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THE SCANNER

The ‘why’ and ‘how’ 
of identifying rogue 
companies

Mul�-Act Newsle�er August 2023
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With the plethora of investable companies listed on the stock exchange, selec�on becomes key to crea�ng a long-term 
por�olio that is capable of genera�ng enhanced risk adjusted returns. This is the general belief. What if we were to tell you that 
the general belief is not en�rely accurate? Would that change the way you create your investment por�olio? Undeniably, 
selec�ng good companies that are capable of genera�ng the required returns is almost table stakes in the industry. However, 
before we jump to selec�on, there is one key element that many people ignore, i.e., elimina�on. A long-term por�olio needs 
to be robust and able to weather the ebbs and flows of the market. Integral to crea�ng such a por�olio is inves�ng in quality 
companies that have a low probability of going ‘rogue’.

The fact of the ma�er is that the investment universe is peppered with rogue companies that inadvertently find their way into 
investor por�olios and have a dispropor�onate impact on overall por�olio returns. Take for example an Indian company 
engaged in the medical equipment business. The company’s 12-year average Return on Equity (RoE) and Return on Capital 
Employed (RoCE) was 33% and 23%, respec�vely. As a result, the company was perceived as a compelling investment op�on by 
many managers on the street and was in fact, a part of at least 20 mutual fund por�olios in the period 2005-2012.     

However, our analysis of the company’s financials revealed that the earnings may not be reliable. During the 2005-2012 period, 
the M-Score (one of the many factors in our analysis) of the company indicated high risk in all the years, mainly due to high 
accruals and high inorganic and organic sales growth. This was reflected in poor free cash flow (FCF) genera�on which stood at 
-26% of the net earnings over its history. Nega�ve FCF genera�on by the company was primarily because of high growth, high 
working capital, and capex.  

During this period, most market par�cipants chose to ignore the nega�ve cash flows and instead focused on the company’s 
prevailing growth numbers and future poten�al. Subsequently, the debt on the company’s balance sheet kept piling and its 
dependence on capital markets for growth and survival increased manifold. Due to limited tangible assets, most market 
par�cipants valued the company based on its earnings poten�al (as is the case for companies in that industry). However, a 
deeper analysis of reported fundamentals would have revealed that those earnings were suspect and needed further 
inves�ga�on. 

Our analysis also suggested that the company had adopted debatable accoun�ng prac�ces like capitalising R&D expenses, 
channel stuffing, and rou�ng transac�ons through net worth directly. Some ques�onable accoun�ng treatment of goodwill on 
consolida�on of subsidiaries in FY 2012 further accentuated the risk pertaining to Quality of Earnings (QoE). The market 
eventually recognised issues with the company, resul�ng in a more than 90% correc�on in stock price and significant erosion 
in por�olio value. This is what we would call a classic rogue company. The above example underscores the need to proac�vely 
iden�fy rogue companies and eliminate them in the ini�al stock filtra�on process. 

Mul�-Act has developed a systema�c approach for assessing the QoE. The main goal of this system is to assess the extent to 
which a company’s financials reflect economic reality and the sustainability of the past performance of the company without 
the need to con�nuously tap the capital markets. It has consistently served as a good tool to iden�fy rogue companies and can 
be used by investors to eliminate the rogue companies before implemen�ng their custom selec�on criteria.
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Rogue companies are primarily those companies that have poor QoE. While there are myriad ways to assess a company’s quality of earnings, 
below are a few common indicators that can help you iden�fy rogue companies.  

• Poor corporate governance: Engaging in accoun�ng manipula�ons, excessive related party transac�ons, complex company structures, 
etc.

• Poor fundamentals: Lack of / low opera�ng cash flow genera�on, con�nued poor returns, high leverage, etc. 

• Aggressive capital alloca�on: Frequent acquisi�ons at high valua�ons, aggressive capacity expansion, venturing into unrelated business 
segments, etc.

In your opinion, what are rogue companies?

Inves�ng in rogue companies can lead to 100% capital erosion. Take the example of Gitanjali Gems which fell from a price of ~Rs. 600 in 
June 2013 to ~Rs. 224 by 1st July of the same year and then to Rs. 73 by the end of July. Today, the stock trades at Re. 1. The sharp decline 
was in response to the market recognising the issues that had already been brewing in the company and accordingly assigning it a steep 
discount to even its net-net value. 

It shows us that if the QoE is poor, no amount of margin of safety is sufficient to protect you from permanent loss of capital. If you conclude 
that a company is of poor quality, it is prudent to stay away from that company, no ma�er how a�rac�ve the stock price or valua�on 
appears to be. Any number, no ma�er how high, when mul�plied by zero results in a zero. It is important to iden�fy such landmines in 
advance and avoid them in your por�olio.  

Let’s look at two hypothe�cal por�olios. Both por�olios have two common companies and one unique company. Company C’s stock price 
is growing slowly at a 10% pa. Whereas Company D grew at 30% ini�ally but in Year 2, lost 90% of its value. And that resulted in significant 
underperformance of Por�olio B against Por�olio A. 

Why is it cri�cal to assess the probability of a company going rogue?

Por�olio B

Company A 33.0 38.0 43.6 50.2 57.7 15.0%

Company B 33.0 39.6 47.5 57.0 68.4 20.0%

Company D 33.0 42.9 4.3 4.7 5.2 -37.0%

22% -21% 17% 17%

Total Por�olio 99.0 120.5 95.5 111.9 131.3 7.3%

Year 0 Year 1 Year 2 Year 3 Year 4 CAGR

Por�olio A

Company A 33.0 38.0 43.6 50.2 57.7 15.0%

Company B 33.0 39.6 47.5 57.0 68.4 20.0%

Company C 33.0 36.3 39.9 43.9 48.3 10.0%

Growth

Growth

15% 15% 15% 15%

Total Por�olio 99.0 113.9 131.1 151.1 174.5 15.2%

Year 0 Year 1 Year 2 Year 3 Year 4 CAGR

Q&A

Nimisha Pandit, CFA
Associate Director & Head of Research at Mul�-Act
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• Aggressive or ques�onable accoun�ng prac�ces  

• High accruals i.e. earnings not supported by opera�ng 
cashflows

• Heavy reliance on capital markets (debt or equity) for day to 
day opera�ons or expansion

• High leverage 

What are the 4 major red flags that 
investors need to look out for?

Over the last two decades, we have studied the annual reports of 
more than 1,000 companies. Based on our cumula�ve 
experience we have developed exper�se in evalua�ng QoE. 
Comprehensive checklists have been established to proac�vely 
iden�fy red flags in companies. Our analysts have been trained to 
dissect the earnings in a focused, process oriented, and 
methodological way. We supplement our QoE analysis with 
independent sta�s�cal scores like M-Score, F Score, and AZS 
Score.  Further, we have automated screening for the most 
common red-flags and have also developed a proprietary QoE 
Score to evaluate the earnings quality of a large number of 
companies on an automated basis. Our mul�-layered process of 
QoE analysis aids in keeping any behavioural biases in check. 

What is the Mul�-Act way of iden�fying 
poten�ally rogue companies?

While screening companies:  

• Understand the accoun�ng policies employed by the 
company vis-a-vis GAAP and global peers 

• Evaluate if reported financials reflect the true economic 
earnings of the business

• Understand sources of revenue growth and net profits to 
determine sustainability of growth and earnings

• Assess the balance sheet to determine financial strength and 
liquidity risk

• Analyse corporate governance ac�ons to determine if 
minority shareholders are treated fairly. Corporate 
governance analysis includes shareholding pa�ern, vo�ng 
rights, pledged shares, related party transac�ons, promoter’s 
background, etc. 

• Assess capital alloca�on decisions especially with respect to 
Mergers & Acquisi�ons (M&A) and buy back of shares to 
determine if management decisions have created value for 
shareholders over the long term

Any specific strategies that you would 
recommend for proofing your por�olio from 
rogue companies?

Mul�-Act Trade and Investments Private Limited (MATI) is a SEBI Registered Investment Advisor having Registra�on No. INA000008589. It provides investment advisory 
and affiliated research services to its clients. Research data and reports shared with clients and public at large through electronic medium are for informa�on and general 
reading purpose only and neither does it cons�tute any guidelines or recommenda�ons on any course of ac�on to be followed by the reader/receiver nor does it solicit 
buying or selling of any securi�es or financial product. The informa�on in this newsle�er is prepared on the basis of publicly available informa�on, internally developed 
data and other sources believed to be reliable. The informa�on prepared by MATI does not contain and is not based on any non-public, material informa�on considered 
price sensi�ve or otherwise. The recipient of informa�on is advised to exercise independent judgment and act upon the same based on their sole discre�on, own 
inves�ga�ons, and risk-reward preferences. 

The opinions (if any) expressed in the newsle�er by MATI are personal opinion and the same are relevant to the date of the report, which, with reasonable passing of �me 
and based on market condi�ons, are subject to change without no�ce. 

Any direct or indirect reproduc�on or duplica�on or distribu�on of the newsle�er, without the wri�en consent of MATI, will be considered an infringement. 

MATI, its associates or any of their respec�ve directors, employees, affiliates or representa�ves do not assume any responsibility for, or warrant the accuracy, 
completeness, adequacy and reliability of such informa�on and consequently are not liable for (a) any decisions taken based on the same or (b) any direct, indirect, special, 
incidental, consequen�al, puni�ve or exemplary damages, including lost profits arising in any way from the informa�on. 

It is stated that, as permi�ed by SEBI Regula�ons and the Company’s Employee Dealing Policy, MATI and/or its associates, affiliates and/or individuals thereof may have 
interests in securi�es, if any, referred to in the informa�on provided and may make purchases or sale thereof while the informa�on is in circula�on. 

Investment in securi�es market is subject to market risks. Read all the related documents carefully before inves�ng. 

Registra�on granted by SEBI, membership of BASL and cer�fica�on from NISM in no way guarantee performance of the intermediary or provide any assurance of returns 
to investors. 
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