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The  less  prudence  with  which  others  conduct  their  affairs,  the  greater  the  prudence  with
which  we  should  conduct  our  own  affairs”  –  Warren  Buffett.  High  corporate  governance
standards and prudent capital allocation are few of the key requisites in Multi-Act investment
philosophy.  In  the  below  article,  we  discuss  certain  quality  of  earnings  and  corporate
governance issues encountered while working on a company.

1.  Working  capital  management  /  receivables  discounting  –  Companies  often  resort  to
receivables discounting to get early payment and ease the working capital requirement. It is
important to analyze the trend in discounting / securitization to understand true working
capital requirement.

Company under the discussion had been discounting its receivables. Moreover from 2015
onwards it has disclosed in the Annual report that ‘Company has retained the credit risk and
continued to recognize the transferred receivables in their entirety in the balance sheet.’ I.e.
started recording discounted receivables as both receivables and other current liabilities.
Thus one should look at adjusted (for receivables discounted) receivable days and cash
conversion cycle to get true picture of working capital.  As can be seen below, adjusted
receivable days were ~ 2 x the reported receivable days during 2009-14.

2. Excessive leverage – Excessive leverage could act as double edge sword (especially in
cyclical business) – it magnifies the returns on the higher side during up cycle and on lower
side during downscale. Thus it is important to analyze the debt levels w.r.t D/E, repayment
capability, cost of borrowings, use of funds etc.

Company  under  the  discussion  has  over  the  years  raised  debt  to  fund  CAPEX  and
acquisitions. Over last 2-4 years there has been significant jump in net debt.
Some of the borrowed funds have been diverted towards “Loans to body corporates” in last
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few years, resulting in poor D/E ratio and Net Debt/OCF coverage ratio. High interest cost has
impacted the profitability.
Calculated Cost of debt is unusually higher (though as per Notes to Accounts interest rate
charged is MCLR + 1-2%), similarly average yield on cash + deposits + loans is quite higher.
While, adequate disclosures are unavailable explaining this, it could be the case that Debt /
ICDs are being under-reported or Debt / ICD levels are higher during the year as compared to
year end.

3. Loans to body corporates: A corporate governance issue –

Company has given certain loans to other body corporates. These body corporates are not
disclosed under related party transactions.
In  last  3-4  years  there  is  significant  increase  in  net  debt  and  at  the  same  time  there  is
increase in these loans in absolute terms as well as % of Net worth and Net debt, indicating
that borrowed funds were diverted to give loans rather than for business operations.
Calculated interest yield on loans is too high indicating poor credit rating of the borrower and
actual loans given during the year might be much higher than the closing balance.
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4. Increase in pledged shares: A corporate governance issue – Increasing leverage, high
pledge  shares,  rating  downgrades  –  all  indicate  poor  corporate  governance  and  poor
fundamentals.

While investors have been focusing on growth and thus indirectly on the income statement,
analyzing the balance strength and promoter  intent  /  corporate governance is  of  equal
importance.

In the above case, all of the issues were clearly visible from thorough assessment of publicly
available information, all one needs to do is deep dive into the information to assess the
quality of earnings and corporate governance.
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Disclaimer –This should be construed as any investment recommendation.

This is an Internal Document and meant for only limited circulation. This document has been solely prepared for the Clients

of Multi-Act Equity Consultancy Private Limited (MAECL) and is not meant for circulation to any third party.

The information is prepared on the basis of publicly available information, internally developed data and other sources

believed to be reliable. MAECL does not solicit any course of action based on the information provided by it and the investor

is advised to exercise independent judgment and act upon the same based on its/his/her sole discretion based on their own

investigations and risk-reward preferences.

MAECL,  its  associates  or  any  of  their  respective  directors,  employees,  affiliates  or  representatives  do  not  assume  any

responsibility for, or warrant the accuracy, completeness, adequacy and reliability of such information and consequently are

not  liable  for  any  direct,  indirect,  special,  incidental,  consequential,  punitive  or  exemplary  damages,  including  lost  profits

arising in any way for decisions taken based on the said information.

The Client shall at all times keep such information / data and material provided by MAECL strictly confidential and will not

use, share or disclose such information to any third party.

It is stated that, as permitted by SEBI Regulations and the Company’s Employee Dealing Policy, MAECL and/or its associates,

employees,  affiliates  and/or  individuals,  clients  of  MAECL’s  portfolio  management  services,  thereof  may  have  positions  in

securities referred to in the information provided by it and may make purchases or sale thereof while the information is in

circulation.

The contents herein – information or views – do not amount to distribution, guidelines, an offer or solicitation of any offer to

buy or sell any securities or financial instruments, directly or indirectly, in the United States of America (US), in Canada, in

jurisdictions where such distribution or offer is not authorized and in FATF non-compliant jurisdiction and are particularly not

for US persons (being persons resident in the US, corporations, partnerships or other entities created or organized in or

under the laws of the US or any person falling within the definition of the term “US person” under Regulation S promulgated

under the US Securities Act of 1933, as amended) and persons of Canada.

General risk factors

Securities investments are subject  to market risks and there is  no assurance or guarantee that the objective of  the

investments will be achieved.
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As with any investment in securities, value of the Client’s investments can go up or down depending on the factors and

forces affecting the capital market. MAECL is neither responsible nor liable for any losses resulting from such factors.

The information on investments is subject to external risks such as war, natural calamities, and policy changes of local /

international markets which affect stock markets.

MAECL  has  renewed  SEBI  PMS  registration  effective  October  14,  2014  and  has  commenced  its  portfolio  management

activities with effect from January 2011. However MAECL has more than 10 years of experience in managing its own funds

invested in the domestic market.


