—

i Z o3RIz °

NARE TG, RIOVEUAM ST ARTIER, REHH
HEAEEMR—RAZAMHRRAE, RERKRPFHUS
MM RZ EHV FEE—HITRIIENRT, ZEEE
AR, LR—NERFARNMEEE; PRE—RAZ
BEEREK; TR—USRIRAE,

We will focus on the topic of financial analysis from
this issue, to carry out a series of discussion on the three
important phases of investment acquisition due diligence
before investment, financial analysis during investment and
financial control after investment. The subjects of Part One,
Part Two and Part Three are respectively: “Financial Control
on Investee Company” , “Strategic Policy of Investment”
and “Financial due diligence” .
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The issue about financial control of the third phase is
discussed firstly because we think the essential purpose of
investment is result oriented, that is the investment decision
depends on financial control objective and responsible
investigation content serves for investment decision method.
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In recent seven years, CPL has been committed to
assisting the investors of top—500 enterprises to invest or
acquire the domestic enterprises of China. Seen from our
experience in the past, the ability of financial control after
investment has great influence on the effect of investment
acquisition. After finishing investing or acquiring, it is necessary
to take financial control on investee company according to
the successful value factor concerned by investor, including
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to optimize the financial management system and work
responsibility; help investee company establish the financial
budget accordant with the investment strategy of shareholder
and the tax policy of China; take the variance analysis on
actual performance and financial budget; and submit the
financial report regularly.
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As for the investment structure at present, investee
company often has two characteristics: in emerging industry
and at high—growth stage. These characteristics are
challenging the financial control and performance evaluation
of company. Different from the mature enterprises in traditional
industry, high—growth companies can hardly be evaluated by
price earning ratio (PE) and other common indexes because
some of these companies are still in the deficit status at
present, such as internet companies.
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Additionally, emerging market also has its special risk,
such as market uncertainty. According to the risk return
matching principle and capital asset pricing model (CAPM),
the capital cost of emerging market may be a little higher than
that of traditional industry.
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Therefore, we think the operation performance evaluation
of high growth company should focus on the compliance of
actual operation performance with long and medium-term
budget of strategic planning as well as the regulation of future
market size based on strategic planning, instead of the
actual operation performance of company.
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The core objective of investment is the rapid growth of
shareholder equity, which is always a long process (3-5
years). Therefore, financial control after investment is very
important for achieving the investment objective. According
to the general strategy of internal financial control, we will
take the supervising analysis on investee company in three
directions basically:

® WRRXREFWSHSTIEN, WMHIBIHTTRE
HEFHEZE;

® Analysis evaluation on the actual performance of
company, such as the return on sales involved in Dupont
Analysis;
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@® Variance analysis on the actual performance and
strategic planning of company and variance analysis on
the external environment of company, including the market
quantity variance in its industry, the market portfolio in its
industry and the variation amplitude of upstream material cost;
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® Value evaluation prediction resulted from the
significant operation adjustment strategy of company in new
external environment.
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Investor can make decision on operation strategy
according to the financial analysis in the three directions
above, such as additional investment, continuous holding,
decreased stakes or withdrawal. It can also guide investee
company to adjust the business portfolio strategy and improve
the performance management system.
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Performance of Company
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The key factor of driving value is the main focus of
analysis evaluation on actual operation performance of
company. The evaluation aims at not only the short—term
financial statement index but also the long—term value creative
ability of investee company, including non-financial factors.
We pay more attention to the future profit of high—growth
enterprise, but historical performance analysis is also required
to revalue the company after each fiscal year.
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Simply, investor often concerns “whether the company
can create value” , “whether the core competence has
increased” and “how the company is if compared with
competitor” . The increase of company performance may
be resulted from the explosion of industry market quantity.
If the market share of company decreases, it proves the
poor operation of manager level or dues to the additional
investment of shareholder, even though its value increases. At
that moment, investor should pay more attention to whether
the return on asset increases on the same basis.
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Which analysis index should be selected in practice?
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As for financial index, we suggest to select Dupont
Analysis (Return on Equity) and radar chart to take
comprehensive evaluation on overall financial index in the
aspect of relative value index, including return on sales,
asset turnover and financial leverage; we suggest to focus on
economic value added (EVA: profit balance of net operating
profit after tax deducting debt and equity cost) in the aspect
of absolute value index because EVA is more suitable to
evaluate the actual equity of shareholder, which is very
important for investor. In recent years, this index has been
used by State—owned Assets Supervision and Administration
Commission to judge the operation status of state—owned
enterprises in China.
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Particularly, we should take account of the variance
between market value and book value of capital when
analyzing the index. The index calculated by book value can’ t
be used to decide whether to “invest” or “withdraw” .
For example, we can classify the life cycle of fixed asset
into several time periods and then revalue each time period
at a price index. Of course we can also find a relatively fair
replacement price. The intangible asset and reputation of
company should be revaluated and devalued too.
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Non-financial index analysis can help us to
evaluate the durability of financial strength of investee
company. Its core value is shown in the reputation,
public praise and credit of company among customers
and suppliers; the integrity of supplier network,
distributor network and sales service network; the
practical experience, special ability and personal
relationship accumulated by manager and employee
in long term; etc. These factors can help enterprise to
purchase the resource at lower cost or sell the product
and service at a higher price.
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Based on our financial management concept
and operability in project practice, we think non-—
financial key value factor can be divided into external
value factor and internal value factor. External value
factor refers to the enterprise generation environment
involved in Porter Five Force Model, including
the supplier network, customer recognition, new
technology development trend, etc; while internal
value factor refers to the core content of Sarbanes
S0X404, which can be evaluated from some basic
aspects of financial internal control system, including
the manager’ s risk awareness, reasonable
responsibility, smooth workflow, organization
innovation ability, etc.
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Variance Analysis on Actual Performance
and Strategic Planning
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Generally speaking, there must be variance
between actual operation performance and strategic
planning, so we should analyze the favorable and
unfavorable variance in order to make reasonable
adjustment and continuous improvement on strategic
planning. Moreover, variance analysis is also an
important basis for investor to evaluate the operation
performance of manager level.
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Variance analysis includes financial index and
non-financial index like market index (the increase of
customer recognition, customer satisfaction and sales
channel, etc.), internal control flow (the perfection
of financial internal control system, business trading
system, asset management, etc) and team growth
(core team construction, employee skill improvement,
etc).
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Therein, the primary purpose of variance analysis
on financial index is to explain the reason for operating
profit variance, which will affect the sales variance,
production cost variance, market size variance and
other internal or external factors. In summary, we
should evaluate from three perspectives in practice
price, quantity and business portfolio proportion.
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Value Prediction on Significant
Adjustment Strategy
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In front of new challenge, manager should put
forward some countermeasures. It is necessary to
value the influence caused by significant adjustment
strategy at this time. From view of future growth, the
focus is the size of future market, the profit ratio of
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company and the investment required for operation objective.
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In practice, we suggest high—growth company should
take the valuation method of scene discount, which is the
calculation method to take probabilistic weighting on the
market value under different scenes resulted from strategic
adjustment. For example, we multiply the market values under
three situations (the most likely situation: 60%; the most
optimistic situation: 25%; and the most conservative situation:
15%) by their corresponding weights to obtain the final
estimated value.
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After the predictive analysis on overall market size, market
share and return on invested capital, it is also necessary
to combine the predictive data and current operation
performance, fulfill the backtracking analysis from budget
objective to current performance, and revaluate the speed
required for strategic objective.
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If the company deals with cross—border business, it is
also necessary to consider many other aspects, such as the
profit and tax policy, the influence of exchange rate and the
influence of time cost resulted from foreign exchange control.
84
Conclusion
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In practice, good financial analysis strategy can provide
the valuable support for shareholder and manager to make
wise investment decision and management operation.
Manager can select the business unit which can bring in
better performance under asset structure, so as to design the
effective capital structure, support the company strategy and
minimize the financial risk.
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