlon ratiossifizes Li= PBT PBT
S IPBIT PAT NS 1 AW e SIEATR
Then, ROE = NS x PBT & TA X NW NW
Where; PAT = Profit After Tax
NS = Net Sales
TA =  Total Assets
NW = Net Worth

PAT/NS provides a measure of profitability, NS/TA indicates the efficiency with which
the total assets are employed, and TA/NW serves as a measure of leverage. A trend analysis
of PAT/NS and TA/NW provides an idea of the business and financial risks assumed by the
company.

Higher the post tax margin, and total assets turnover ratio the more profitable the firm.
But, interpretation of high turnover ratio is further complicated. An extremely high turnover
ratio may indicate that the firm is up against the capacity limits of its plant and equipment and
therefore provide a warning signal that the firm may have to expand its capacity

RETURN ON INVESTMENT (DU PONT APPROACH)

; Return on‘ i'nvestment is one of the most successful yet simple techniques ever conceived
to aid both decision-making and performance evaluation. This technique was first developed
by tl?e Du-Pont Company of U.S.A. for analysing and controlling financial performance.
‘lf brings together the activity ratios and profit margin as sales and shows how these ratios
interact to determine profitability of assets, Return on investment can be computed with the
help of the following formula; §

Return on investment (ROI) = Sales . Earning After Tax
Total Assets Sales
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ssets )
Sels turnovey EXpresses the to

gsSf‘i 4

qagnified index of the company’s

the compaﬂ."-_S ROI‘ is below the industry average, the Du Port analysis provides sufficient
due to deficiency in asset management or absenc

Further, if 2 comparative study of the company’s R
endency it focuses attention on the management i

grompt corrective action before the situation goes out of control.

WS T MM The followng data are extracted from the published accounts of two
ompenies Aarti Ltd., and Bharti Ltd., fo

r the year 2007 and 2008 of the same industry.
You zs an investment consultant are required :

(i) To find out present and future market price.
(i) To calculate dividend pay-out ratio.

(iii) To advice your client to buy best security.

>

(Rs. in Lakhs)
3 ' " Aarti Lid Bharti Lid
Particulars ,

. 2007 2008 2007 2008
Equity Capital 1,000 1,000 900 1,000
#5. 10 per share fully paid)

Net Profit afier Tax 200 210 180 190
Df":‘dend 10 Preference Shares S0 50 30 30
;’W'dend per Equity Shares Readi |Rs: 12 1)« ReeeliSoh Re <14
E Rati 15 14 12.8
... . i
Solutigy,
fy (a)
Calculatio P { Market Price :
L Truey Aarti Ltd Bharti Lid.
_ PAT - preference Dividend w200 50 180 - 30
ER§ = =2 - 100 90
No. of Equity Shares
= Rs. 1.50 = v R&:: 1.67
P/E Ratin . _Market Price . 1A = 14
Ratio EPS ; |
“ Market Price = (P/E * EPS) Ris 1% |8 = 14 <67
= Rs. 21 = Rs. 2238
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(b) Calculation of Future Market Price 210 - 50 190 = 30
b6 = i i 100
i = RSO = K8 .16
= 12.8
= 15
P/E Ratio = Rs. 2048
e R . 20
. Market Price = (P/E x EPS) Rs
DPS 100
(it)  Dividend Pay-out Ratio = EPS
S
31 _1._ y et et X ]00
For 2007 =15 o 1.67
= 67% 512..90%
1.2 g g
For 2008 iy x 100 e S 100
= 75% = 88%

(di)  Both the securities are good for investment. However Bharti Ltfi. has 'EP§ of R$: 1.6
which is equal to Arti Ltd. but the Present Market Price of Arti Lt.d. IS .comparatively
lower than Bharti Ltd. Though, the future dividend of Bharti Ltd., is little higher than
Arti Ltd. its Market Price will reduce in future. Hence, it is advised to buy security ]
of Arti Lid., at present so that the investor will be benefited by capital appreciation of 8

Rs. 3 per share in future. :
ANALYSIS OF FINANCIAL STATEMENTS

The basic objective of company analysis is to identify better performing companies in
an industry. Those companies which are likely to be better placed as compared to other
companies are selected for investment. Analysis of financial statements which comprises—
(i) balance sheet; (ii) profit and loss account or income statement; and (ii1) cash flow statement
is helpful in attaining this objective. Al

Analysis of financial statements means rearrangement of figures following some specific
techniques facilitating subsequent interpretation. Analysis also includes some further accounting

operations relevant to the particular technique or techniques adopted and the specific purpose
of financial statements have been evolved

e Comparative statements analysis
e Common-size statements
e Trend analysis

e Ratio analysis

e Cash Flow analysis

e lunds Flow analysis

] i :
A brief description* of the above techniques is given o

agement Accounting-l'

—

% For detailed description refer author's 'Man
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(QMPARATIVE STATEMENT ANALYg)g

Comparative financial srqze

ments are
m.(\,,"nring data _f()r a nuyy

iy o .
rl*lt”(’ii ther of ye

those Statements W

stive O both) in imli\'illual ite
re

or

ars incnrpnrating
In these st

hich summarie and present
therein the changes (absolute
the financial data for tw

ms.

“ e n adj
4 in order to facilitate Periodic com
AR .

vears are placed and presenteq S
L e

'dcsm columns so tha it may provide a true perspe-
; slz?;:;z:[ atiqn of comparative ﬁnanciz.ﬂ
A fors Gy g a period of g nunﬁer of years is
B S tne phace of &'¢ Year only, becayse financial data for one
goar represe J k . 1€ long ang continuous history of the firm. Ty '

l;:,ﬂ.ancial statements are designed tq disclose the absolute figure as w lllrm. i
;?15 o €Il as percentage over
comparative Balance Sheet - Comp
omparing the figures for two financ al

0 or
" ents is based on this logic that

ateme

, meaning-ful and significant th
ore 5%

arat'we balance sheet is g statement of some concern
Periods/years. It is the study of the trends in the same
WO or more balance sheets of the same business

nce sheet for many years give an idea about trend in
S been illustrated below.

sem. group of items and computeqd items in
an different dates. The cOmparative balg

movement of a particular item. This ha

TP From the following

\ anesham Ltd., prepare comparative
nalance sheet as on ‘31 st March, 2006 -
 Libilities - 31.3.2005 31.3.2006 [ dssers 31.3.2005 [31.3.2006
Rs. Riga s Rs. Rs.
Share Capital 25,000 25.000 Fixed Assets 40,000 52,000
Reserves 15,000 25,000 VCUI‘I‘CT.II Assets : 15,000 13,000
Long-term Loans 12,000 10,000 | Other Assets 5.000 5,000
Current Liabilities 8.000 10,000 ‘
~60,000|  70.000 _ 60,000 70,000
Solution . Comparative Balance Sheet
’ (as at 31st March, 2006) ? :
As at Increase (+) or Decrease -)
31st March in 2005-06
Particularg 2005: 2006 Amount %
Assers Rs. Rs. Rs.
Fixed Assets 40,000 | 52,000 -+ 12,000 13040
Currepy Assets 15,000 | 13,000 - 2,000 - ?3.3
ther Assets

5,000 | 5,000

Tota| 60,000 | 70,000 + 10,000 T+ 16.7
C“filﬂlc and Liabilities . e
re 2 : 2
ey 15,000 | 25,000  + 10,000 + 67.0
1g- 12,000 | 10,000 - 2,000 s
Cuéﬁrﬂaﬁ?qs 8,000 | 10,000 + 2,000 % 250
iities >
Totg) . | 60.000 | 70,000 + 10,000 +16.7
\» 5} = : :
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Comparative Profit and Loss Account : This comparative profit a”dfloss acc?““t O incomg
statement shows the operational results of the business for a numbef 0 tagc'(;urtl INg periods $0
that changes in absolute figures from one period to another may be sta} e d 1l ferlm.s of m‘Or.ley
value and percentages. The comparative profit and l.oss account ;s edp u lldn dgnvm
meaningful conclusions regarding changes in sales variables, cost ol goods sold, dlfferem

expenses etc. This has been illustrated below :

mm From the following information relating to the activities of Maly angd
Company Ltd. for two years, prepare comparative income statement.

2004-05 (Rs.) | 2005-06 (Rs.)
Sales 1,22,400 1,46,880
Sales Retumns and Discount 2 4800
Opening Stock (0 16,800
Purchase (net) 73,600 80,400
Closing Stock 16,300 16,200
Selling Expenses 24,000 26,400
Administrative Expenses 12,000 13,600
Other Income 1,200 1,600
Other Expenses 1,600 2,400
Solution -
Malu and Company
Comparative Profit and Loss Account -
Jor the year ended 31st March, 2005 & 2006
Amount As at  |Increase (+) or Decrease (-)
Particulars 31st March & in 2005-06
; 2005 | 2006 | Amount %
Assels JRs. Ree s Rs.
Sales 1,22,400 | 1,46,880 | 24,480 20.0
Less © Returns, Discount etc. 2,400 2,800 400 16.7
Net Sales (1) 1,20,000 | 1,44,080 24,080 20.7
Cost of Goods Sold
gggﬁu;g Mock ... 16,000 | 16,800 800 5u0
. Purchases (Net) 73,600 | 80,400 6,800 9.2
. 89,600 | 97,200 7,600 8.5
g—’“ : C?O#’;ﬂ SI‘Z“ 16,800 | 16,200 | (-) 600 (=) 3.6
Gaﬂ ({’GO'OJ g; / 7 4,800 | 81,000 8200 1.3
ross r.roﬁl on Sales (1 - 2) = (3) 47,200 | 63,080 15.880 33.6
Operating Expenses
Selling Expenses 24.000
Administrative Expenses 12’000 ?gggg ?ggg : :gg :
Total Expenses (4) B : s
36,000 | 40,000 4,000 adkl - 2
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,,,,, y ‘P‘)Ji/_\' (“ ‘1)

QTS s ‘ 11290 123,080 7 61,880 106.1
o Other IncOMEs F,‘,__AI'EQQ______L6OO 400 ‘ 333
| 12,400 | 2 280 |

Ather Expenses | 1.60 | 1‘680 12,280 | 99.0
SR w000 o 2800 | BU0ge bl e
Net Pf""ﬁ} bl MR | 10,800 22,280 | 11,480 | 106.3

waoN-SIZE STATEMENT ANALYSIS

Common-size statement is a financial tool of studying key changes and trends in fi ial
# a COITIpI.in)". h_\ common-size statement each item is stated as a percenta em(??ctlhae
;ﬁﬂ; of which that 1tems is a part. Each percentage exhibits the relation of the indiviiual item
1 it respective FO@L Therefore, the common-size percentage methods represents a type of
50 analysis. This 1s .why this statements is also designated as “component percenta)éz” or
¥ «pp percent statement”. Preparation of the common-size statement involves two steps :
e State the total of the statement as 100 per cent;
o Compute the ratio of each statement item to the statement total.

Thc_re are two types of common-size statements : Common-size Balance Sheet and
ommon-size Profits and Loss Account.

. '
ssition ©O1

gommon-size Balance Sheet : Common-size balance sheet is prepared by stating the total
ssets as 100 and reducing individual assets into percentages of the total. Likewise, individual
jahility items are expressed as percentage of the total liabilities. Thus, the common-size balance
sheet percentages show the ratio of each asset item to total assets and of each liability and
pwner's equity item to total liabilities and owner’s equity. Common-size balance sheet is illustrated
below :

From the following conventional Balance Sheet of Mahendra Ltd. for the year
eded 31st March, 2006, prepare common-size balance sheet for analysis.

Mahendra Ltd.
Balance Sheet as on 31st March, 2006

r——

j _Ligbilities Rs. Assets Rs.
Equity Share Capital 2.50,000| Fixed Assets (net) 424280
f‘rftferencc Share Capital 1,00,000| Cash £.900
;f"sﬁ%s 1,10,000| Debtors 1,00,000
i and Loss A/c 70,000/ Stock 160,000
-arrent Liabilities 2,33,280| Bills Receivable 30,000

7,63,280 7,63,280

Mahendra Limited

Sheet as on 31st March, 2006

Common-size Balance
‘ Amount | Percent to Total
Rs. %
49.000 924
1.00,000 18.87

—  ————
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1,60,000 30.19
Stock 30,000 ARE 7
Bills Receivable 339,000 6396
Toral Current Assets 2,33,280 44,01
Less “Current Liabilities 1,05,720 W\
Net Working Capiral 4,24,280 80.05
Fixed Assets (net) 5,30,000 100_06\
Shareholder's Fund 2,50,000 47.17
Equity Share Capital 1,00,000 18.87
Preference Share Capital 1,10,000 20.75
s b , 70,000 13.21
Profit and Loss Account
5,30,000 100.00

Common-size Income Statement : The common-size income statement is designed to exhibit
what proportion of the net sales has been absorbed by the various costs and CHPENDCS mCU".Ed
by the enterprise, and the percentage that remains as net income. For preparing commpn-sae
mcome statement all items in the income statement are expressed in perqentage form in term

of the total sales. Common-size income statement is illustration below.

AP0l From the following information of Gajendra Ltd., prepare common-size income
statement and comment on main changes. i

Rs.
Sales less Returns) 2,53,800
Cost of Goods Sold 1,42,200
Selling Expenses 72,000
Administrative Expenses 18,400
Other Income : Dividend on Investments 2,600
Interest on Debentures : 4,000
Income Tax : 6,800
Solution

‘Gajendra Ltd.
Common-Size Income Statement

ltems ~ Percentage of
A/ Net Safes ;
Net Sales Rs. (%)
Less: Cost of Goods Sold 2,53,800 100.00
Gross Profit (1) 1,42,200 56.00 :
Operating Expenses - 1,11,600 -44.00
Selling Expenses ‘ ,
72,000 284
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administrative Expenses

qotal EXPENSES () 18.400

| 12
g Profit (1 - 2) |«
rating P'ro 90,400
m,ﬁf (;,1:-.- Income I 51 20( 35"‘6
g i e LY 8.4
pividend on Investments i T
2,600 | 10
¢ Other Expenses 23,800 1 9.4
K Interest on Debentures |
e Profit before Tax I ,-4’{)()(),, g ! o _ﬁ,‘_]-6
ino0Me Tax 19,800 { 7.8
xet Profit after Tax f‘—-6—800~—l'* 2'—7~
T TETOE I S s e 1}7000 i 5.1

Comparison of common-size stq; e et

) Statement: i i .

RS i that £ revea T e _ \) Of a single enterprise over the vears is

\1> However, car B Proportions of components within groups of assets and

‘Zﬁ”{\ % p g d € must be e>'<erc1$ed In_interpreting such changes and the trend which

¢ discloses. hs u'_ll of common-size Statement of the company with those of competitive

compan) or the lm?'ustry would show whether or not the company is managing assets

efciently. An analysis of the pattern of distribution of liability reveals debt-equity position of
e company. Too large a percenta

ge of liabilities in relation to owner’s equity shows debt
pessure for the company and a relatively low margin of safety for creditors.
TREND ANALYSIS

This method of analysis studies the percentage relationship that each item of the financial
“#ement bears to the same item in the base year. Through this analysis the analyst seeks to
=view changes that have taken place in individual categories either in from year to year and
Wer the years. Thus, trend analyis can take the form of trend percentages and trend ratios.
Irend percentage show the percentage increase or decrease in each item for all other years
fom the earjest year or any one year as base.

~ lrend percentages are not suitable for comparisor} because they ’contain plus (+) and
"0 () signs. Hence. trend ratios are calculated for which current year's value is decided by
"¢ year's value and is multiplied by 100. These frend ,ranos. are the price mde_x num—?::‘r:s
Which indicate the movements or fluctuations in various financial facts of the business. This

S been explained illustration given below : ‘ |
: nf;(:l mf tt:lenclial statements of RBSA td disclose the following data regarding
e fin

: iﬁvenlo'r-‘ ; ! » past five years.
: €5, recejy: . ales for the pas : e

P ———— e ————— e s e — ’ 3 S e’ 1

b Y . T T Sales (Rs.) | Inventories (Rs.) Receivables
31511;1“\“" W T i b CH "“mo 1,00,000 50,000
& March, 2004 3,75,000 170,000 75,000
B gy 2005 "<0.000 2,00,000 1,00,000
e 3,50,00 25,000

3 rch, 2006 2.50.000 1.25.
M 3.60,000 , 4
March, 2003 S 1L B

merp—————

Caleyjate trend ratios of the above an

i . j
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Solution
RBSA Ltd.

Computation of Trend Ratios .
i Year Sales (Rs.) Inventories (Rs.) Receivables
31st March, 2004 100.0 100 100
31st March, 2005 108.3 150 150
31st March, 2006 116.7 200 200
31st March, 2007 120.0 250 250
31st March, 2008 125.0 290 300

A close look into the trend percentage of sales, inventories and receivables reveals that
they have tended to increase. Study of the trends of each of the above variables in isolation of
the other will not be valuable. However, the comparisons of related trends will lead the analyst
to draw invaluable conclusion about the state of affairs of the RBSA Ltd. Thus. rising trend of

sale coupled with more pronounced increasing tendency in inventories and receivables reflects
an unfavourable condition. Such a situation would indicate an over investment in inventories
and receivables which may be attributable to inefficient inventory and credit management of the

company.

FUND FLOW ANALYSIS

The balance sheet gives a static picture of the company’s position on a particular date.
It does not reveal the changes that have occurred in the financial position of the unit over a
period of time. The investor should know, (a) How are the profits utilised?; (5) Financial source
of dividend; (c¢) Source of finance for capital expenditures; (d) Source of finance for repayment
of debt; (e) The destiny of the sale proceeds of the fixed assets; and () Use of the proceeds
of the share or debenture issue or fixed deposits raised from public.

These items of information are provided in the funds flow statement. It is a statement of
the sources and applications of funds. It highlights the changes in the financial condition of a
business enterprise between two balance sheet dates: The investor could see clearly the amount
of funds generated or lost in operations. He could see how these funds have been divided into
three significant uses like taxes, dividends and reserves. Moreover, the application of long term
funds towards the acquisition of current assets can be found out. This would reveal the real
picture of the financial position of the company, '

CASH FLOW STATEMENT

The investor is interested in knowing the cash inflow and outflow of the enterprise. The
cash flow statement is prepared with the help of balance sheet, income statement and some
additional information. Cash flows related to : (i) operating activitiés; (ii) financing activities;
and (iii) investing activities are calculated. The statement shows the causes of changes in cash
balance between two balance sheet dates. With the help of this statement, the investor can reviews
the cash movements over an operating cycle. The factors responsible for the reduction of cash
balances in spite of increase in profits or vice versa can be found out.
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(110 ANALYSIS
B e s ove of the ot '§

Ratio analysis I1s one of tlhn -er‘\I 'Mportant technique for financial analysis. A ratio is an

pssion refating 10 Q”; numoer to another. It jg effectively used as tool by an investor for
AP ~ financial statements. bec . : o -
'\,,--:*"“31““1 of_ hmm\l} N H:m,&n;h. because ratios describe the significant relationship that
B hetween NGUIES STOWNI on a palance sheet, in 3 profit and loss account or in any part of
& sncial statement. Ratios can broadly be classified into your groups as follows :
. fi .

Uquidii_\ Ratios;
Solvency or Leverage or Capital Structure Ratios:
Efficiency or Activity or Turnover Ratios:
profitability Ratios.

4 brief description '(lmportant ratios) of all these types is given hereunder (For detailed
scopssion student are advised to refer Chapter 9 in author’s book ‘Management Accounting-I')
L;quidify Ratios

Liquidity ratios measure the ability of a firm to meet its short-term obligations, and reflect

4 short-term financial st.rength or solvency. Important liquidity ratios are (i) Current ratio;
+ Liguid or quick or acid test ratio.

1) Current ratio is the ratio of total current assets to total current liabilities and calculated
2s :
Current Assets
Current Liabilities
A satisfactory current ratio i.e. 2:1 indicates a firm's ability to meet its obligations,
even if the value of current assets declines.

@) Quick or liquid or acid test ratio represents the relationship between liquid or quick
assets and current liabilities or liquid assets and liquid liabilities. Liquid or quick assets
mean current assets reduced by inventories and pre-paid expenses. Quick liabilities means
current liabilities reduced by bank overdraft and cash credit balance. The formula is :

Liquid or Quick Assets

Current/Liquid Liabilities

This ratio shows the extent to which liquid assets are available for discharging current
liabilities, The standard ratio is 1:1. It is a rigorous measure and also superior to the
turent ratio, However, both these ratios should be used to analyse liquidity of a company.

s°“’*"°¥ or Leverage or Capital Structure Ratios

These ratios through light on long-term solvency of the company. This reflects its ability
ofclikssure long-term creditors with regard to periodical payments of interest and the repayment
ban on maturity or in predetermined instalments on due dates. There are two types of such

% viz. (i) Debt-equity ratio, and (ii) coverage ratio.

Current Ratio =

Liguid or Quick Ratio =

f) DObt-equity ratio is computed from the balance sheet and reflects the relative contribution
or‘slake of owners and third parties in financing the assets of the company. In other words,
' Tatio reflect the safety margin to the long-term creditors. This ratio is calculated as :
Total Debts )
Debt-equity Ratio = ‘Shareholders Funds or Net Worth
L
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e number of tj
(2)  Coverage ratio is based on the income statement z_md showi](;htta:cusl‘ - indic:::ss :}}:e
fixed obligations are covered by earnings before interest 1ahc ability to pay would p e
eXtent to which a fall in operating profits is tolerable so that c ) 3 &
be adversely affected. This ratio is calculated as :
- Net Profit before Interest and Taxes
Fixed Interest Charges

Coverage Ratio =

Efficiency or Activity or Turnover Ratios 5 -

These are concerned with measuring the efficiency in a'ssets'manag.emcm, lrhc cfhcnency
with which assets are used is reflected in the speed and rapidity with which they drC-C(),n\{CI'ICd
into sales. Hence, these ratios are called ‘turnover ratios’ or ‘assets management ratios’. rhus‘
this activity ratios are a test of the relationship between cost of goods sold/sa]eshand the Val'.lo'us
assets (inventory, receivables/debtors, total assets). Depending upon the-f)./pe of assets, activity
ratios may be (i) inventory turnover, (ii) receivables/debtors turnover, and (iii) total asse.ts turnover.
(1) Inventory turnover indicates the number of times an inventory is replacteq during the year

or how quickly the goods are sold. It is a test of inventory management. It is calculated as -
Cost of Goods Sold/Sales

Average Inventory

Inventory Turnover =

particular span of time. It shows the velocity of stock and indicates bear business or byl|
business.

(2)  Receivable/Debtors turnover is indicative of the efficiency of receivables m
It indicates the number of times the

during the year. It is calculated as -

This ratios indicates as to how many times inventories are sold and replaced in

anagement.
receivables are turned over in relation to sales

g Net Credit Sales
Debtors Turnover = — :
Average Receivables (Drs.  + B/R)
This ratio shows, how quickly debtors are converted into cas i
to find out how many days average sales are |

(3) Total asset turnover reveals the efficienc

ocked up in the amount of debtors.

d as
Total Assets Turnover = -C05t of Goods Sold or Net Sales

Total Assets
This ratio indicates, whether t

over-trading, whereas low ratio suggests idle capacity ang eXcessive investment in assets
Profitability Ratios :
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