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CHAPTER 1

Introduction to Fundamental Analysis
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1.1 Overview

Fundamental Analysis (FA) is a holistic approach to study a business. When an investor wishes to
invest in a business for a long term (say 3 - 5 years) it becomes extremely essential to understand
the business from various perspectives. It is critical for an investor to separate the daily short
term noise in the stock prices and concentrate on the underlying business performance. Over a
long term, the stock prices of a fundamentally strong company tend to appreciate, thereby creat-
ing wealth for its investors.

We have many such examples in the Indian market. To name a few, one can think of companies
such as Infosys Limited, TCS Limited, Page Industries, Eicher Motors, Bosch India, Nestle India,
TTK Prestige etc. Each of these companies have delivered on an average over 20% compounded
annual growth return (CAGR) year on year for over 10 years. To give you a perspective, at a 20%
CAGR the investor would double his money in roughly about 3.5 years. Higher the CAGR faster is
the wealth creation process. Some companies such as Bosch India Limited have delivered close
to 30% CAGR. Therefore, you can imagine the magnitude, and the speed at which wealth is cre-
ated if one would invest in fundamentally strong companies.
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Here are long term charts of Bosch India, Eicher Motors, and TCS Limited that can set you think-
ing about long term wealth creation. Do remember these are just 3 examples amongst the many
that you may find in Indian markets.
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At this point you may be of the opinion that | am biased as | am selectively posting charts that
look impressive. You may wonder how the long term charts of companies such as Suzlon Energy,
Reliance Power, and Sterling Biotech may look? Well here are the long term charts of these com-
panies:
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These are just 3 examples of the wealth destructors amongst the many you may find in the Indian
Markets.

The trick has always been to separate the investment grade companies which create wealth from

the companies that destroy wealth. All investment grade companies have a few common attrib-

utes that sets them apart. Likewise all wealth destructors have a few common traits which is

clearly visible to an astute investor.
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Fundamental Analysis is the technique that gives you the conviction to invest for a long term by
helping you identify these attributes of wealth creating companies.

1.2 - Can | be a fundamental analyst?

Of course you can be. Itis a common misconception that only chartered accountants and profes-
sionals from a commerce background can be good fundamental analysts. This is not true at all. A
fundamental analyst just adds 2 and 2 to ensure it sums up to 4. To become a fundamental ana-
lyst you will need few basic skills:

1. Understanding the basic financial statements
2. Understand businesses with respect to the industry in which it operates
3. Basic arithmetic operations such as addition, subtraction, division, and multiplication

The objective of this module on Fundamental Analysis is to ensure that you gain the first two skill
sets.

1.3 - I’'m happy with Technical Analysis, so why bother about Fun-
damental Analysis?

Technical Analysis (TA) helps you garner quick short term returns. It helps you time the market for
a better entry and exit. However TA is not an effective approach to create wealth. Wealth is cre-
ated only by making intelligent long term investments. However, both TA & FA must coexist in
your market strategy. To give you a perspective, let me reproduce the chart of Eicher Motors:
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Let us say a market participant identifies Eicher motors as a fundamentally strong stock to invest,
and therefore invests his money in the stock in the year 2006. As you can see the stock made a
relatively negligible move between 2006 and 2010. The real move in Eicher Motors started only
from 2010. This also means FA based investment in Eicher Motors did not give the investor any
meaningful return between 2006 and 2010. The market participant would have been better off
taking short term trades during this time. Technical Analysis helps the investor in taking short
term trading bets. Hence both TA & FA should coexist as a part of your market strategy. In fact,
this leads us to an important capital allocation strategy called “The Core Satellite Strategy”.

Let us say, a market participant has a corpus of Rs.500,000/-. This corpus can be split into two une-
qual portions, for example the split can be 60 - 40. The 60% of capital which is Rs.300,000/- can

be invested for a long term period in fundamentally strong companies. This 60% of the invest-
ment makes up the core of the portfolio. One can expect the core portfolio to grow at a rate of at
least 12% to 15% CAGR year on year basis.

The balance 40% of the amount, which is Rs.200,000/- can be utilized for active short term trad-
ing using Technical Analysis technique on equity, futures, and options. The Satellite portfolio can
be expected to yield at least 10% to 12% absolute return on a yearly basis.

Satellite Portfolio for

Active Returns

Long Term
~ore Investments
Portfolio

1.4 - Tools of FA

The tools required for fundamental analysis are extremely basic, most of which are available for
free. Specifically you would need the following:
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1. Annual report of the company - All the information that you need for FA is available in the
annual report. You can download the annual report from the company’s website for free

2. Industry related data - You will need industry data to see how the company under consid-
eration is performing with respect to the industry. Basic data is available for free, and is usu-
ally published in the industry’s association website

3. Access to news - Daily News helps you stay updated on latest developments happening
both in the industry and the company you are interested in. A good business news paper or
services such as Google Alert can help you stay abreast of the latest news

4. MS Excel - Although not free, MS Excel can be extremely helpful in fundamental calcula-

tions

With just these four tools, one can develop fundamental analysis that can rival institutional re-
search. You can believe me when | say that you don’t need any other tool to do good fundamen-
tal research. In fact even at the institutional level the objective is to keep the research simple and

logical.
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Key takeaways from this chapter

1. Fundamental Analysis is used to make long term investments
2. Investment in a company with good fundamentals creates wealth

3. Using Fundamental Analysis one can separate out an investment grade company from a
junk company

4, All investment grade companies exhibit few common traits. Likewise all junk companies
exhibit common traits

5. Fundamental analysis helps the analysts identify these traits

6. Both Technical analysis and fundamental analysis should coexist as a part of your market
strategy

7. To become a fundamental analyst, one does not require any special skill. Common sense,
basic mathematics, and a bit of business sense is all that is required

8. A core satellite approach to the capital allocation is a prudent market strategy

9. The tools required for FA are generally very basic, most of these tools are available for
free.
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CHAPTER 2

Mindset of an Investor

2.1- Speculator Vs Trader Vs Investor

Depending on how you would like to participate in the market, you can choose to speculate,
trade or invest. All the three types of participation are different from one another. One has to take
a stance on the type of market participant he would like to be. Having clarity on this can have a
huge impact on his Profit & Loss account.

-4 7~ T\
5 @

To help you get this clarity, let us consider a market scenario and identify how each one of the
market participants (speculator, trader, and investor) would react to it.

SCENARIO

RBI in the next two days is expected to convene to announce their latest stance on the monetary
policy. Owing to the high and sticky inflation, RBI has hiked the interest rates during the previous
4 monetary policy reviews. Increase in interest rates, as we know means tougher growth pros-
pects for Corporate India - hence corporate earnings would take a hit.

Assume there are three market participants - Sunil, Tarun, and Girish. Each of them view the
above scenario differently, and hence would take different actions in the market. Let us go
through their thought process.

(Please note: | will briefly speak about option contracts here, this is only for illustration purpose.
We will understand more about derivatives in the subsequent modules)
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Sunil: He thinks through the situation and his thought process is as follows:
* He feels the interest rate are at an unsustainably high level

* High interest rates hampers the growth of corporate India

% He also believes that RBI has hiked the interest rates to a record high level and it would
be really tough for RBI to hike the rate again

% He looks at what the popular analysts on TV are opinionating about the situation, and
he is happy to note that his thoughts and the analyst thoughts are similar

* He concludes that RBI is likely to cut the rates if not for keeping the interest rates flat
% As an outcome, he expects the market to go up

To put his thoughts into action, he buys call options of State Bank of India.
@ @) 0
Tarun: He has a slightly different opinion about the situation. His thought process is as below:

* He feels expecting RBI to cut the rates is wishful thinking. In fact he is of the opinion that
nobody can clearly predict what RBlI is likely to do

% He also identifies that the volatility in the markets is high, hence he believes that option
contracts are trading at very high premiums

% He knows from his previous experience (via back testing) that the volatility is likely to
drop drastically just after RBI makes its announcement

To put his thoughts into action, he sells 5 lots of Nifty Call options and expects to square off
the position just around the announcement time.

AL/
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Girish: He has a portfolio of 12 stocks which he has been holding for over 2 years. Though heis a
keen observer of the economy he has no view on what RBl is likely to do. He is also not worried
about the outcome of the policy as he anyway plans to hold on to his shares for a long period of
time. Hence with this perspective he feels the monetary policy is yet another short term passing
tide in the market and will not have a major impact on his portfolio. Even if it does, he has both
the time and patience to hold on to his shares.

However, Girish plans to buy more of his portfolio shares if the market overreacts to the RBI news
and his portfolio stocks falls steeply after the announcement is made.

Now, what RBI will eventually decide and who makes money is not our concern. The pointis to
identify who is a speculator, a trader, and an investor based on their thought process. All the
three men seem to have logic based on which they have taken a market action. Please note,
Girish’s decision to do nothing itself is a market action.

Sunil seems to be highly certain on what RBlI is likely to do and therefore his market actions are
oriented towards a rate cut. In reality it is quite impossible to call a shot on what RBI (or for that
matter any regulator) will do. These are complex matters and not straightforward to analyze. Bet-
ting on blind faith, without a rational reasoning backing ones decision is speculation. Sunil
seems to have done just that.

Tarun has arrived at what needs to be done based on a plan. If you are familiar with options, he
is simply setting up a trade to take advantage of the high options premium. He is clearly not
speculating on what RBI is likely to do as it does not matter to him. His view is simple - volatility
is high; hence the premiums are attractive for an options seller. He is expecting the volatility to
drop just prior to the RBI decision.

Is he speculating on the fact that the volatility will drop? Not really, because he seems to have
back tested his strategy for similar scenarios in the past. A trader designs all his trades and not
just speculates on an outcome.

Girish, the investor on the other hand seems to be least bit worked up on what RBI is expected to
do. He sees this as a short term market noise which may not have any major impact on his portfo-
lio. Even if it did have an impact, he is of the opinion that his portfolio will eventually recover
from it. Time is the only luxury markets offer, and Girish is keen on leveraging this luxury to the
maximum. In fact he is even prepared to buy more of his portfolio stocks in case the market over-
reacts. His idea is to hold on to his positions for a long period of time and not get swayed by

short term market movements.
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All the three of them have different mindsets which leads them to react differently to the same
situation. The focus of this chapter is to understand why Girish, the investor has a long term per-
spective and not really bothered about short term movements in the market.

2.2 - The compounding effect

To appreciate why Girish decided to stay invested and not really react to short term market move-
ment, one has to understand how money compounds. Compounding in simple terms is the abil-
ity of money to grow when the gains of year 1 is reinvested for year 2.

For example consider you invest Rs.100 which is expected to grow at 20% year on year (recall this
is also called the CAGR). At the end of the first year the money is expected to grow to Rs.120. At
the end of year 1 you have two options:

1. Let Rs.20 in profits remain invested along with the original principal of Rs.100 or
2. Withdraw the profits of Rs.20.

You decide not withdraw Rs.20 profit; instead you decide to reinvest the money for the 2nd year.
At the end of 2nd year, Rs.120 grows to Rs.144. At the end of 3rd year Rs.144 grows to Rs.173. So
on and so forth.

Compare this with withdrawing Rs.20 profits every year. Had you opted to withdraw Rs.20 every
year then at the end of 3rd year the profits would have been just Rs. 60.

However since you decided to stay invested, the profits at the end of 3 years is Rs.173. A good
Rs.13 or 21.7% over Rs.60 is generated just because you opted to do nothing and decided to stay
invested. This is called the compounding effect. Let us take this analysis a little further, have a
look at the chart below:
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The chart above shows how Rs.100 invested at 20% grows over a 10 year period. If you notice, it
took 4 years for the money to grow from Rs.100 to Rs.207 (about 107% absolute return). However
as time progressed, from the 7th year onwards the acceleration increased and it took only 3 years
for a return of 107% to be generated (from 298 to 620).

This is in fact the most interesting property of the compounding effect. The longer you stay in-
vested, the harder the money works for you. This is exactly why Girish decided to stay invested -
to exploit the luxury of time that the market offers.

All investments made based on fundamental analysis require the investors to stay committed for
the long term. The investor has to develop this mindset while he chooses to invest.

2.3 - Does investing work?

Think about a sapling - if you give it the right amount of water, manure, and care would it not
grow? Of course it will. Likewise, think about a good business with healthy sales, great margins,
innovative products, and an ethical management. Is it not obvious that the share price of such
companies would appreciate? In some situations the price appreciation may delay (recall the Ei-
cher Motors chart from previous chapter), but it certainly will always appreciate. This has hap-
pened over and over again across markets in the world, including India.

An investment in a good company defined by investable grade attributes will always yield re-
sults. However, one has to develop the appetite to digest short term market volatility.

2.4 - Investible grade attributes? What does that mean?

Like we discussed briefly in the previous chapter, an investible grade company has a few distin-
guishable characteristics. These characteristics can be classified under two heads namely the
‘Qualitative aspect’ and the ‘Quantitative aspects’. The process of evaluating a fundamentally
strong company includes a study of both these aspects. In fact in my personal investment prac-
tice, | give the qualitative aspects a little more importance over the quantitative aspects.

The Qualitative aspect mainly involves understanding the non numeric aspects of the business.
This includes many factors such as:

1. Management’s background - Who are they, their background, experience, education,
do they have the merit to run the business, any criminal cases against the promoters etc

2. Business ethics - is the management involved in scams, bribery, unfair business prac-
tices
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3. Corporate governance - Appointment of directors, organization structure, transparency
etc

4. Minority shareholders - How does the management treat minority shareholders, do
they consider their interest while taking corporate actions

5. Share transactions - Is the management buying/selling shares of the company through
clandestine promoter groups

6. Related party transactions - Is the company tendering financial favors to known entities
such as promoter’s relatives, friends, vendors etc at the cost of the shareholders funds?

7. Salaries paid to promoters - Is the management paying themselves a hefty salary, usu-
ally a percentage of profits

8. Operator activity in stocks - Does the stock price display unusual price behavior espe-
cially at a time when the promoter is transacting in the shares

9. Shareholders - Who are the significant shareholders in the firm, who are the people with
above 1% of the outstanding shares of the company

10. Political affiliation - Is the company or its promoters too close to a political party? Does
the business require constant political support?

11. Promoter lifestyle - Are the promoters too flamboyant and loud about their lifestyle?
Do they like to display their wealth?

Ared flag is raised when any of the factors mentioned above do not fall in the right place. For ex-
ample, if a company undertakes too many related party transactions then it would send a signal
of favoritism and malpractice by the company. This is not good in the long run. So even if the com-
pany has great profit margins, malpractice is not acceptable. It would only be a matter of time be-
fore the market discovers matters pertaining to ‘related party transactions’ and punishes the com-
pany by bringing the stock price lower. Hence an investor would be better off not investing in com-
panies with great margins if such a company scores low on corporate governance.

Qualitative aspects are not easy to uncover because these are very subtle matters. However a dili-
gent investor can easily figure this out by paying attention to annual report, management inter-
views, news reports etc. As we proceed through this module we will highlight various qualitative
aspects.

The quantitative aspects are matters related to financial numbers. Some of the quantitative as-
pects are straightforward while some of them are not. For example cash held in inventory is
straight forward however ‘inventory number of days’ is not. This is a metric that needs to be cal-
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culated. The stock markets pay a lot of attention to quantitative aspects. Quantitative aspects in-
clude many things, to name few:

. Profitability and its growth
. Margins and its growth

. Earnings and its growth

. Matters related to expenses
. Operating efficiency

. Pricing power

. Matters related to taxes

. Dividends payout

O 060 ~N o u A W N &=

. Cash flow from various activities

10. Debt - both short term and long term
11. Working capital management

12. Asset growth

13. Investments

14. Financial Ratios

The list is virtually endless. In fact, each sector has different metrics. For example:

Oil to Natural Gas revenue
1 Total number of stores ,
ratio
2 Average sales per store Exploration costs
3 Total sales per square foot Opening oil balance (inventory)
4 Merchandise margins Developed reserves
Owned store to franchisee :
5 " Total production growth
ratio

Over the next few chapters we will understand how to read the basic financial statements, as pub-
lished in the annual report. As you may know, the financial statement is the source for all the
number crunching as required in the analysis of quantitative aspects.
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Key takeaways from this chapter:

1. The mindset of a trader and an investor is different
2. The investor has to develop an investment mindset if he is serious about investing
3. The investor should stay invested for a long period of time for the returns to compound

4. The speed at which the money doubles increases drastically the more time you stay in-
vested. This is one of the properties of compounding

5. Every investment has to be evaluated on two aspects - qualitative & quantitative
6. Qualitative aspects revolve around the non numeric information related to the company

7. The quantitative aspects involve analyzing numeric data. The financial statements are
the important source of finding the quantitative data.

zerodha.com/varsity


http://www.zerodha.com/varsity
http://www.zerodha.com/varsity

CHAPTER 3

How to Read the Annual Report of a
Company

/9

(|\(

3.1 -Whatis an Annual Report?

The annual report (AR) is a yearly publication by the company and is sent to the shareholders and
other interested parties. The annual report is published by the end of the Financial Year, and all
the data made available in the annual report is dated to 31st March. The AR is usually available
on the company’s website (in the investors section) as a PDF document or one can contact the
company to get a hard copy of the same.

Since the annual report is published by the company, whatever is mentioned in the AR is as-
sumed to be official. Hence, any misrepresentation of facts in the annual report can be held
against the company. To give you a perspective, AR contains the auditor’s certificates (signed,
dated, and sealed) certifying the sanctity of the financial data included in the annual report.

Potential investors and the present shareholders are the primary audience for the annual report.
Annual reports should provide the most pertinent information to an investor and should also
communicate the company’s primary message. For an investor, the annual report must be the de-
fault option to seek information about a company. Of course there are many media websites
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claiming to give the financial information about the company; however the investors should
avoid seeking information from such sources. Remember the information is more reliable if we
get it get it directly from the annual report.

Why would the media website misrepresent the company information you may ask? Well, they
may not do it deliberately but they may be forced to do it due to other factors. For example the
company may like to include ‘depreciation’ in the expense side of P&L, but the media website
may like to include it under a separate header. While this would not impact the overall numbers,
it does interrupt the overall sequencing of data.

3.2 - What to look forin an Annual Report?

The annual report has many sections that contain useful information about the company. One
has to be careful while going through the annual report as there is a very thin line between the
facts presented by the company and the marketing content that the company wants you to read.

Let us briefly go through the various sections of an annual report and understand what the com-
pany is trying to communicate in the AR. For the sake of illustration, | have taken the Annual Re-
port of Amara Raja Batteries Limited, belonging to Financial Year 2013-2014. As you may know
Amara Raja Batteries Limited manufactures automobile and industrial batteries. You can down-
load ARBL’s FY2014 AR from here (http://www.amararaja.co.in/annual_reports.asp)

Please remember, the objective of this chapter is to give you a brief orientation on how to read an
annual report. Running through each and every page of an AR is not practical; however, | would
like to share some insights into how | would personally read through an AR, and also help you un-
derstand what kind of information is required and what information we can ignore.

For a better understanding, | would urge you to download the Annual Report of ARBL and go
through it simultaneously as we progress through this chapter.

ARBL’s annual report contains the following 9 sections:

@ Financial Highlights

® The Management Statement

® Management Discussion & Analysis
® 10 year Financial highlights

® Corporate Information

@ Director’s Report

zerodha.com/varsity


http://www.amararaja.co.in/annual_reports.asp
http://www.amararaja.co.in/annual_reports.asp
http://www.zerodha.com/varsity
http://www.zerodha.com/varsity

® Report on Corporate governance
® Financial Section, and
® Notice

Note, no two annual reports are the same; they are all made to suite the company’s requirement
keeping in perspective the industry they operate in. However, some of the sections in the annual
report are common across annual reports.

The first section in ARBL’s AR is the Financial Highlights. Financial Highlights contains the bird’s
eye view on how the financials of the company looks for the year gone by. The information in this
section can be in the form of a table or a graphical display of data. This section of the annual re-
port generally does a multi-year comparison of the operating and business metrics.

Here is the snapshot of the same:
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The details that you see in the Financial Highlights section are basically an extract from the com-
pany’s financial statement. Along with the extracts, the company can also include a few financial
ratios, which are calculated by the company itself. | briefly look through this section to get an
overall idea, but | do not like to spend too much time on it. The reason for looking at this section
briefly is that, | would anyway calculate these and many other ratios myself and while | do so, |
would gain greater clarity on the company and its numbers. Needless to say, over the next few
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chapters we will understand how to read and understand the financial statements of the com-
pany and also how to calculate the financial ratios.

The next two sections i.e the ‘Management Statement’ and ‘Management Discussion & Analy-
sis’ are quite important. | spend time going through these sections. Both these sections gives you
a sense on what the management of the company has to say about their business and the indus-
try in general. As an investor or as a potential investor in the company, every word mentioned in
these sections is important. In fact some of the details related to the ‘Qualitative aspects’ (as dis-
cussed in chapter 2), can be found in these two sections of the AR.

In the ‘Management Statement’ (sometimes called the Chairman’s Message), the investor gets a
perspective of how the man sitting right on top is thinking about his business. The content here is
usually broad based and gives a sense on how the business is positioned. When | read through
this section, | look at how realistic the management is. | am very keen to see if the company’s
management has its feet on the ground. | also observe if they are transparent on discussing de-
tails on what went right and what went wrong for the business.

One example that | explicitly remember was reading through the chairman’s message of a well es-
tablished tea manufacturing company. In his message, the chairman was talking about a revenue
growth of nearly 10%, however the historical revenue numbers suggested that the company’s
revenue was growing at a rate of 4-5%. Clearly in this context, the growth rate of 10% seemed like
a celestial move. This also indicated to me that the man on top may not really be in sync with
ground reality and hence | decided not to invest in the company. Retrospectively when | look
back at my decision not to invest, it was probably the right decision.
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Here is the snapshot of Amara Raja Batteries Limited; | have highlighted a small part that | think

is interesting. | would encourage you to read through the entire message in the Annual Report.

Logic sayz we should be content
Ratonality gusdes us %0 make

meremental investments Prudence

advees cautious aggression.

At thiz crucal juncture, we can erither
be satched with the bountful returns;
of undertabe the challenge of dong

the extraordinary that transforms
the percephion of the brand and
the corporate in the mind: of the

whole Here at Amars Rap we have

opted for the latter cption. Caze in
posnt: we intated our largest capacty
Sugmentahion sxercae at 4 teme whaen
most corporates chaze to put ther
capex investments on the backburner

Because Amars Rags has relentiestly
attermpted 10 cutpariorm the prevading
growth averages. And haz mewtably
made it Pappen theough 3 combration
of zupenor product quality, distinctive
postonng. attractive pnoe-value
propouibon, endunng OEM cuztomer
relatonzhipz, deeper dastnbution
network. prodent focal management
and a peoacte abiity %0 invest abead
of the curve.

The etficacy of thiz approach s reflected
in the supence numbers that Amara
faja posted m 2013414 - 16.15%
InCredce in revenues, 18 16% m profit
after tax, growth in return on capital
employed by 78 bpsz - even 2z the ndian
onomy reported its second dlovwest
growth of the last 10 years n 2013414

Recharged

Becharged  tha zingle word aptly
sams up the energy withen Amaca
Faja’s team, which prowdes azsurance
that our largest capacity augmentation
invvestment will tuen out to be an
unprecedented success. For it c not

Moving ahead, the next section is the or ‘MD&A’. This according to me is perhaps one of the most

important sections in the whole of AR. The most standard way for any company to start this sec-

tion is by talking about the macro trends in the economy. They discuss the overall economic activ-

ity of the country and the business sentiment across the corporate world. If the company has

high exposure to exports, they even talk about global economic and business sentiment.

ARBL has both exports and domestic business interest; hence they discuss both these angles in

their AR. See the snapshot below:
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of our performance and plans

Global economy I
eCONOMy reman subdued

2 global GDP growth decelerated

fior the thied year - 3.9% in 2011 to
3.1% in 2012 and 3% n 2013 Mozt
developed economves addrezzed the
reality theough appropriate remedial
fiscal policy acton. Bezidez, a number of
emargng economies, which had already
apenenced a debiitating dowdown n
he DAt TWO yaars encountered mew
domezte and mtermatonal headwind:
dunng th penod.

ARBL’s view on the Indian economy

| Indian economy |

nda 3 economc growth of 4 7% in

2013-14 waz margrally Bagher thae

the prevwous year due %0 an improsed
periormance i~ *te agncuture and

dhed tector

The slowdown was pamanly due to
30 UNIUEPOMVE E2MA SNror et
reglatory polcy logiam. structural
corctepnts and nflabon. Decpte these
chalienges, there were potitives wheeh
prowded » foundation for resurgence:

Prozpects: Looking abead, global
@rowth = progected 0 strengthen

10 3.0% n 2014 and 3.9% n 2015
(Source: IMF Apnil 2014). Global actrety
= epected to improve during 2014415,
with much of the impetus coming from
advanced economies. Mary emerging
market economees account for more
than two-thirds of global growsh and
ther cutput growth i likely to be ifted
by exports 10 advanced economees.

The current account defot contracted,

the fizcal deficrt target was met

India —plemented cubitantice
maazures 1o namow excternal and fizcal
imbalancez, bohten monetary pobey,
mave forward on structural reforms
and addrecs market wiatity 1o reduce
winerabviey

india bult upon s foregn exchange

fecares

The Indian economy iz placed better
than what 2 wasz n 2013, A dyramee
Qovernment at ™he Centre strengthens
optmam of robust ecomomic growth,
whaeh o progected a1 S 6% n 2014,
rGing % 6.0% in 2015 (Source: 880

Challenge: Global recovery o soll
fragile desprte improved prozpects with
sgnficant downrside nsis. Among old
nzhs, thoze related to emerping market
economees increased. Accoedng %0
the Global Ainancal Stabdity Report,
rapid normalization of the Amencan
monetary policy or renewed bouts

of high ik aversion on the part of
investors could result in further pain
(Source: IMIF, Apnl 2014).

User sectors

Telecom: india’s Selecom industry
posted & 10.1% revenue growth in
2013414 from 2.6% n the prevous
£zcal desprte interce competition and
call fatez dechnng 1o an all-bime low
The improvement was larpely 3 result
of growth in the wireless subscrber
baze. reduced chumn levels and an
mErovement B resenue reslzabon

Mare mportantly. 2013-14 will be
regarded a3 3 trarcformatoral year
for the mdustry. The uncertanty of

the prenous years ended with frech
spectrum auctions talong place The
Departmant of Telecem, Government of
Inda. announced sgndicant nitiatives
- revion of the tower rollont poley’
and e ‘merper: and acquatons
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Following this the companies usually talk about the trends in the industry and what they expect
for the year ahead. This is an important section as we can understand what the company per-
ceives as threats and opportunities in the industry. Most importantly | read through this, and also
compare it with its peers to understand if the company has any advantage over its peers.

For example, if Amara Raja Batteries limited is a company of interest to me, | would read through
this part of the AR and also would read through what Exide Batteries Limited has to say in their
AR.

Remember until this point the discussion in the Management Discussion & Analysis is broad
based and generic (global economy, domestic economy, and industry trends). However going for-
ward, the company would discuss various aspects related to its business. It talks about how the
business had performed across various divisions, how did it fare in comparison to the previous
year etc. The company in fact gives out specific numbers in this section.

Here is a snapshot of the same:

Overview Products Distribution Customers Niche
network features
—_—
Commenced Passenger cars: Amaron® Major OEM Battery suppher to
operations in 2000 Amaron® Pro, network comprees customers: Ford, the entire ‘Comfion
with technology Amaron® Flo, 234 franchaed Maruti Suzula, Delgro™ taw fleet in
from Johnzon Amaron® Go, dstnbuters, Hyundai, Honda, “ngapore
Controls Inc. USA Amaron® Elack and inchoding 25,000- MEM, Tata, Veolvo, 100% zhare of
Manufacturing Amaron® Frech plus retadlers Excher, Daimler buzinez: weth Sord
facity = Q59000 Commercial PowerZone™ Benz. Tafe Tractors, inci and Deunier
150-14001 and vehicles: Amaron® network comprzes bty Motors _
TS 16949 certfied Hrevary 1,100 retail smong others 100% share of
e Ml outlets enzuring Major private b.“’:.""-: . """‘-"
widezpread zami- label customers: A-Stae exports and
Harvest Myunda EON
wban and rura Bosch, Lucas, 5
Two-wheelers: Dresence Cumminz and AC First suppher
Amaron Pro Bike Delco of battenes to
™ Makwrdrs and
— Leading player Makendra for
n the aftermarket Scorpio mecro
wgment among hybnd vebuches
four-wheelers

First 1o imtroduce
2010 Mantenance
four-whesler
battene: and
VELA two-wheeler
battene:

First to proade
extended
warrante: to
CONTUMars

Some companies even discuss their guidelines and strategies for the year ahead across the vari-
ous verticals they operate in. Do have a look at the snapshot below:
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After discussing these in ‘Management Discussion & Analysis’ the annual report includes a series
of other reports such as - Human Resources report, R&D report, Technology report etc. Each of
these reports are important in the context of the industry the company operates in. For example,
if | am reading through a manufacturing company annual report | would be particularly inter-
ested in the human resources report to understand if the company has any labor issues. If there
are serious signs of labor issues then it could potentially lead to the factory being shut down,

which is not good for the company’s shareholders.

3.3 - The Financial Statements

Finally, the last section of the AR contains the financial statements of the company. As you would
agree, the financial statements are perhaps one of the most important aspects of an Annual Re-
port. There are three financial statements that the company will present namely:

1. The Profit and Loss statement
2. The Balance Sheet and

3. The Cash flow statement

We will understand each of these statements in detail over the next few chapters. However at this
stage itis important to understand that the financial statements come in two forms.
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1.Standalone financial statement or simply standalone numbers and
2.Consolidated financial statement or simply consolidated numbers

To understand the difference between standalone and consolidated numbers, we need to under-
stand the structure of a company.

Typically, a well established company has many subsidiaries. These companies also act as a hold-
ing company for several other well established companies. To help you understand this better, |
have taken the example of CRISIL Limited’s shareholding structure. You can find the same in
CRISILUs annual report. As you may know, CRISIL is an Indian company with a major focus on cor-
porate credit rating services.

The McGraw-Hill Companies

l 100%

STANDARD

&POOR’S

1 51%

Public & Financial

Institutions w
49 %

L
» PR ———

RISik

A S!l"l(l("'l{ & Poor's Company

l 100%

Birevna

As you can see in the above share holding structure:
a. Standard & Poor’s (S&P), a US based rating agency holds a 51% stake in CRISIL. Hence
S&P is the ‘Holding company’ or the ‘Promoter’ of CRISIL
b. The balance 49% of shares of CRISIL is held by Public and other Financial institutions

c. However, S&P itself is 100% subsidiary of another company called ‘The McGraw-Hill Com-
panies’

® This means McGraw Hill fully owns S&P, and S&P owns 51% of CRISIL
d. Further, CRISIL itself fully owns (100% shareholding) another company called ‘Irevna’.
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Keeping the above in perspective, think about this hypothetical situation. Assume, for the finan-
cial year 2014, CRISIL makes a loss of Rs.1000 Crs and Irevna, its 100% subsidiary makes a profit
of Rs.700 Crs. What do you would be the overall profitability of CRISIL?

Well, this is quite simple — CRISIL on its own made a loss of Rs.1000 Crs, but its subsidiary Irevna
made a profit of Rs.700 Crs, hence the overall P&L of CRISIL is (Rs.1000 Crs) + Rs.700 Crs = (Rs.300
Crs).

Thanks to its subsidiary, CRISIL’s loss is reduced to Rs.300 Crs as opposed to a massive loss of
Rs.1000 Crs. Another way to look at it is, CRISIL on a standalone basis made a loss of Rs.1000 Crs,
but on a consolidated basis made a loss of Rs.300 Crs.

Hence, Standalone Financial statements represent the standalone numbers/ financials of the
company itself and do not include the financials of its subsidiaries. However the consolidated
numbers includes the companies ((ie., standalone financials) and its subsidiaries financial state-
ments.

| personally prefer to look through the consolidated financial statements as it gives a better repre-
sentation of the company’s financial position.

3.4 - Schedules of Financial Statements

When the company reports its financial statements, they usually report the full statement in the
beginning and then follow it up with a detailed explanation.

Have a look at the snapshot of one of ARBL’s financial statement (balance sheet):

Balance Sheet a: 1t Marcr

Particulars Note As at As at
No. March 31, 2014 March 31, 2013
EQUITY AND LIABIUTIES
Shareholders' funds
C=oeChare capita 2 170.81 170.8
Reserves and surplus 3 | 13.456.20 0.427.33
13,627.01 10.558.14
Non-current kabilites
Long-term borrowings - 75947 773.13
Deferred tax habdites (net S 30133 19509
Long-term provisions 6 369.57 376.41
| 1,430.37 1.344.63
Current kabilities
Short-term borrowings 7 8383 98.63
Trade payables 8 1,277.79 362.84
Other current habdties E 2.156 68 1.807.26
Short-term provisions 35 2,818.73 2,493.20
6,337.03 5.761.93
Total 21,3594 .41 17.704.70
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Each particular in the financial statement is referred to as the line item. For example, the first line
item in the Balance Sheet (under Equity and Liability) is the share capital (as pointed out by the
green arrow). If you notice, there is a note number associated with share capital. These are called
the ‘Schedules’ related to the financial statement. Looking into the above statement, ARBL states
that the share capital stands at Rs.17.081 Crs (or Rs.170.81 Million). As an investor | obviously
would be interested to know how ARBL arrived at Rs.17.081 Crs as their share capital. To figure
this out, one needs to look into the associated schedule (note number 2). Please look at the snap-

shot below:

Notes forming part of the Financial Statements

NOTE 2: SHARE CAPITAL ¥ milkon

L —
Particulars As at As at
March 31, 2014 March 31, 2013

Equity share capital

Authorized

200,000,000 Equrty shares of ¥1 each 200.00 200.00
Izzued

175,028,500 Equity chares of T1 each 175.03 175.03
Subscnbed and paid up

170,812,500 Equity share: of T1 each 170.81 170.81
Total 170.81 170.81

Of course, considering you may be new to financial statements, jargons like share capital make
not make much sense. However the financial statements are extremely simple to understand,
and over the next few chapters you will understand how to read the financial statements and
make sense of it. But for now do remember that the main financial statement gives you the sum-
mary and the associated schedules give the details pertaining to each line item.
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Key takeaways from this chapter

1. The Annual Report (AR) of a company is an official communication from the company to
its investors and other stakeholders

2. The AR is the best source to get information about the company; hence AR should be the
default choice for the investor to source company related information

3. The AR contains many sections, with each section highlighting certain aspect of the busi-
ness

4. The AR is also the best source to get information related to the qualitative aspects of the
company

5. The management discussion and analysis is one of the most important sections in the AR.
It has the management’s perspective on the overall economy of the country, their outlook
on the industry they operate in for the year gone by (what went right and what went wrong),
and what they foresee for the year ahead

6. The AR contains three financial statements - Profit & Loss statement, Balance Sheet, and
Cash Flow statements

7. The standalone statement contains the financial numbers of only the company in consid-
eration. However the consolidated numbers contains the company and its subsidiaries fi-
nancial numbers.
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CHAPTER 4

Understanding P&L Statement (Part 1)

4.1 - Overview of the financial statements

You can think about the financial statements from two different angles:

1. From the maker’s perspective
2. From the user’s perspective

A maker prepares the financial statements. He is typically a person with an accounting back-
ground. His job involves preparing ledger entries, matching bills and receipts, tallying the inflows
versus the outflows, auditing etc. The final objective of the maker is to prepare transparent finan-
cial statements which best represents the true financial position of the company. To prepare
such a financial statement certain skills are required, usually these skills are developed through
the rigor of a Chartered Accountant’s training program.

The user on the other hand just needs to be in a position to understand what the maker has pre-
pared. He is just the user of the financial statements. He need not really know the details of the
journal entries or the audit procedure. His main concern is to read what is being stated and use it
to make his decisions.

To put this in context, think about Google. Most of us do not understand Google’s complex search
engine algorithm that runs in the backend, however we all know how to use Google effectively.
Such is the distinction between the maker and the user of the financial statements.

A common misconception amongst the market participants is that, they believe the fundamental
analyst needs to be thorough with concepts of financial statement preparation. While knowing
this certainly helps, it is not really required. To be a fundamental analyst, one just needs to be the
user and not the maker of the financial statements.

There are three main financial statements that a company showcases to represent its perform-
ance.

1. The Profit and Loss statement
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2. The Balance Sheet

3. The Cash flow statement

Over the next few chapters we will understand each of these statements from the user’s perspec-

tive.

4.2 - The Profit and Loss statement

The Profit and Loss statement is also popularly referred to as the P&L statement, Income State-
ment, Statement of Operations, and Statement of Earnings. The Profit and Loss statement shows
what has transpired during a time period. The P&L statement reports information on:

1. The revenue of the company for the given period (yearly or quarterly)
2. The expenses incurred to generate the revenues

3. Tax and depreciation

4, The earnings per share number

From my experience, the financial statements are best understood by looking at the actual state-
ment and figuring out the information. Hence, here is the P&L statement of Amara Raja Batteries
Limited (ARBL). Let us understand each and every line item.

o dud March
Pactculars Note Year ended Year ended
No March 31, 2014 March 31, 2013
Sale of products 3804127 3294537
Less: Escoe duty 400515 3.5 5
Net sale of products 34036.12 2943692
- 30932 37.02
o Cper
Net revensue from operation: 17 34,366 55 2558915
Other income 14 45514 265 %
Total Reverwe 3482173 30.034. 66
atena’s corcumed AR e
4 Iy ade 13.6 6 -
e - - QI 2020202090 (32088
ade
-~ ot Der ~¢ 583 26230
Deprecaton and amortaabon epente [nddude: mpasrment 23 6457 660 92
? y ¥7% ~
Other expenies 24 4346.60 3,904 24
Total Expenses 2941615 25,744 92
Proft before exceptiormal fem: and tax 54055 430574
s Lxoeptonal temrs (net '3 18 54 ns?
Profit before tax 3.366.70 421807
- er
Current tax 1.580.00
Daferred tax (cred) / aperce 0623
Earker yoars (aucwss) / thart provson 6 )
Profit for the year 167436 285705
d . . per > !
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4.3 - The Top Line of the company (Revenue)

You may have heard analysts talk about the top line of a company. When they do so, they are re-
ferring to the revenue side of the P&L statement. The revenue side is the first set of numbers the
company presents in the P&L.

=

\
(7

Before we start understanding the revenue side, let us notice a few things mentioned on the
header of the P&L statement:

Statement of Profit and LOSS for the year ended March 31,2014 % milkon
Particulars Note Year ended Year ended
No. March 31, 2014 March 31, 2013

The header clearly states:

1. The statement of P&L for the year ending March 31, 2014, hence this is an annual state-
ment and not a quarterly statement. Also, since it is as of March 31st 2014 it is evident that
the statement is for the Financial Year 2013 - 2014 or simply it can be referred to as the FY14
numbers

2. All currency is denominated in Rupee Million. Note - 1 Million Rupees is equal to Ten
Lakh Rupees. It is upto the company’s discretion to decide which unit they would prefer to
express their numbers in

3. The particulars show all the main headings of the statement. Any associated note to the
particulars is present in the note section (also called the schedule). An associated number is
assigned to the note (Note Number)
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4. By default when companies report the numbers in the financial statement they present
the current year number on the left most column and the previous year number to the right.
In this case the numbers are for FY14 (latest) and FY13 (previous)

The first line item on the revenue side is called the Sale of Products.

Since we know we are dealing with a batteries company, clearly sale of products means the Ru-
pee value of all the battery sales the company has sold during FY14. The sales stand at
Rs.38,041,270,000/- or about Rs.3,804 Crore. The company sold batteries worth Rs.3,294 Cr in the
previous financial yeari.e FY13.

Please note, | will restate all the numbers in Rupee Crore as | believe this is more intuitive to un-
derstand.

The next line item is the excise duty. This is the amount (Rs.400 Crs) the company would pay to
the government; hence the revenue has to be adjusted.

The revenue adjusted after the excise duty is the net sales of the company. The net sales of ARBL
is Rs.3403 Crs for the FY14. The same was Rs.2943 Crs for the FY13.

Apart from the sale of products, the company also draws revenue from services. This could proba-
bly be in the form of annual battery maintenance. The revenue from sale of services stands at
Rs.30.9 Crs for FY14.

The company also includes “other operating revenues” at Rs.2.1 crs.This could be revenues
through the sale of products or services that is incidental to the core operations of the company.

Finally the revenue from Sale of products + Sale of services + Other operating revenues sums up
to give the total operating revenue of the company. This is reported at Rs.3436 Crs for the FY14
and Rs.2959 Crs for the FY13. Interesting, there is a note; numbered 17 associated with “Net Reve-
nue from Operations” which will help us inspect this aspect further.

Do recall, in the previous chapter we had discussed about notes and schedules of the financial
statement.
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The following snapshot gives the details of note 17.

Notes forming part of the Financial Statements

NOTE 17: REVENUE FROM OPERATIONS
Partxculars Year ended March 31, 2014 Year ended March 31, 2013

a) Sale of products
Storage batteries (finiched good: 35 23783

Storage battene: tock-in-trade 2.089 .86 1.493.93

Home UPS (stock-in-trade 71358 109161
—————— - JULAE AN

Grozz revenue from zale of product: 38.041.27 3294937

Net revenue from zale of products 34,036.12 29 43692

b) Sale of servaces

Other zervices 97.86
Net revence from sale of sennces 30932
c) Other operating revenue

Sale of process wcrap 21.15

Net revenue from operations § | 3436659 | 29.589.15%

Clearly, the notes give a more detailed analysis of the split up of revenues from operations
(does not include other income details). As you can see under the particulars, section ‘a’ talks
about the split up under sales of products.

1. Sale of storage batteries in the form of finished goods for the year FY14 is Rs.3523 Crs ver-
sus Rs.3036 Crs for the FY13

2. Sale of Storage batteries (stock in trade) is Rs.208 Crs in FY14 versus 149 Crs in FY13. Stock
in trade refers to finished goods of previous financial year being sold in this financial year

3. Sale of home UPS (stock in goods) is at Rs.71 Crs in FY14 versus Rs.109 Crs in FY13

4. Net sales from sales of products adjusted for excise duty amounts to Rs.3403 Crs, which
matches with the number reported in the P&L statement

5. Likewise you can notice the split up for revenue from services. The revenue number of
Rs.30.9 tallies with number reported in the P&L statement

6. In the note, the company says the “Sale of Process Scrap” generated revenue of Rs.2.1 Cr.
Note that the sale of process scrap is incidental to the operations of the company, hence re-
ported as ‘Other operating revenue”.

7. Adding up all the revenue streams of the company i.e Rs.3403 Crs+ Rs.30.9 Crs +Rs.2.1 Crs
gets us the Net revenue from operations = Rs.3436 Crs.

8. You can also find similar split up for the FY13

If you notice the P&L statement, apart from net revenue from operations ARBL also reports ‘Other
Income’ of Rs.45.5 Crs. Note number 18 reproduced below explains what the other income is all
about.
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NOTE 18: OTHER INCOME

Particulars

Year ended
March 31, 2014

¥ million

Year ended
March 31, 2013

nterest Income

On bank and other depozits 13122 112.29

Against trade recernables 6.72 10.27
Dradend income

On current nvvestments - mutual fund: 142 68 143.96

On long term investments - equity instruments 151 1.31
Net gain on foreign currency transacbons and translations 8988 91.71
nzurance claimsz 3227 13.48
Scrap Sale: (non-process) 1407 6.94
Cash discount eamed on early payments 1074 43.35
Provizions and credit balances written back 3%0 6.44
Bad debts recovered 15.1S 0.25
Profit on sale of tangible fixed assets written off/decarded 443 0.04
Provizion on doubtful trade recerables/advances wntten back 030 35.06
Royalty ncome 094
Sundry income 127 0.41
Total 45514 465.51

As we can see the other income includes income that is not related to the main business of the
company. It includes interest on bank deposits, dividends, insurance claims, royalty income etc.
Usually the other income forms a small portion of the total income. A large ‘other income’ usu-
ally draws a red flag and it would demand a further investigation.

So adding up revenue from operations (Rs.3436 Crs) and other income (Rs.45 Crs), we have the
total revenue of for FY14 at Rs.3482 Crs.
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Key takeaways from this chapter

1. The financial statement provides information and conveys the financial position of the
company

2. A complete set of financial statements include the Profit & Loss Account, Balance Sheet
and Cash Flow Statement

3. Afundamental Analyst is a user of financial statement, and he just needs to know what
the maker of the financial statements states

4. The profit and loss statement gives the profitability of the company for the year under
consideration

5. The P&L statement is an estimate, as the company can revise the numbers at a later
point. Also by default companies publish data for the current year and the previous year,
side by side

6. The revenue side of the P&L is also called the top line of the company

7. Revenue from operations is the main source of revenue for the company
8. Other operating income includes revenue incidental to the business

9. The otherincome includes revenue from non operating sources

10. The sum of revenue from operations (net of duty), other operating income, and other in-
comes gives the ‘Net Revenue from Operations’
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CHAPTER 5

Understanding P&L Statement (Part 2)

oD O
(»] - O
Doo JOOO =
0 p =
o =)
[ -

5.1 - The Expense details

In the previous chapter we had learnt about the revenues a company generates. Moving further
on the P&L statement, in this chapter we will look at the expense side of the Profit and Loss State-
ment along with the associated notes. Expenses are generally classified according to their func-
tion, which is also called the cost of sales method or based on the nature of expense. An analysis
of the expenses must be shown in the Profit and Loss statement or in the notes. As you can see in
the extract below almost all the line items have a note associated to it.

EXPENSES

Cost of matenials consumed 19 21,011.95 17,603.12
Purchases of stock-in-trade 20 2,113.69 2,632.54
Changes in inventories of finished goods, work-in-process and 20 (292.10) (320.89)
stock-in-trade

Employee benefits expense 21 1,583.16 1,.262.30
Finance costs 22 7.18 2.69
Depreciation and amortisation expensze [includes impairment 23 645.71 660.92

oss of TNl (PY ¥75.52 million)]
Cther expenses 24 4.346.60 3,904.24
Total Expenses 29,416.15 25,744.92
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The first line item on the expense side is ‘Cost of materials consumed’; this is invariably the cost
of raw material that the company requires to manufacture finished goods. As you can see the cost
of raw material consumed/raw material is the largest expense incurred by the company. This ex-
pense stands at Rs.2101 Crs for the FY14 and Rs.1760 Crs for the FY13. Note number 19 gives the
associated details for this expense, let us inspect the same.

NOTE 19: COST OF MATERIALS CONSUMED (Contd.)

a) Matenal: conzumed comprize ¥ million
Particulars Year ended Year ended
March 31, 2014 March 31, 2013

Lead 988297 822183
Lead alloys 8.183.44 6.646.43
Separator 895.49 7959.95
Others 2,050.05 1,834 9]
Total 21.011.95 17.603.12

As you can see note 19 gives us the details of the material consumed. The company uses lead,
lead alloys, separators and other items all of which adds up to Rs.2101 Crs.

The next two line items talks about ‘Purchases of Stock in Trade’ and ‘Change in Inventories of fin-

ished goods , work-in-process & stock-in-trade’. Both these line items are associated with the
same note (Note 20).

Purchases of stock in trade, refers to all the purchases of finished goods that the company buys
towards conducting its business. This stands at Rs.211 Crs. | will give you more clarity on this line
item shortly.

Change in inventory of finished goods refers to the costs of manufacturing incurred by the com-
pany in the past ,but the goods manufactured in the past were sold in the present/current finan-
cial year. This stands at (Rs.29.2) Crs for the FY14.

A negative number indicates that the company produced more batteries in the FY14 than it man-
aged to sell. To give a sense of proportion (in terms of sales and costs of sales) the company de-
ducts the cost incurred in manufacturing the extra goods from the current year costs. The com-
pany will add this cost when they manage to sell these extra products sometime in future. This
cost, which the company adds back later, will be included in the “Purchases of Stock in Trade”
line item.
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Here is an extract of Note 20 which details the above two line items:

NOTE 20: PURCHASES OF STOCK IN TRADE AND CHANGES IN INVENTORIES OF FINISHED GOODS. WORK-IN-
PROCESS AND STOCK-IN-TRADE

a) PURCHASE OF STOCK-IN-TRADE ® miton
Particulars Year ended Year ended
March 31, 2014 March 31, 2013
Storage battenes 1.619.44 1.437.71
Home UPS 49425 1.194.83
Total 2.113.69 2.632 54
b) CHANGES IN INVENTORIES OF ANISHED GOODS, WORK-IN-PROCESS AND STOCK-IN-TRADE ¥ milon
Particulars Year ended Year ended
March 31, 2014 March 31, 2013
Work-in-process
Opening stock - Storage battenes 82895 811.41|
Lezs: Clozing stock - Storage battene: 1.052.11 (223.16) 82895/ (17.54)
Finezhed goods ! |
Openng ztock - Storage battenes S36.44 563.49|
Lezz: Clozing stock - Storage battenes 941.75 536.44
(405.31) 27.05|
Less: Excize Duty on (increaze) / decreaze of finiched good: (41.95) (363.36) 6.12 20.93
Stock-in-trade ‘
Openng stock - Storage battenes 145.01 21.15|
- Home UPS 223.97 23.55
36898 44.70|
Less: Closing stock - Storage battenes 36.73 145.01 |
- Home UPS 37.83 - 223.97
7456 294 42 368 98 (324.28)
Net increaze i inventones (292.10) (320.89)

The details mentioned on the above extract are quite straightforward and is easy to understand.
At this stage it may not be necessary to dig deeper into this note. It is good to know where the
grand total lies. However, when we take up ‘Financial Modeling’ as a separate module we will
delve deeper into this aspect.

The next line item on the expense side is “Employee Benefit Expense”. This is quite intuitive as it
includes expense incurred in terms of the salaries paid, contribution towards provident funds,
and other employee welfare expenses. This stands at Rs.158 Crs for the FY14. Have a look at the
extract of note 21 which details the ‘Employee Benefit Expense’.

NOTE 21: EMPLOYEE BENEFITS EXPENSE F million
Particulars Year ended Year ended

March 31, 2014 March 31, 2013
Salaries and wages 1,361.32 1,086.99
Contribution to prowident and other funds 81.54 69.81
Staff welfare expenzes 140.30 105.50
Total 1.583.16 1.262.30
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Here is something for you to think about - A company generating Rs.3482 Crs is spending only
Rs.158 Crs or just 4.5% of its sales on its employees. In fact this is the pattern across most of com-
panies (at least non IT). Perhaps it is time for you to rethink about that entrepreneurial dream
you may have nurtured J

The next line item is the “Finance Cost / Finance Charges/ Borrowing Costs”. Finance cost is inter-
est costs and other costs that an entity pays when it borrows funds. The interest is paid to the
lenders of the company. The lenders could be banks or private lenders. The company’s finance
cost stands at Rs.0.7 Crs for the FY14. We will discuss more about debt and related matters when
we take up the chapter on the balance sheet later.

Following the finance cost the next line item is “Depreciation and Amortization” costs which
stand at Rs.64.5 Crs. To understand depreciation and amortization we need to understand the
concept of tangible and intangible assets.

A tangible asset is one which has a physical form and provides an economic value to the com-
pany. For example a laptop, a printer, a car, plants, machinery, buildings etc.

An intangible asset is something that does not have a physical form but still provides an eco-
nomic value to the company such as brand value, trademarks, copyrights, patents, franchises,
customer lists etc.

An asset (tangible or intangible) has to be depreciated over its useful life. Useful life is defined as
the period during which the asset can provide economic benefit to the company. For example the
useful life of a laptop could be 4 years. Let us understand depreciation better with the help of the
following example.

Zerodha, a stock broking firm generates Rs.100,000/- from the stock broking business. However
Zerodha incurred an expense of Rs.65,000/- towards the purchase of a high performance com-
puter server. The economic life (useful life) of the server is expected to be 5 years. Now if you were
to look into the earning capability of Zerodha it appears that on one hand Zerodha earned
Rs.100,000/- and on the other hand spent Rs.65,000/- and therefore retained just Rs.35,000/-. This
skews the earnings data for the current year and does not really reflect the true earning capabil-
ity of the company.

Remember the asset even though purchased this year, would continue to provide economic bene-
fits over its useful life. Hence it makes sense to spread the cost of acquiring the asset over its use-
ful life. This is called depreciation. This means instead of showing an upfront lump sum expense
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(towards purchase of an asset), the company can show a smaller amount spread across the use-
ful life of an asset.

Thus Rs.65,000/- will be spread across the useful life of the server, which is 5. Hence 65,000/ 5 =
Rs.13,000/- would be depreciated every year over the next five years. By depreciating the asset,
we are spreading the upfront cost. Hence after the depreciation computation, Zerodha would
now show its earrings as Rs.100,000 - Rs.13,000 = Rs.87,000/-.

We can do a similar exercise for non tangible assets. The depreciation equivalent for non tangible
assets is called amortization.

Now here is an important idea - Zerodha depreciates the cost of acquiring an asset over its useful
life. However, in reality there is an actual outflow of Rs.65,000/- paid towards the asset purchase.
But now, it seems like the P&L is not capturing this outflow. As an analyst, how do we get a sense
of the cash movement? Well, the cash movement is captured in the cash flow statement, which
we will understand in the later chapters.

Here is the snapshot of Note 23, detailing the depreciation cost.

NOTE 23: DEPRECIATION AND AMORTISATION EXPENSE v
Particulars Year ended Year ended
March 31, 2014  March 31, 2013
Deprecation 63441 2 65272
Amortzaton 11.30 820
e e s e e e A 645.71 660.92
e: Deprecaton udes imparmen on freehold land of € S mihon

The last line item on the expense side is “other expenses” at Rs.434.6 Crs. This is a huge amount
classified under ‘other expenses’, hence it deserves a detailed inspection.

NOTE 24: OTHER EXPENSES

Particulbars Year ended March 31, 2014 Year ended March 31, 2013
A. Manufactunng expenzes
a. Storez and zparez corncumed (nduding packing matenal 449 4) 37841
b. Power and fue 922.56 378.14
Fourance 845 7.29
Repairs and mantenance 1o
| Machinery 44 GE 55.79
Buildingz 18.72 63.18 14.28 70.07
Total (A) 1,443 64 143391
B. Selling experces
a. Advertzement and promotion 27585 S4.41
b. Freight cutward 595.20 553.25
N LA 840 10.13
d Sernce expenies 21936 84 16
e. Warehounng and zecondary freght 250.50 123.43
£ Other zales expenczes 24215 5581
g Royalty on zales 0.05
h. Product warranties 383.18 494 62
Total (8) 1,974 .61 1,685.86
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NOTE 24: OTHER EXPENSES (Contd.)

Particulars Year ended March 31, 2014  Year ended March 31, 2013
C. Adminestrative expenzes

8 Rent 114.10 983

b Commuuznon 10 Non-Executie Chairman 17599 140 88

c Payment to Audtor: (Refer Note No. 28 39 2.73

d. Rezearch and development expenzes 400 2483

¢. Domaton: 13542 112.23

f. Yravel and conveyance 147.00 116.70

g. Repairs and maintenance 1o office equpment 18.50 10.27

h Commumication axpenies 1881 1658

1. Conzultancy charges 3445 39.18

nformation technology expenzes 26.62 18.7

k. Office maintenance expenzes 92.79 83.24

|. Lozz on zale of current investments 0.20

m. Sundry expenses 96.52 77.7
Total (C) 86832 71937
D. Other expenzes

a. Pronzion for doubtful trade recervables 0.07

b. 8ad debt: and irmecoverable advance: written off 3233 4324

Lezs: Opening provizion reversed 3027 2.06 3.63 1.21

¢ Tangible fiend atsets written off 24 90 4427

d. Premeum on forward contracts 1.08 -
Total (D) 28.11 4548
E. Rates and taxes (excluding Income tax)

a. Ratesz, taxez and hcences 5.57 363

b. Dutiez and taxez (indirect taxe: 2435 14.16

¢ Weath tax 200 83
Total (E) 31.92 1562
Grand Total (A+B+C+D+E) 4.346.60 390424

From the note it is quite clear that other expenses include manufacturing, selling, administrative
and other expenses. The details are mentioned in the note. For example, Amara Raja Batteries
Limited (ARBL) spent Rs.27.5 Crs on advertisement and promotional activities.

Adding up all the expenses mentioned in the expense side of P&L, it seems that Amara Raja Bat-
teries has spent Rs.2941.6 Crs.

5.2 - The Profit before tax

It refers to the net operating income after deducting operating expenses but before deducting
taxes and interest. Proceeding further on the P&L statement we can see that ARBL has mentioned
their profit before tax and exceptional item numbers.

Simply put the profit before tax (PBT) is:

Profit before Tax = Total Revenues - Total Operating Expenses
= Rs.3482 - Rs.2941.6

=Rs.540.5

However there seems to be an exceptional item/ extraordinary item of Rs.3.8 Crs, which needs to
be deducted. Exceptional items/ extraordinary items are expenses occurring at one odd time for
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the company and the company does not foresee this as a recurring expense. Hence they treat it
separately on the P&L statement.

Hence profit before tax and extraordinary items will be:
=540.5-3.88
=Rs.536.6 Crs

The snapshot below (extract from P&L) shows the PBT(Profit Before Tax) of ARBL:

Profit before exceptional items and tax 5,405.54 4,309.74
Less: Exceptional items (net) 33 38.84 91.57
Profit before tax 5.366.70 4,218.17

5.3 - Net Profit after tax

The net operating profit after tax is defined as the company’s operating profit after deducting its
tax liability. We are now looking into the last part of the P&L statement, which is the profit after
tax. This is also called the bottom line of the P&L statement.

Profit before tax 5.366.70 421817
Less Tax expense
Current tax 1.580.00 1,.377.97
Deferred tax (credit) / expenze 106.23 (2451)
Earlier year's (excess) / short provision 6.11 (2.34)
Profit for the year 367436 2,867.05
Bazic and diluted earnings per equity share of ¥1 each 37 21.51 16.78

As you can see from the snapshot above, to arrive at the profit after tax (PAT) we need to deduct
all the applicable tax expenses from the PBT. Current tax is the corporate tax applicable for the
given year. This stands at Rs.158 Crs. Besides this, there are other taxes that the company has
paid. All taxes together total upto Rs.169.21 Crs. Deducting the tax amount from the PBT of
Rs.536.6 gives us the profit after tax (PAT) at Rs.367.4 Crs.

Hence Net PAT = PBT - Applicable taxes.

The last line in the P&L statement talks about basic and diluted earnings per share. The EPS is

one of the most frequently used statistics in financial analysis. EPS also serves as a means to as-
sess the stewardship and management role performed by the company directors and managers.
The earnings per share (EPS) is a very sacred number which indicates how much the company is
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earning per face value of the ordinary share. It appears that ARBL is earning Rs.21.51 per share.
The detailed calculation is as shown below:

NOTE 37: EARNINGS PER SHARE
E——— ‘
Particulars Year ended Year ended
March 31, 2014 March 31, 2013

Numerator - Earnings

Net profitz for the period in ¥ milion 3,674 36 2,867.05
Denominator - Equity shares
Number of shares at the beginning of the year 17.08.12,500 17.08,12,500

Add: Shares ssued dunng the year
Less: Shares forfeited / bought back during the year ) = -
Number of shares outstanding at the end of the year 17.08.12.500 17.08.12,500

Weighted average number of chares outstanding at the end of the year (Basx and 17.08,12.500 17.08.12,500
Diluted) .
Bazic and diluted earnings per equity zhare of ¥1 cach 21.51 16.78

The company indicates that there are 17,08,12,500 shares outstanding in the market. Dividing the
total profit after tax number by the outstanding number of shares, we can arrive at the earnings
per share number. In this case:

Rs.367.4 Crs divided by 17,08,12,500 yields Rs.21.5 per share.

5.4 - Conclusion

Now that we have gone through all the line items in the P&L statement let us relook at it in its en-
tirety.

Statement of Profit and LO%S « me e oved Voo 31 200

Partsculars Note Year ended Year ended
No March 31, 2014 March 31,2013

REVINUE

Sele of groducts 3304127 31,945 37

et Escoe duty 400515 351245

Net sale of product: 3403812 %40

Sale of servoes 30932 13702

Ohar cpenatng remrue 2118

Net revenue from cperabors 17 343049 29.58%1%

Cthar ncome 3 45514 4455
Total Reverroe 3482073 30,054 66
EXPENSES

Coct of matenal; contumed ” 210119 17603 12

Purdhaces of fochontrade by~ 211365 2,632 54

Crangez in mwertione: of fnched good:, work-w-proces: and b (292100 32089

tock «n-trade

Emgiopee Dere! 5 eperie 3 1.583.1¢ 262 30

France coots 2 .18 265

Deprecaton and amortnabor eperce [roude: rmparment 23 sasmn 680 92

otz of B (PY T75.52 milonl)

Crhar espence: -4 434000 3,904 24
Totad Expenses 2941619 215744 92
Profit before esceptional mem: and tax 540554 430574
s Eaonptonal demg (net 33 R4 9157
Proft before tax S368.70 4ansy
s Tas eperce

Cumrent tas 158000 1377
Deferred tas (red®) | experce 10623 2451
Larker yoors lencess) / thort provwaon en 234
Proft for the year 367436 2867 05
Base and huted eamengs per equty thare of T) sach 7 2151 1678
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Hopefully, the statement above should look more meaningful to you by now. Remember almost
all line items in the P&L statement will have an associated note. You can always look into the
notes to seek greater clarity. Also at this stage we have just understood how to read the P&L state-
ment, but we still need to analyze what the numbers mean. We will do this when we take up the
financial ratios. Also, the P&L statement is very closely connected with the other two financial
statements i.e the balance sheet and the cash flow statement. We will explore these connections

at a later stage.
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Key takeaways from this chapter:

1. The expense part of the P&L statement contains information on all the expenses incurred
by the company during the financial year

2. Each expense can be studied with reference to a note which you can explore for further
information

3. Depreciation and amortization is way of spreading the cost of an asset over its useful life

4. Finance cost is the cost of interest and other charges paid when the company borrows
money for its capital expenditure.

5. PBT = Total Revenue - Total Expense - Exceptional items (if any)
6. Net PAT = PBT - applicable taxes

7. EPS reflects the earning capacity of a company on a per share basis. Earnings are profit
after tax and preferred dividends.

8. EPS = PAT / Total number of outstanding ordinary shares
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CHAPTER 6

Understanding Balance Sheet
Statement (Part 1)

el

6.1 - The balance sheet equation

While the P&L statement gives us information pertaining to the profitability of the company, the
balance sheet gives us information pertaining to the assets, liabilities, and the shareholders eqg-
uity. The P&L statement as you understood, discusses about the profitability for the financial year
under consideration, hence it is good to say that the P&L statement is a standalone statement.
The balance sheet however is prepared on a flow basis, meaning, it has financial information per-
taining to the company right from the time it was incorporated. Thus while the P&L talks about
how the company performed in a particular financial year; the balance sheet on the other hand
discusses how the company has evolved financially over the years.

zerodha.com/varsity


http://www.zerodha.com/varsity
http://www.zerodha.com/varsity

Have a look at the balance sheet of Amara Raja Batteries Limited (ARBL):

Particulars Note As at As at
No March 31, 2014 March 31, 2013

Shareholders” funds
Share capta 2 17081
Recarvws and sorph 3 13 456 20 D 427 33
13.627.01 | 1055814

Non-current habdies
ong-term borrowngs 4 15947
Deferred tax babidthes (met $ 301 33
LAG-term provicn 6 36557 376 4
143037 1,344 63
Current habiltes
Short-term bomrowings $383
-~ E/.- ad
. abdrbes 6.6 1,80
n ™ ©~ & 281873 2,493 .20
6337.03 576193
Total 21.394.41 17.704.70
current assets
S
9 e 6 158 54
b) ¢ J:%e 3256
apetal work p A4 1,443 60
? a:5ets under developmes 314 4 84
678 64 46184
n . &0.76 [
0ans and advance: S&67.69 35382
™ -
8408 31 5.13618
< il adiat
entone 3,.350.08
Trade recervables 45278
~d P 56 -
rt-tarm lcans and ada 119 €
of Curment acsets 43.16 68 49
12.986.10 12.9568 52
Total 21394 41 | 17,70470
ond v ae P

As you can see the balance sheet contains details about the assets, liabilities, and equity.

We had discussed about assets in the previous chapter. Assets, both tangible and intangible are
owned by the company. An asset is a resource controlled by the company, and is expected to
have an economic value in the future. Typical examples of assets include plants, machinery, cash,
brands, patents etc. Assets are of two types, current and non-current, we will discuss these later
in the chapter.

Liability on the other hand represents the company’s obligation. The obligation is taken up by
the company because the company believes these obligations will provide economic value in the
long run. Liability in simple words is the loan that the company has taken and it is therefore obli-
gated to repay back. Typical examples of obligation include short term borrowing, long term bor-
rowing, payments due etc. Liabilities are of two types namely current and non-current. We will
discuss about the kinds of liabilities later on in the chapter.

In any typical balance sheet, the total assets of company should be equal to the total liabilities of
the company.
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Hence,

Assets = Liabilities

The equation above is called the balance sheet equation or the accounting equation. In fact this
equation depicts the key property of the balance sheet i.e the balance sheet should always be bal-
anced. In other word the Assets of the company should be equal to the Liabilities of the company.
This is because everything that a company owns (Assets) has to be purchased either from either
the owner’s capital or liabilities.

Owners Capital is the difference between the Assets and Liabilities. It is also called the ‘Sharehold-
ers Equity’ or the ‘Net worth’. Representing this in the form of an equation :

Share holders equity = Assets - Liabilities

6.2 -A quick note on shareholders’ funds

As we know the balance sheet has two main sections i.e. the assets and the liabilities. The liabili-
ties as you know represent the obligation of the company. The shareholders’ fund, which is inte-
gral to the liabilities side of the balance sheet, is highlighted in the snapshot below. Many people
find this term a little confusing,.

-

Balal

Ce SNEeetlas at March 31, 201

Particulars Note As at As at
No. March 31, 2014 March 31, 2013

m on

EQUITY AND LIABILITIES
Shareholders' funds

Share capita 2 170.81 170.81
Reserves and surplus 3 13.456.20 10,427.33
13,627.01 10,598.14
Non-current liabilities
Long-term borrowings - 759.47 773.13
Deferred tax liabilities (net) 5 301.33 195.09
Long-term provisions & 369.57 376.41
1.430.37 1.344.63
Current liabilities
Short-term berrowings 7 8383 g8.63
Trade payables 8 1,277.79 1,362.84
Other current liabilities 9 2,156.68 1,807.26
Short-term provisions () 2,818.73 2,493.20
6.337.03 5.761.93
Total 2139441 17.704.70

If you think about it, on one hand we are discussing about liabilities which represent the obliga-
tion of the company, and on the other hand we are discussing the shareholders’ fund which repre-
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sents the shareholders’ wealth. This is quite counter intuitive isn’t it? How can liabilities and
shareholders’ funds appear on the ‘Liabilities’ side of balance sheet? After all the shareholders
funds represents the funds belonging to its shareholders’ which in the true sense is an asset and
not really a liability.

To make sense of this, you should change the perceptive in which you look at a company’s finan-
cial statement. Think about the entire company as an individual, whose sole job is run its core op-
eration and to create wealth to its shareholders’. By thinking this way, you are in fact separating
out the shareholders’ (which also includes its promoters) and the company. With this new per-
spective, now think about the financial statement. You will appreciate that, the financial state-
ments is a statement published by the company (which is an entity on its own) to communicate
to the world about its financial well being.

This also means the shareholders’ funds do not belong to the company as it rightfully belongs to
the company’s shareholders’. Hence from the company’s perspective the shareholders’ funds are
an obligation payable to shareholders’. Hence this is shown on the liabilities side of the balance
sheet.

6.3 -The liability side of balance sheet

The liabilities side of the balance sheet details out all the liabilities of the company. Within liabili-
ties there are three sub sections - shareholders’ fund, non-current liabilities, and current liabili-
ties. The first section is the shareholders’ funds.

OAIANCE ONCCT az 22 varch 31, 2014 ® millior

Particulars Note As at As at
No. March 31, 2014 March 31, 2013

EQUITY AND LIABILITIES

Shareholders' funds
Share capita pd 170.81 170.81
Rezerve: and surplus 3 13.456.20 10,427 .33

13,627.01 10,568.14

To understand share capital, think about a fictional company issuing shares for the first time.
Imagine, Company ABC issues 1000 shares, with each share having a face value of Rs.10 each. The
share capital in this case would be Rs.10 x 1000 = Rs.10,000/- (Face value X number of shares).

In the case of ARBL, the share capital is Rs.17.081 Crs (as published in the Balance Sheet) and the
Face Value is Rs.1/-. | got the FV value from the NSE’s website:
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Amara Raja Batteries Limited

Senes: EQ|
Symbol: AMARAJABAT  ISIN: INES85A01032 Market Tracker
634.70 Pr. Close Open High Low Close
v _4.05 -0.63% 638.75 631.05 641.90 624.056 -
Trade Snapshot Company Information Peer Comparison Historical Data
Print Order Intra-day  Stock V/sIndex  Quarterly
Book Chart Chart Charts
VWAP 633,86 ‘ s - -
Face Value 1.00 Buy Qty.  BuyPrice = SellPrice  SellQty.
Traded Volume (shares) 1,04,215 3 634.70 635.00 32
Traded Value (lacs) 660.58 25 633.20 635.30 50
Free Float Market Cap(Crs) 5,230.41 10 633.15 635.55 7
52 week high 674.95 10 633.10 635.60 15
(12-5EP-14) 12 632.80 635.70 50
52 week low Sr-ooT 30,213 Total Quantity 35,663
Ad)usted 52 week high
Adjusted 52 week low - * Security-wise Delivery Position (19SEP2014)
RESSY Piiog Sa AL * Value at Risk (VaR in %)
Upper Price Band 766.50
Note:

| can use the FV and share capital value to calculate the number of shares outstanding. We know:

Share Capital = FV * Number of shares

Therefore,

Number of shares = Share Capital / FV

Hence in case of ARBL,
Number of shares =17,08,10,000/ 1
=17,08,10,000 shares

The next line item on the liability side of the Balance Sheet is the ‘Reserves and Surplus’. Reserves
are usually money earmarked by the company for specific purposes. Surplus is where all the prof-
its of the company reside. The reserves and surplus for ARBL stands at Rs.1,345.6 Crs. The re-
serves and surplus have an associated note, numbered 3. Let us look into the same.
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NOTE 3: RESERVES AND SURPLUS v

Particulars As at March 31, 2014 As at March 31, 2013
Capital rezerve 0.01 0.01
Securities premium account 311.86 1.86
General rezerve
Az per lan Balance Sheet 1.817.27 1,530.56
Add: Trarcer from surpluz in the Statement of Profit and Lozz 367 44 28671
21847 1.817.27
Surpius in the Statement of Profit and Losz
As per lant Balance Sheet 8.298.19 22145
Add: Profit for the year 367436 2 867 .05
Amount available for appropriation 1197255 9.088.50
Lezz Approprations
Trarcler 10 general reserve 367 44 28671
Propozed cividend 551.72 43045
Dividend tax on propoted cvidend 93.77 73.15
10,959.62 829819
Total 13.456.20 10.427.33

As you can notice from the note, the company has earmarked funds across three kinds of re-

serves:

1. Capital reserves - Usually earmarked for long term projects. Clearly ARBL does not have
much amount here. This amount belongs to the shareholders, but cannot be distributed to
them.
2. Securities premium reserve [ account - This is where the premium over and above the
face/par value of the shares sits. ARBL has a Rs.31.18 Crs under this reserve
3. General reserve - This is where all the accumulated profits of the company which is not
yet distributed to the shareholder reside. The company can use the money here as a buffer.
As you can see ARBL has Rs.218.4 Crs in general reserves.
The next section deals with the surplus. As mentioned earlier, surplus holds the profits made dur-
ing the year. Couple of interesting things to note:

1. As per the last year (FY13) balance sheet the surplus was Rs.829.8Crs. This is what is
stated as the opening line under surplus. See the image below:

NOTE 3: RESERVES AND SURPLUS e
Particulars Az at March 31, 2014 Az at March 31,2013
Capetal reserve oo 0
SACUMMNE Premium accoum 31186 31186
Gereral rezerve
Ac per last Balance Sheet 1.817.27 1.530 56
ADa: Trancfer from surpius in the Statement of Proft ana Loss 367 &4 28671
18471 81727
Surpius in the Swtement of Profit and Loss
Az per last Balance Sheet 820819 622145
Ada: Proft for the year 3674 36 < 867 05
Amour? svaable ‘or appropraton 1197255 9.088 50
Lt  ApDropraton:
Transfer 10 general reterve 367 44 <8671
Proposed dv.dend s51.72 430 45
Dvidenc tax on proposed Cvdend 93.77 73.15
10 959 &2 2208 19
Total | 13.456.20 ! 10,427.33
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1. The current year (FY14) profit of Rs.367.4 Crs is added to previous years closing balance of
surplus. Few things to take note here:

a. Notice how the bottom line of P&L is interacting with the balance sheet. This high-
lights a very important fact - all the three financial statements are closely related

b. Notice how the previous year balance sheet number is added up to this year’s num-
ber. This highlights the fact that the balance sheet is prepared on a flow basis, adding
the carrying forward numbers year on year

2. Previous year’s balance plus this year’s profit adds up to Rs.1197.2 Crs. The company can
choose to apportion this money for various purposes.

a. The first thing a company does is it transfers some money from the surplus to gen-
eral reserves so that it will come handy for future use. They have transferred close to
Rs.36.7 Crs for this purpose

b. After transferring to general reserves they have distributed Rs.55.1 Crs as dividends
over which they have to pay Rs.9.3 Crs as dividend distribution taxes.

3. After making the necessary apportions the company has Rs.1095.9 Crs as surplus as clos-
ing balance. This as you may have guessed will be the opening balance for next year’s (FY15)
surplus account.

4.Total Reserves and Surplus = Capital reserve + securities premium reserve + general re-
serves + surplus for the year. This stands at Rs.1345.6 Crs for the FY 14 against Rs.1042.7 Crs
for the FY13

The total shareholders’ fund is a sum of share capital and reserves & surplus. Since this amount

on the liability side of the balance sheet represents the money belonging to shareholders’, this is

called the ‘shareholders funds’.

6.4 — Non Current Liabilities

Non-current liabilities represent the long term obligations, which the company intends to settle/

pay off not within 365 days/ 12 months of the balance sheet date. These obligations stay on the

books for few years. . Non-current liabilities are generally settled after 12 months after the report-

ing period.
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Here is the snapshot of the non-current liabilities of Amara Raja batteries Ltd.

Non-current habilities

Long-term borrowings - 75947 773.13
Deferred tax liabilities (net) S 30133 195.03
Long-term prowsions 6 369.57 376.41

1,430.37 | 1.344.63

The company has three types of non-current liabilities; let us inspect each one of them.

The long term borrowing (associated with note 4) is the first line item within the non-current li-
abilities. Long term borrowing is one of the most important line item in the entire balance sheet
as it represents the amount of money that the company has borrowed through various sources.

Long term borrowing is also one of the key inputs while calculating some of the financial ratios.

Subsequently in this module we will look into the financial ratios.

Let us look into the note associated with ‘Long term borrowings’

NOTE 4: LONG-TERM BORROWINGS .

Particulars Non-current portion Current maturities

As at As at As at As at
March 31, 2014 March 31, 2013 March 31, 2014 March 31, 2013

Deferred payment habilities
nterest free zales tax deferment (Unsecured) 758.47 773.13 13.66 9.27
Total 75947 773.13 13.66 927

Interest free sales tax deferment

The Company has availed interest free sales tax deferment under Andhra Pradesh sales tax deferment scheme (Target 2000) from
the financial year 1997-388 as per the eligibility norms in respect of expanded capacibes. The Company has availed total deferment
of T811.40 million zince March, 19398, which iz repayable after a penod of 14 year: from the date of each availment in annua
nstallments.

» Eligible amount of interest free sales tax deferment - ¥813.33 million

* Penod elgible for availment - January 1958 till September 2015

From the note it is quite clear that the ‘Long term borrowings’ is in the form of ‘interest free sales
tax deferment’. To understand what interest free sales tax deferment really means, the company
has explained just below the note (I have highlighted the same in a red box). It appears to be
some sort of tax incentive from the state government. The company plans to settle this amount
over a period of 14 years.

You will find that there are many companies which do not have long term borrowings (debt).
While it is a good to know that the company has no debt, you must also question as to why there
is no debt? Is it because the banks are refusing to lend to the company? or is it because the com-
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pany is not taking initiatives to expand their business operations. Of course, we will deal with the
analysis part of the balance sheet later in the module.

Do recollect, we looked at ‘Finance Cost’ as a line item when we looked at the P&L statement. If
the debt of the company is high, then the finance cost will also be high.

The next line item within the non-current liability is ‘Deferred Tax Liability’. The deferred tax li-
ability is basically a provision for future tax payments. The company foresees a situation where it
may have to pay additional taxes in the future; hence they set aside some funds for this purpose.
Why do you think the company would put itself in a situation where it has to pay more taxes for
the current year at some point in the future?

Well this happens because of the difference in the way depreciation is treated as per Company’s
act and Income tax. We will not get into this aspect as we will digress from our objective of becom-
ing users of financial statements. But do remember, deferred tax liability arises due to the treat-
ment of depreciation.

The last line item within the non-current liability is the ‘Long term provisions’. Long term provi-
sions are usually money set aside for employee benefits such as gratuity; leave encashment,
provident funds etc.

6.5 - Current liabilities

Current liabilities are a company’s obligations which are expected to be settled within 365 days
(less than 1 year). The term ‘Current’ is used to indicate that the obligation is going to be settled
soon, within a year. Going by that ‘non-current’ clearly means obligations that extend beyond 365
days.

Think about this way - if you buy a mobile phone on EMI (via a credit card) you obviously plan to
repay your credit card company within a few months. This becomes your ‘current liability’. How-
ever if you buy an apartment by seeking a 15 year home loan from a housing finance company;, it
becomes your ‘non-current liability’.

Here is the snapshot of ARBL’s current liabilities:

Current habilities

Short-term borrowings 7 83.83 98.63
Trade payables 8 1.277.79 1.362.84
Other current liabilities 9 2.156.68 1,807.26
Short-term provisions 6 2.818.73 2,493.2
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As you can see there are 4 line items within the current liabilities. The first one is the short term
borrowings. As the name suggests, these are short term obligations of the company usually un-
dertaken by the company to meet day to day cash requirements (also called working capital re-
quirements). Here is the extract of note 7, which details what short term borrowings mean:

NOTE 7: SHORT-TERM BORROWINGS T million

Particulars As at As at
March 31, 2014 March 31, 2013

Loans repayable on demand

Caszh credit from banks (Secured)

State Bank of India 56.57 S98.63
Andhra Bank 27.26
Total 8383 98.63

The working capital faclties from State Bank of Indwa, State Bank of Hyderabad, Andhra Bank and The Bank of Nova Scotia are

secured by hypothecation of all current assets of the Company. The fixed aszets of the Company are pronded a: collateral secunty

by way of pan-passu second charge for the working caprtal faalities avaded from State Bank of India
Clearly as you can see, these are short term loans availed from the State bank of India and
Andhra Bank towards meeting the working capital requirements. It is interesting to note that the

short term borrowing is also kept at low level, at just Rs.8.3Crs.

The next line item is Trade Payable (also called account payable) which is at Rs.127.7 Crs. These
are obligations payable to vendors who supply to the company. The vendors could be raw mate-
rial suppliers, utility companies providing services, stationary companies etc. Have a look at note
8 which gives the details:

NOTE 8. TRADE PAYABLES e
Ittt
Particulars As at As at
March 31, 2014  March 31, 2013
(Unzecured)
Trade payable:
Dues to Micro, Small and Medium Enterprizes 4387 7.17
) Other: 1,272.92 1,.355.67
Total 1,.277.79 1.362.84

Notes relating to Micro, Small and Medwuum Enterprizes
8azed on, and to the extent of information recerved from the suppliers with regard to their status under Micro, Small and Medium
Enterprzes Development Act, 2006 (MSMED Act). on whech the auditors have relied. the dsclosure requirements of Schedule VI to

the Companies Act, 1956 wath regard to the payments made/due to Micro, Small and Medium Enterprces are given below

The next line item just says ‘Other current liabilities’ which stands at Rs.215.6 Crs. Usually ‘Other
current Liabilities’ are obligations associated with the statutory requirements and obligations
that are not directly related to the operations of the company. Here is note 9 associated with
‘Other current liabilities’:
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Notes forming part of the Financial Statements

NOTE 9: OTHER CURRENT UABILITIES ¢ milion
Partxculars As at March 31, 2014 As at March 31, 2013
(Unzecured)
Unclaimed dvidends* 17.04 13.22
Other payables '

a) Employee related payables 370.12 311.60|

b) Outstanding habilities 860.06 643.10

<) Commission payable to Non-Executive Chairman 175.99/ 140.88

d) Excze duty/Serace tax payable 1536 4.17|

e) Sales tax payables 16588 200.39

f) TDS/TCS payables 31.31 1443

gl Advance: from customers 25.02| 4252

h) Creditors for capital goods/services 17630 214.15

1) Other non-trade payables 301.94 | 2.125.98 213.48 1,784.77
Sub-Total 2.143.02 1.797.99
Add: Current maturites of long-term debt (Refer Note No. 4) '
nterest free sales tax deferment (Unsecured) repayable within . 13.66 9.27
12 months — —
Total 2,156.68 1,807.26
“The unclaimed divdends represent those relating to the years 2006-07 to 2012-13 (for previous year from 2005-06 to 2011-12)

and no part thereof has remained unpaid or unclaimed for a period of seven years or more from the date they became due for
payment requinng transfer to the Investor Education and Protection Fund

The last line item in current liabilities is the ‘Short term provisions’ which stands at Rs.281.8 Crs.
Short term provisions is quite similar to long term provisions, both of which deals with setting
aside funds for employee benefits such as gratuity, leave encashment, provident funds etc. Inter-
estingly the note associated with ‘Short term Provisions’ and the ‘Long term provisions’ is the
same. Have a look at the following:

Non-current habdites

Long-term Borrowings - 75947 | 773.13
Deferred tax habidbes (net) S 30133 195.09
Long-term provizions 6 369.57 376.4]
1,430.37 1,344 63

Current kabiktiez

Short-term borrowings 7 8383 98.63
Trade payables a 1,277.79| 1.362.84
Other current liabilities 9 2,156 .68 1.807.26
Short-term provsions E 2,818.73 2,493.20

Since note 6 is detailing both long and short term provisions it runs into several pages, hence for
this reason | will not represent an extract of it. For those who are curious to look into the same
can refer to pages 80, 81, 82 and 83 in the FY14 Annual report for Amara Raja Batteries Limited.

However, from the user of a financial statement perspective all you need to know is that these
line items (short and long term provisions) deal with the employee and related benefits. Please
note, one should always look at the associated note to run through the details.
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We have now looked through half of the balance sheet which is broadly classified as the Liabili-

ties side of the Balance sheet. Let us relook at the balance sheet once again to get a perspective:

Clearly,

Balance Sheet o mvech 31, 2002

Particulars

EQUITY AND LIABIUTIES
Shareholders funds
Share capeta

Recerve: and sorplus

Non-current habidies
Long-term borrowngs
Deferred tax kabihes (met

Leng-teerm proviucrs

Current habilities
Short-term borrowings
Trade payable:

Omher current habdibes
Short-term pDrovsons

Total
ASSETS
Non-current aszets
Foed acsets
Tangdie asets
mMangble assets
Capetal worken-progress

rtanpble azzets under development

Non-cument mvestrmants
Long-term loans and advances

Ofher non-current accets

Current assets
Inventones
Trade recerables
Cazh and bark balance:
Short-term loans and advances
Other current aczets

Total
Signdficant accounteg policies

Statement on sigrificant accounting poloes an

noegr

Note

No

ws

o

W W -

14
15

16

As at
March 31. 2014
17081

13 456 20
| 13.627.01
759.47 |
301 33
36357
1,430.37
38
1,277.73|
215668
281873
6337.03
21.394.41
613334
3296/
144360
314
7,678 64 |
160.76 |
56763
122
8.408 31
335008 |
452789
2.94567
211330
43.16
12.986.10
2139441
NaNC! Statements

As at
March 31, 2013

170.81

10427 33

77313
19509
376 41

95.63
136284
1,807.26
2.433.20

3,554 97
33.09
1,024.97
4 54
461847
160.76
35382
343

292858/

380677
4107 %0
1,656.78

68 49

10,558.14

1,344 63

576193
17,704.70

513618

12.368.52

[ 17,70470

————

Total Liability = Shareholders’ Funds + Non Current Liabilities + Current Liabilities

=1362.7+143.03 + 633.7

Total Liability = Rs.2139.4 Crs

57
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Key takeaways from this chapter

1. A Balance sheet also called the Statement of Financial Position is prepared on a flow ba-
sis which depicts the financial position of the company at any given pointin time. Itis a
statement which shows what the company owns ( assets) and what the company owes (li-
abilities)

2. A business will generally need a balance sheet when it seeks investors, applies for loans,
submits taxes etc.

3. Balance sheet equation is Assets = Liabilities + Shareholders’ Equity

4. Liabilities are obligations or debts of a business from past transactions and Share capital
is number of shares * face value

5. Reserves are the funds earmarked for a specific purpose, which the company intends to
use in future

6. Surplus is where the profits of the company reside. This is one of the points where the bal-
ance sheet and the P&L interact. Dividends are paid out of the surplus

7. Shareholders’ equity = Share capital + Reserves + Surplus. Equity is the claim of the own-
ers on the assets of the company. It represents the assets that remain after deducting the li-
abilities. If you rearrange the Balance Sheet equation, Equity = Assets - Liabilities.

8. Non-current liabilities or the long term liabilities are obligations which are expected to be
settled in not less than 365 days or 12 months of the balance sheet date

9. Deferred tax liabilities arise due to the discrepancy in the way the depreciation is treated.
Deferred tax liabilities are amounts of income taxes payable in the future with respect to tax-
able differences as per accounting books and tax books.

10. Current liabilities are the obligations the company plans to settle within 365 days /12
months of the balance sheet date.

11. In most cases both long and short term provisions are liabilities dealing with employee
related matters

12.Total Liability = Shareholders’ Funds + Non Current Liabilities + Current Liabilities. . Thus,
total liabilities represent the total amount of money the company owes to others
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CHAPTER 7

Understanding the Balance Sheet
Statement (Part 2)

7.1 - The Assets side of Balance Sheet

In the previous chapter we looked at the liability side of the balance sheet in detail. We will now
proceed to understand the 2nd half of the balance sheet i.e the Asset side of the balance sheet.
The Asset side shows us all the assets the company owns (in different forms) right from its incep-
tion. Assets in simple terms are the resources held by a company, which help in generating the
revenues. Here is the snapshot of the Assets side of the balance sheet:

ACC <
MAooC 1o

Non-current assets

Fixed aszets 10
Tangible assets 6.198.94 3,554.97
Intangible assets 32.96 33.69
Caprtal work-in-progress 1,443 60 1,024.97
Intangible assets under development 3.14 424
7,.678.64 461847
Non-current investments 11 160.76 160.76
Long-term loans and advances 12 567.69 353.52
Other non-current assets 13 1.22 3.43
8,.408.31 5.136.18
Current assets
Inventories 14 3,350.08 2,928.58
Trade receivables 15 4527.89 3,806.77
Cazh and bank balances 16 2,94567 4.107.90
Short-term loans and advances 12 2,119.30 1,656.78
Other current assets 13 4316 68.49
12,986.10 12,568.52
Total 21,3594 .41 17.704.70

As you can see the Asset side has two main sections i.e Non-current assets and Current assets.
Both these sections have several line items (with associated notes) included within. We will look
into each one of these line items.
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7.2 - Non-current assets (Fixed Assets)

Similar to what we learnt in the previous chapter, non-current assets talks about the assets that
the company owns, the economic benefit of which is enjoyed over a long period (beyond 365
days). Remember an asset owned by a company is expected to give the company an economic
benefit over its useful life.

If you notice within the non-current assets there is a subsection called “Fixed Assets” with many
line items under it. Fixed assets are assets (both tangible and intangible) that the company owns
which cannot be converted to cash easily or which cannot be liquidated easily. Typical examples
of fixed assets are land, plant and machinery, vehicles, building etc. Intangible assets are also con-
sidered fixed assets because they benefit companies over a long period of time. If you see, all the
line items within fixed assets have a common note, numbered 10, which we will explore in great
detail shortly.

Here is the snapshot of fixed assets of Amara Raja Batteries Limited:

Fixed assets 10
Tangible assets 6.198.94 3.554.97
Intangible assets 32.96 33.69
Caprital work-in-progress 1,443 60 1,024.97
Intangible assets under development 3.14 4.84
7.678.64 461847
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The first line item ‘Tangible Assets’ is valued at Rs.619.8Crs. Tangible assets consists of assets
which has a physical form. In other words these assets can be seen or touched. This usually in-
cludes plants, machinery, vehicles, buildings, fixtures etc.

Likewise the next line item reports the value of Intangible assets valued at Rs.3.2 Crs. Intangible
assets are assets which have an economic value, but do not have a physical nature. This usually
includes patents, copyrights, trademarks, designs etc.

Remember when we discussed the P&L statement we discussed depreciation. Depreciation is a
way of spreading the cost of acquiring the asset over its useful life. The value of the assets deplete
over time, as the assets lose their productive capacity due to obsolescence and physical wear and
tear. This value is called the Depreciation expense, which is shown in the Profit and Loss account
and the Balance Sheet.

All the assets should be depreciated over its useful life. Keeping this in perspective, when the com-
pany acquires an asset it is called the ‘Gross Block’. Depreciation should be deducted from the
Gross block, after which we can arrive at the ‘Net Block’.

Net Block = Gross Block -Accumulated Depreciation

Note, the term ‘Accumulated’ is used to indicate all the depreciation value since the incorpora-
tion of the company.

When we read tangible assets at Rs.619.8 Crs and Intangible assets at Rs.3.2Crs, do remember the
company is reporting its Net block, which is Net of Accumulated depreciation. Have a look at the
Note 10, which is associated with fixed assets.

NOTE 10: FIXED ASSETS & DEPRECIATION
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At the top of the note you can see the Gross Block, Depreciation/amortization, and Net block be-
ing highlighted. | have also highlighted two net block numbers which tallies with what was men-
tioned in the balance sheet.

Let us look at a few more interesting aspects on this note. Notice under Tangible assets you can
see the list of all the assets the company owns.

NOTE 10: FIXED ASSETS & DEPRECIATION

GROSS BLOCK DEFPRECIATION / AMORTIGATION IMPAIRMENT
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For example, the company has listed ‘Buildings’ as one of its tangible asset. | have highlighted
this part:-

NOTE 10: FIXED ASSETS & DEPRECIATION
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As of 31st March 2013 (FY13) ARBL reported the value of the building at Rs.93.4 Crs. During the
FY14 the company added Rs.85.8Crs worth of building, this amount is classified as ‘additions dur-
ing the year’. Further they also wound up 0.668 Crs worth of building; this amount is classified as
‘deductions during the year’. Hence the current year value of the building would be:

Previous year’s value of building + addition during this year - deduction during the year
93.4 +85.8-0.668
=178.5Crs

You can notice this number being highlighted in blue in the above image. Do remember this is the
gross block of the building. From the gross block one needs to deduct the accumulated deprecia-
tion to arrive at the ‘Net Block’. In the snapshot below, | have highlighted the depreciation section
belonging to the ‘Building’.

NOTE 10 FIXED ASSETS & DEPRECIATION

ARO5SE BLOCK DEFRE LA ION | AMIORT LA TION AP ASROAE (T NET BLOCK
M Aniers  Dedaders Sy for " - Sor Oon A~
Mok 3 e e Vit 3 o Mawh 3 . Mavh ¥
o3 Daanes Pk 013 P Ot vy Pepw Cmbaters w03

As of 31st March 2013 (FY13) ARBL has depreciated Rs.17.2 Crs, to which they need to add Rs.2.8
Crs belonging to the year FY14, adjust 0.376 Crs as the deduction for the year. Thus, the Total De-
preciation for the year is:-

Previous year’s depreciation value + Current year’s depreciation - Deduction for the year
=17.2+2.8-0.376

Total Depreciation=Rs.19.73 Crs. This is highlighted in red in the image above.
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So, we have building gross block at Rs.178.6 Crs and depreciation at Rs.19.73 Crs which gives us a
net block of Rs.158.8 Crs ( 178.6- 19.73). The same has been highlighted in the image below:

NOTE 10: FIXED ASSETS & DEPRECATION
GROLS BOCK DEPRECATION / AMORTEATION ISP ASRALENT NET BLOCX
A;_r. Aodsore . Deductore o for - for & A A

Narch 31 e surg Maxch 31 ol P - Vot 2 = B Maech 30, Maech 30 IS DL
2013 e oo e oo | S| Geitive 3| S| Celators x4 x4 2013

[+ rlangide aiiati e dovempeert 214 45

The same exercise is carried out for all the other tangible and intangible assets to arrive at the To-
tal Net block number.

The next two line items under the fixed assets are Capital work in progress (CWIP) and Intangible
assets under development.

CWIP includes building under construction, machinery under assembly etc at the time of prepar-
ing the balance sheet. Hence it is aptly called the “Capital Work in Progress”. This amount is usu-
ally mentioned in the Net block section. CWIP is the work that is not yet complete but where a
capital expenditure has already been incurred. As we can see, ARBL has Rs.144.3 Crs under CWIP.
Once the construction process is done and the asset is put to use, the asset is moved to tangible
assets (under fixed assets) from CWIP.

The last line item is ‘Intangible assets under development’. This is similar to CWIP but for intangi-
ble assets. The work in process could be patent filing, copyright filing, brand development etc.
This is at a miniscule cost of 0.3 Crs for ARBL. All these costs are added to arrive at the total fixed
cost of the company.

7.3 - Non-current assets (Other line items)

Besides the fixed assets under the non-current assets, there are other line items as well. Here is a
snapshot for the same:
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Non-current investments 7 1 160.76- 160.76 7

Long-term loanz and advances 12 S67.69 353.52
Other non-curmrent assets 13 1.22 3.43

Non-current investments are investments made by ARBL with a long term perspective. This
stands at Rs.16.07 Crs. The investment could be anything - buying listed equity shares, minority
stake in other companies, debentures, mutual funds etc. Here is the partial (as | could not fit the
entire image) snapshot of Note 11. This should give you a perspective.

NOTE 11: NON-CURRENT INVESTMENTS 4
Partxulars As at March 31, 2014 As at March 31, 2013

A_ In Equity Instruments
a. Quoted - Non trade at cost

) 125 Fully paxd up equity shares of T! each

n Standard Battenes Lmited 0.01 0.01
Lezs: Provizion for dimmubon in value 0.01 0.01
c—— e

i 25 Fully pad up equity shaces of T2 each

n Nicco Corporation Limited 0.001 0.001

10.000 Fully paid up equety thares of Tl each

n Exde Industnes Limeted 004 0.04
v) 5.500 Fully pad up equity shares of T1 sach

n HSL Power Systems Limated 0.01 0.01
v 160,000 Fully paid up equity shares of T2 each

n I(VRCL Limeted 021 0.21

23,749 Eully paid up equity zharez of T10 each

n 1081 B8ank Umited 1.01 1.00
sl 227,900 Fully paed up equrty shares of 10 each

n Andhra Bank 228 3588 2.28 355

b. Unquoted - Non trade at Cost

1,128 Fully paed up equrty shares of T10 each

n Indian Lead Limidted 003 0.03
Lezs: Provizion for dimmnubon in value 003 - 0.03
< Unquoted - Trade at Cost
1.206.000 Fully paid up equty thares of T10 each
n Andhra Pradech Gaz Powser Corporation Limited 157.14 157.14

B. In Government Securitws - Non trade at Cost
a) 6 years National Savings Centificates

Lodoed az zecurity with Governmaent decartments

The next line item is long term loans and advances which stand at Rs.56.7Crs. These are loans
and advances given out by the company to other group companies, employees, suppliers, ven-

dors etc.

The last line item under the Non-current assets is ‘Other Non-current assets’ which is at Rs. 0.122
Crs. This includes other miscellaneous long term assets.
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7.4 — Current assets

Current assets are assets that can be easily converted to cash and the company foresees a situa-
tion of consuming these assets within 365 days. Current assets are the assets that a company
uses to fund its day to day operations and ongoing expenses.

The most common current assets are cash and cash equivalents, inventories, receivables, short
term loans and advances and sundry debtors.

Here is the snapshot of the current assets of ARBL:

Current assets

Inventories 14 3,350.08 2,928.58
Trade receivables 1S 4527.89 3.806.77
Cazh and bank balances 16 2,945 67 4.107.90
Short-term loans and advances 12 2,119.30 1,656.78
Other current assets 13 4316 68.49

The first line item on the Current assets is Inventory which stands at Rs.335.0 Crs. Inventory in-
cludes all the finished goods manufactured by the company, raw materials in stock, goods that
are manufactured incompletely etc. Inventories are goods at various stages of production and
hence have not been sold. When any product is manufactured in a company it goes through vari-
ous processes from raw material, to work in progress to a finished good. Snapshot of Note 14 as-
sociated with inventory of the company is as shown below:As
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NOTE 14: INVENTORIES

Particulars

As at March 31, 2014

F mikon

As at March 31, 2013

(Valued at lower of cost or net realisable value)
Raw matenals
Add: Raw matenals in transit

826.36
120.73 |

666.18
264.64

Total Raw matenals 947.0% 930.82
Work-in-process 1,052.11 82895
Finished goods 941.75 536.44
Stock-in-trade 74.56 368.98
Stores and zpares 323.27 25522
Loose tools 6.07 439
Secondary packing matenals and others 5.23 378
Total 3.350.08 2,928.58

As you can see, a bulk of the inventory value comes from ‘Raw material’ and ‘Work-in- progress’.

The next line item is ‘Trade Receivables’ also referred to as ‘Accounts Receivables’. This represents
the amount of money that the company is expected to receive from its distributors, customers
and other related parties. The trade receivable for ARBL stands at Rs.452.7 Crs.

The next line item is the Cash and Cash equivalents, which are considered the most liquid assets
found in the Balance sheet of any company. Cash comprises of cash on hand and cash on de-
mand. Cash equivalents are short term, highly liquid investments which has a maturity date of
less than three months from its acquisition date. This stands at Rs.294.5 Crs. Note 16 associated
with Cash and bank balances is as shown below. As you can see the company has cash parked in

various types of accounts.

NOTE 16: CASH AND BANK BALANCES

Particulars

As at March 31, 2014

T million

As at March 31, 2013

a) Cash and cash equivalents
) Balances with banks

In current accounts 156.95 23837
in deposit accounts 244579 3,6520
in exchange earners foresgn currency account 56.65 30.23|
i) Cheques/drafts on hand 268.15 172.61 |
ui) Cazh on hand 1.09 292863 1.47 4,054 .68

b) Other bank balances in earmarked accounts
Unclaimed dindends
Total

17.04

2.945.67

13.22

4,107.90
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The next line item is short term loans and advances that the company has tendered and which is
expected to be repaid back to the company within 365 days. . It includes various items such as ad-
vances to suppliers, loans to customers, loans to employees, advance tax payments (income tax,
wealth tax) etc. This stands at Rs.211.9 Crs. Following this, is the last line item on the Assets side
and infact on the Balance sheet itself. This is the ‘Other current assets’ which are not considered
important, hence termed ‘Other’. This stands at Rs.4.3 Crs.

To sum up, the Total Assets of the company would now be:-

Fixed Assets + Current Assets

= Rs.840.831 Crs + Rs.1298.61 Crs

= Rs. 2139.441 Crs, which is exactly equal to the liabilities of the company.

With this we have now run through the entire Assets side of the Balance sheet, and infact the
whole of Balance sheet itself. Let us relook at the balance sheet in its entirety:

Pacrtcularn Note As at As at

No March 31, 2014 March 31, 2013
h ders’ fund
“» 1708
| 3 45620 042
1362701 10,598 .14
-ourrent babdibe:
om Do ngs S 47
erred 1 ] o (e 30133
oY ¢ 957 0
1400 37 1 1,144 8)
Current habidites
g we— - ~ ~
pa .3 84
1566 N .
* ™ e <8187 : 3 oC
£33 | €781a3
L L 2139441 17.704 70 |
wrent assets
A
g 198 94 9
3 32 9
P P : 1.443 00 49
der de o 14 454
™~ 180 76 80 T4
~ 709
8,408 31 S.136.18

12,986 10 12 368 32
Yotal |_213%4 41 1270870 )

As you can see in the above, the balance sheet equation holds true for ARBL’s balance sheet,

Asset = Shareholders’ Funds + Liabilities
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Do remember, over the last few chapters we have only inspected the balance sheet and the P&L
statements. However, we have not analyzed the data to infer if the numbers are good or bad. We
will do the same when we look into the financial ratio analysis chapter.

In the next chapter, we will look into the last financial statement which is the cash flow state-
ment. However, before we conclude this chapter we must look into the many ways the Balance
sheet and the P&L statement are interconnected.

7.5 - Connecting the P&L and Balance Sheet

Let us now focus on the Balance Sheet and the P&L statement and the multiple ways they are con-
nected (or affect) to each other.

Have a look at the following image:

Connecting the P&L and Balance Sheet

Sales Revenue ----> |Receivables and Cash Balance
Operating Expenses ----> |Inventory and Trade Payables
Depreciation & Amortization ----> |Accumulated Depreciation
Other Income ----> |Investments

Finance Cost ----> |Debt

PAT ----> |Shareholders Equity

In the image above, on the left hand side we have the line items on a typical standard P&L state-
ment. Corresponding to that on the right hand side we have some of the standard Balance Sheet
items. From the previous chapters, you already know what each of these line items mean. How-
ever, we will now understand how the line items in the P&L and the Balance Sheet are connected
to each other.

To begin with, consider the Revenue from Sales. When a company makes a sale it incurs ex-
penses. For example if the company undertakes an advertisement campaign to spread aware-
ness about its products, then naturally the company has to spend cash on the campaign. The
money spent tends to decrease the cash balance. Also, if the company makes a sale on credit, the
Receivables (Accounts Receivables) go higher.
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Operating expenses includes purchase of raw material, finished goods and other similar ex-
penses. When a company incurs these expenses, to manufacture goods two things happen. One,
if the purchase is on credit (which invariably is) then the Trade payables (accounts payable) go
higher. Two, the Inventory level also gets affected. Whether the inventory value is high or low, de-
pends on how much time the company needs to sell its products.

When companies purchase Tangible assets or invest in Brand building exercises (Intangible as-
sets) the company spreads the purchase value of the asset over the economic useful life of the as-
set. This tends to increase the depreciation mentioned in the Balance sheet. Do remember the
Balance sheet is prepared on a flow basis, hence the Depreciation in balance sheet is accumu-
lated year on year. Please note, Depreciation in Balance sheet is referred to as the Accumulated
depreciation.

Other income includes monies received in the form of interest income, sale of subsidiary compa-
nies, rental income etc. Hence, when companies undertake investment activities, the other in-
comes tend to get affected.

As and when the company undertakes Debt (it could be short term or long term), the company
obviously spends money towards financing the debt. The money that goes towards financing the
debt is called the Finance Cost/Borrowing Cost. Hence, when debt increases the finance cost
also increases and vice versa.

Finally, as you may recall the Profit after tax (PAT) adds to the surplus of the company which is a
part of the Shareholders equity.
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Key takeaways from this chapter

1. The Assets side of the Balance sheet displays all the assets the company owns

2. Assets are expected to give an economic benefit during its useful life

3. Assets are classified as Non-current and Current asset

4. The useful life of Non-current assets is expected to last beyond 365 days or 12 months
5. Current assets are expected to payoff within 365 days or 12 months

6. Assets inclusive of depreciation are called the ‘Gross Block’

7. Net Block = Gross Block - Accumulated Depreciation

8. The sum of all assets should equal the sum of all liabilities. Only then the Balance sheet is
said to have balanced.

9. The Balance sheet and P&L statement are inseparable. They are connected to each other
in many ways.
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CHAPTER 8

The Cash Flow statement

8.1 - Overview

The Cash flow statement is a very important financial statement, as it reveals how much cash the
company is actually generating. Is this information not revealed in the P&L statement you may
think? Well, the answer is both a yes and a no.

Consider the following scenario.

Assume a simple coffee shop selling coffee and short eats. All the sales the shop does is mostly
on cash basis, meaning if a customer wants to have a cup of coffee and a snack, he needs to have
enough money to buy what he wants. Going by that on a particular day, assume the shop man-
ages to sell Rs.2,500/- worth of coffee and Rs.3,000/- worth of snacks. It is evident that the shop’s
income is Rs.5,500/- for that day. Rs.5,500/- is reported as revenues in P&L, and there is no ambi-
guity with this.

Now think about another business that sells laptops. For sake of simplicity, let us assume that

the shop sells only 1 type of laptop at a standard fixed rate of Rs.25,000/- per laptop. Assume on a
certain day, the shop manages to sells 20 such laptops. Clearly the revenue for the shop would be
Rs.25,000 x 20 = Rs.500,000/-. But what if 5 of the 20 laptops were sold on credit? A credit sale is
when the customer takes the product today but pays the cash at a later point in time. In this situa-
tion here is how the numbers would look:

Cash sale: 15 * 25000 = Rs.375,000/-
Credit sale: 5 * 25000 = Rs.125,000/-
Total sales: Rs.500,000/-

If this shop was to show its total revenue in its P&L statement, you would just see a revenue of

Rs.500,000/- which may seem good on the face of it. However, how much of this Rs.500,000/- is
actually present in the company’s bank account is not clear. What if this company had a loan of
Rs.400,000/- that had to be repaid back urgently? Even though the company has a sale of
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Rs.500,000 it has only Rs.375,000/- in its account. This means the company has a cash crunch, as
it cannot meet its debt obligations.

The cash flow statement captures this information. A statement of cash flows should be pre-
sented as an integral part of an entity’s financial statements. Hence in this context evaluation of
the cash flow statement is highly critical as it reveals amongst other things, the true cash position

of the company.

To sum up, every company’s financial performance is not so much dependent on the profits
earned during a period, but more realistically on liquidity or cash flows.

8.2 - Activities of a company

Before we go ahead to understand the cash flow statement, it is important to understand ‘the ac-
tivities’ of a company. If you think about a company and the various business activities it under-
takes, you will realize that the company’s activities can be classified under one of the three stan-
dard baskets. We will understand this in terms of an example.

Imagine a business, maybe a very well established fitness center (Talwalkars, Gold’s Gym etc)
with a sound corporate structure. What are the typical business activities you think a fitness cen-
ter would have? Let me go ahead and list a few business activities:

1. Display advertisements to attract new customers
2. Hire fitness instructors to help clients in their fitness workout
3. Buy new fitness equipments to replace worn out equipments

4, Seek short term loan from bankers

5. Issue a certificate of deposit for raising funds
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6. Issue new shares to a few known friends to raise fresh capital for expansion (also called
preferential allotment)

7. Invest in a startup company working towards innovative fitness regimes
8. Park excess money (if any) in fixed deposits

9. Invest in a building coming up in the neighborhood, for opening a new fitness center
sometime in the future

10. Upgrade the sound system for a better workout experience

As you can see the above listed business activities are quite diverse however they are all related
to the business. We can classify these activities as:

1. Operational activities (OA): Activities that are directly related to the daily core business
operations are called operational activities. Typical operating activities include sales, mar-
keting, manufacturing, technology upgrade, resource hiring etc.

2. Investing activities (IA): Activities pertaining to investments that the company makes
with an intention of reaping benefits at a later stage. Examples include parking money in in-
terest bearing instruments, investing in equity shares, investing in land, property, plant and
equipment, intangibles and other noncurrent assets etc

3. Financing activities (FA): Activities pertaining to all financial transactions of the com-
pany such as distributing dividends, paying interest to service debt, raising fresh debt, issu-
ing corporate bonds etc

All activities a legitimate company performs can be classified under one of the above three men-
tioned categories.

Keeping the above three activities in perspective, we will now classify each of the above men-
tioned activities into one of the three categories /baskets.

1. Display advertisements to attract new customers - OA

2. Hire fitness instructors to help customers with their fitness workout - OA

3. Buy new fitness equipment to replace worn out equipments - OA

4. Seek a short term loan from bankers —.

5. Issue a certificate of deposit (CD) for raising funds - l

6. Issue new shares to few known friends to raise fresh capital for expansion (also called pref
erential allotment) - l

7. Invest in a startup company working towards innovative fitness regimes - l

8. Park excess money (if any) in fixed deposit - l
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9. Invest in a building coming up in the neighborhood for opening a new fitness center some-

time in the future —I

10. Upgrade the sound system for better workout experience- OA

Now think about the cash moving in and out of the company and its impact on the cash balance.

Each activity that the company undertakes has an impact on cash. For example “Upgrade the

sound system for a better workout experience” means the company has to pay money towards

the purchase of a new sound system, hence the cash balance decreases. Also, it is interesting to

note that the new sound system itself will be treated as a company asset.

Keeping this in perspective, we will now understand for the example given above how the various

activities listed would impact the cash balance and how would it impact the balance sheet.

) Treated as an asset
Expenditure towards .
1 OA ) Decreases as itincreases the
advertisement
brand value
Treated as an asset
Expenditure towards asitincreases the
2 OA ) Decreases
new recruits company’s
intellectual capital
Expenditure towards
3 OA ) Decreases Treated as asset
new equipment
Loan means cash S
4 FA _ ) Loan is a liability
inflow to business
Deposits via CD means ) o
5 FA , CDis a liability
cash inflow
. Treated as a liability
Issue of fresh capital ,
6 FA , as share capital
means cash inflow )
increases
Investment in startup Investment is an
7 1A Decreases
means cash outflow asset
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Money parked in FD Equivalent to cash,
8 1A means cash going Decreases hence considered
out of business an asset

Investment in

building means Gross block
9 A ) Decreases )
cash going out of considered an asset
business

Expenditure
10 OA towards the sound Decreases Treated as an asset
system

The table above is colour coded:

1. Increase in cash is colour coded in blue
2. Decrease in cash is colour coded in red
3. Assets are colour coded in green and
4, Liabilities are colour coded in purple.

If you look through the table and start correlating the ‘Cash Balance’ and ‘Asset/Liability’ you will
observe that:

1. Whenever the liabilities of the company increases the cash balance also increases
a. This means if the liabilities decreases, the cash balance also decreases

2. Whenever the asset of the company increases, the cash balance decreases
a. This means if the assets decreases, the cash balance increases

The above conclusion is the key concept while constructing a cash flow statement. Also, extend-
ing this further you will realize that each activity of the company be it operating activity, financing
activity, or investing activity either produces cash (netincrease in cash) or reduces (net decrease
in cash)the cash for the company.
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Hence the total cash flow for the company will be:-

Cash Flow of the company = Net cash flow from operating activities + Net Cash flow from
investing activities + Net cash flow from financing activities

8.3 — The Cash Flow Statement

Having some insight into the cash flow statement, you would now appreciate the fact that you
need to look into the cash flow statement to review the company from a cash perspective.

Typically when companies present their cash flow statement they split the statement into three
segments to explicitly show how much cash the company has generated across the three busi-
ness activities. Continuing with our example from the earlier chapters, here is the cash flow state-
ment of Amara Raja Batteries Limited (ARBL):

Particulars Year ended Year ended
March 31, 2014 March 31, 2013

CASH FLOW FROM OPERATING ACTIVITIES

Proft before tax from continuing operations | 5.366.70 4.218.17

Add/(Less): Adjustments fce

a. Deprecaton 636.69 | §77.20

b. Amortestion 11.04] 8.20

c. Impairment lozz °.92

d. Net income on sale of tangible fued assets (2.26) | 10.04

e. Tangble fixed assets written off 24 50 7

f. Donation of tangible fxed azset 0.03 .

g Interest paid on working capital fackties 0.03 | 0.11

h. Prowzionz and credit balancesz written back (3.90) (6.44

1. Bad debts written off 3233 234

j. Prowzion for doubtful trade recesvables and advances (net) (30.50) (3863

k. Exchange gain on reststement - other than borrovengs (net (33.81) (13.18

|, Prowsion for leave encasthment 1483 | 3343

m. Provzion for graturty 6.75| 874

n. Prowsion for waranty (40.22) | 156,14

o. Diwdend recerved (144.19) 14527

p. Inferest recened on bank and other deposits [137.54) 112.29

q Interest on INCOMe tax 6 70v 2.03

r. Prowzion for wealth tax 2.00 342 48 83 596.40
Operating profit before working capital changes | 5709.18 481457
Add/Lezz) Aduztments for working captal changes

2. Increate i irvveriones 421.50) 262 41

b. Increaze in trade recervablesz (711.71) S71.57

. Increaze i loanz and advance: (445.72) | 42149

d Increaza{decreaze) in trade payablez (77.73) 490.32

e. Increaze in other current habdtiez 34123 (1.31543) 671.36 (93.79)
Cash generated from operations 439375 472078
lezs: 3. Income tax 1,604.42 | 1,365.95

b, Wealth tax 1.83 1.606.25 0.18 1.366.13

lNﬂ cazh from operating activities - A 2,787.50 335465 I
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| will skip going through each line item as most of them are self explanatory, however | want you
to notice that ARBL has generated Rs.278.7 Crs from operating activities. Note, a company which
has a positive cash flow from operating activities is always a sign of financial well being.

Here is the snapshot of ARBL’s cash flow from investing activities:

CASH FLOW FROM INVESTING ACTIVITIES
a. Purchase of tangible fixed assets (3,303.66) (724.78)
b. Purchaze of intangible fixed assets (10.30) (20.97
¢. Increase in capital work-in-progress (423.26) (718.50)
d. Decrease/increaze) in intangible assets under development 1.69 (0.25)
e. Sale of tangible fixed azzets 498 1,80
g. Interest received on bank and other deposits 137.94 112.29
h. Dividend received 14419 145.27
Net cash from investing activities - B (3,448.42) (1,205.14)

As you can see, ARBL has consumed Rs.344.8 Crs in its investing activities. This is quite intuitive

as investing activities tend to consume cash. Also remember healthy investing activities foretells
the investor that the company is serious about its business expansion. Of course how much is con-
sidered healthy and how much is not, is something we will understand as we proceed through
this module.

Finally, here is the snapshot of ARBL’s cash balance from financing activities:

Particulars Year ended Year ended
March 31, 2014 March 31, 2013

Ill. CASH FLOW FROM FINANCING ACTIVITIES V : 7
a. Short term borrowings from banks availed / repaid (13.70) 4259
b. Interest free sales tax deferment repaid (13.67) 7 (16.92)
c. Interest paid on working capital faalities (0.03) (0.11)
d. Dividend paid (430.45) (322.84)
e. Dividend tax paid (73.15) (52.37)

Net cash from financing activities - C (531.00) (349.65)I

ARBL consumed Rs.53.1Crs through its financing activities. If you notice the bulk of the money

went in paying dividends. Also, if ARBL takes on new debt in future it would lead to an in-
crease in the cash balance (remember increase in liabilities, increases cash balance). We know
from the balance sheet that ARBL did not undertake any new debt.
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Let us summarize the cash flow from all the activities:

Operating Activities 278.7 3354

Investing Activities -344.8 -120.05

Financing Activities -53.1 -34.96
Total -119.19 179.986

This means the company consumed a total cash of Rs.119.19 Crs for the financial year 2013 -2014.
Fair enough, but what about the cash from the previous year? As we can see, the company gener-
ated Rs.179.986 Crs through all its activities from the previous year. Here is an extract from ARBL’s

cash flow statement:

Opening cash and cash equivalents ¢ 409468 2,283.19

Add: Net increasef{decrease) in cash and cash equivalents (1,191.92) 1,799.86

Add: Effect of foreign exchange differences on reztatement of 25.87 11.63
cach and cach equivalents

Closing cash and cash equivalents 2.928.63 M

Look at the section highlighted in green (for the year 2013-14). It says the opening balance for the
year is Rs.409.46Crs. How did they get this? Well, this happens to be the closing balance for the
previous year (refer to the arrow marks). Add to this the current year’s cash equivalents which is
(Rs.119.19) Crs along with a minor forex exchange difference of Rs.2.58 Crs we get the total cash
position of the company which is Rs.292.86 Crs. This means, while the company guzzled cash on
a yearly basis, they still have adequate cash, thanks to the carry forward from the previous year.

Note, the closing balance of 2013-14 will now be the opening balance for the FY2014 - 15. You can
watch out for this when ARBL provides its cash flow numbers for the year ended 31st March 2015.

At this point, let us run through a few interesting questions and answers:

1. What does Rs.292.86 Crs actually state?
a. This literally shows how much cash ARBL has in its various bank accounts
2. What is cash?

a. Cash comprises cash on hand and demand deposits. Obviously, this is a liquid asset
of the company
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3. What are liquid assets?

a. Liquid assets are assets that can be easily converted to cash or cash equivalents
4, Are liquid assets similar to ‘current items’ that we looked at in the Balance sheet?

a. Yes, you can think of it that way

5. If cash is current and cash is an asset, shouldn’t it reflect under the current asset on the
Balance sheet?

a. Exactly and here it is. Look at the balance sheet extract below.

ASSETS
Non-current assets

Fixed azzets 10
Tangible assets 6.198.94 3.554.97
Intangible assets 32.96 33.69
Caprital work-in-progress 1,443 60 1,024.97
Intangible assets under development 3.14 4. 84
7.678.64 461847
Non-current investments 11 160.76 160.76
Long-term loans and advances 12 567.69 353.52
Other non-current assets 13 1.22 3.43
8,408.31 5.136.18
Current assets
Inventones 14 3,350.08 2,928.58
—llade [eceivabloc 1S 4527 20 3 20677
Cazh and bank balances 16 2,945 67 4,107.90
Short-term loans and advances 12 2,11930 1,656.78
Other current assets 13 4316 68.49
12,986.10 12,568.52

Clearly, we can now infer that the cash flow statement and the balance sheet interact with each
other. Thisisin line with what we had discussed earlieri.e all the three financial statements are
interconnected with each other.

8.4 — A brief on the financial statements

Over the last few chapters we have discussed the three important financial statements of the
company i.e the P&L statement, the Balance Sheet and the Cash Flow statement of the company.
While the Cash flow and P&L statement are prepared on a standalone basis (representing the fi-
nancial position for the given year), the Balance Sheet is prepared on a flow basis.

The P&L statement discusses how much the company earned as revenues versus how much the
company expended in terms of expenses. The retained earnings of the company also called the
surplus of the company are carried forward to the balance sheet. The P&L also incorporates the

zerodha.com/varsity


http://www.zerodha.com/varsity
http://www.zerodha.com/varsity

depreciation number. The depreciation mentioned in the P&L statement is carried forward to the
balance sheet.

The Balance Sheet details the company’s assets and liabilities. On the liabilities side of the Bal-
ance sheet the company represents the shareholders’ funds. The assets should always be equal
to the liabilities, only then do we say the balance sheet has balanced. One of the key details on
the balance sheet is the cash and cash equivalents of the firm. This number tells us, how much
money the company has in its bank account. This number comes from the cash flow statement.

The cash flow statement provides information to the users of the financial statements about the
entity’s ability to generate cash and cash equivalents as well as indicates the cash needs of a com-
pany. The statement of cash flows are prepared on a historical basis providing information about
the cash and cash equivalents, classifying cash flows in to operating, financing and investing ac-
tivities. The final number of the cash flow tells us how much money the company has in its bank
account.

We have so far looked into how to read the financial statements and what to expect out of each
one of them. We have not yet ventured into how to analyze these numbers. One of the ways to
analyze the financial numbers is by calculating a few important financial ratios. In fact we will fo-
cus on the financial ratios in the next few chapters.
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Key takeaways from this chapter

1. The Cash flow statement gives us a picture of the true cash position of the company

2. A legitimate company has three main activities - operating activities, investing activities
and the financing activities

3. Each activity either generates or drains money for the company

4. The net cash flow for the company is the sum of operating activities, investing activities
and the financing activities

5. Investors should specifically look at the cash flow from operating activities of the com-
pany

6. When the liabilities increase, cash level increases and vice versa

7. When the assets increase, cash level decreases and vice versa

8. The net cash flow number for the year is also reflected in the balance sheet

9. The Statement of Cash flow is a useful addition to the financial statements of a company
because it indicates the company’s performance.
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