Financial Analysis Series (Part lll)

—Compliance & Sustainable Profitability
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Basing on CPL’ s consultation
experience over the past 10 years, we
realized that enterprises are paying
more and more attention to relation
between sustainable profit and
compliance. Accomplishments reached
with regulations violated are not true
accomplishments! As the DNA of a
successful enterprise, “innovation
capability” is undoubtedly and important
driving factor for the enterprise’ s value,
“compliance”

while is the guarantee

for the enterprise’ s sustainable profit.
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A Successful Enterprise =
Standardized Management +
Sustainable Profitability
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Impact of Financial

Compliance on Enterprise Value
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Commonly, driving factors related
to value of an enterprise also include:
attraction towards high—caliber talents,

financing capability, adequate cash flow,

reservation of knowledge and technology,
new market development capability,
business license, enterprise reputation,
information collection capability,
influence on market price, as well as
scale of possessed market channel and

resource.
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Analysis concerning causal
association between “Financial
compliance” and “market value of
enterprise” may be integrated into
investment analysis model. Investors can
decrease investment risks or increase
investment return by analyzing the
enterprise’ s “financial compliance” .
Efficient financial compliance
management can create value for an

enterprise:

WSS A RHET R0t wl AT
Z 1) PRI 2 09 50 7 T LUK A B0 57
Prideh, St T a0 #r 4 ik
(W 55 A BUPE™ R B AR B B URG A
SCHEINBCE B4R AT RN 55 A R
B, ATLAA A RS .

—Improving value of enterprise
reputation: In the era of globalization
and informatization, reputation is one of
the most important invisible assets of an

enterprise; while financial compliance

By Kevin Li

is useful for maintaining and improving
enterprise reputation, which further
results in increase on market value of the
enterprise. Furthermore, enterprises can

usually acquire lower financing cost.
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—Performing sustaining
promotion: Financial compliance audits
generally include collection, sorting
and analysis of materials and data,
and evaluation of trade process. This
procedure is useful for an enterprise to
improve service efficiency of funds, so
that it will be easier to find opportunities
of lowering cost and creating income, and
then perform sustaining promotion.
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—Motivating innovations:
Financial compliance analysis usually
motivates innovative thinking and
action, which finally results in improved
competitiveness of enterprise. For
instance, Intensive research on particular
concerns, needs and expectations of
stakeholders is favorable for developing

innovative products and services.
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—Strengthening management system and decision—
making procedure: Financial compliance management is
helpful for establishing more strict and efficient management
system and decision—making procedure, so that business risks
and business opportunities can be better managed.
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—Attracting long—term investment, and creating
favorable financing terms: More and more investors start to
take financial compliance into consideration before making
investment decisions. Financial compliance management system
can reduce risks investors bear, and guarantee enterprise using
funds efficiently; potential effects on how other personnel
from investment field evaluate the enterprise and assess the

enterprise’ s level will also be stimulated.
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—Maintaining business license: Sustainable development
of enterprises is very inseparable from “business license” ,
especially in resource industry. A business license approved by
the public has become the core value of the industry; compliance

business is the foundation for maintaining the business license.
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Which Financial Compliance Issues Deserve More
Attention in Investment and Merger?

B B e v 13 G TR MR R 55 B ) R

Investors must be aware of business status of the target
enterprise: whether or not the enterprise’ s business “legally
operated” ! This is usually the key to the future quit. As for
equity investment institutions, particular attention shall be paid
to financial noncompliance confronted in historical business
activities conducted by the target enterprise in due diligence
stage. Noncompliance can be in general divided into the
following types, including:
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m  Noncompliance of original contribution
n AT

m  Equity issue

R

m  Actual controller issue

w PRSI R

m Uncertainty of main body of the enterprise or

accounting
n AFEEFRESHERAE
m Business independence issue
L2 VA 3T )

m  Noncompliance of procurement, production, sale and

other major businesses
m R, A, HESFFELSEVSAHE
m Noncompliance of investment activities
n  BRHESRARLE
m  Noncompliance of asset ownership
n FRURAHLE

For instance: Has the contribution passed legal and effective
capital verification? Has effective assessment been conducted
when confront non—money contribution? Has transfer procedure
for property right been finished? Are ownerships effective in
case of intellectual property contribution? Is there any trademark
right dispute? Have procedural protection been thoroughly taken
on trade secrets? Do major litigation risk or lawsuit risk exist in
major capital?
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As for equity issue of the target company, it is
worthwhile to pay attention on complexity of equity structure,
interpretability of equity transfer price, and record about
speculative stockholding or entrusting employees to share
holdings.
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Generally, tax specialists in CPL’ s investment &
acquisition group will conduct further inspection on potential
major tax risk in the target enterprise when the investment is not
in or not completely in compliance with accounting standards.



Tax issues are core issue that influence listing exit and merger

exit, “owing state money” can cause very severe results,

regardless of the accounting treatment’ s impact on physical

nature of the entity. For instance:
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Wrong accounting policy and accounting estimate method,

or arbitrary alternation
n STHBOR. SHEH A RS R
m Nonstandard principle for sale revenue recognition
n FHERA AR IIARLTE
m  Nonstandard allowance for assets depreciation reserves
w BRE R THEATE
m Unplanned allowance and amortization expense
w  BERTHRAAEH
m Nonstandard investment income recognition
RS HIAAITE
m Ignoring treatment on related transaction
n ZALRHRE B AL B e
m Nonstandard financial accounting
n SRR R

“Half of the people who have embarked on a one hundred
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mile journey may fall by the way side!” In life cycles of an
enterprise, from primary business to legal business and then
compliance business, insisting standardized management is
which

stimulates certain compliance cost. Nevertheless, with

a process resisting with “short-term temptation”
credit rating system for Chinese enterprises being gradually
established, payment that we have made for such compliance
business will certainly bring high return for enterprises!
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We shall also remind ourselves that compliance business
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may still take some time while China is in such a state of high—
speed development. Perform compliance management on
enterprises step by step is more reasonable in accordance with
cycle of enterprise development.
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Sustainable Profitability Based on the Industry
Chain
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Sustainable profitability of the target enterprise depends
on all-win of the whole industry chain. Otherwise, the “profit
depression” generated by alone profit on the enterprise’ s part
will be squeezed by competitors unless the target enterprise has
already established an efficient protective selection or realized
diversified operation. Developing value chain by strategic
finance management always realizes value maximization of the

whole company within appropriate profit interval of each part.
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The greatest profitability always concentrates on certain
competitive internal parts of target enterprise’ s organization.
The key for enterprise development is: concentrate and optimize

key links and develop enterprise’ s own profitability.
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Impaet of Industry Competition on Sustained
Profit
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Internal control and management is the foundation of
sustained profit, while sustainable profitability is not only based

on core competitiveness of the enterprise, it can also be largely

affected by competition situation of the industry.
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Profitability of target enterprise generally depends on the
profit margin of the industry, hence internal competitiveness of
the industry will have a major impact towards value creation
of the target enterprise. For instance, core issues that require
consideration in investment and merger are competitiveness
fiercer in the industry, overall growth rate of the industry,
concentration level and development balance of the industry,
fixed cost / operating leverage, product differentiation, switching
cost, overcapacity, entry barriers as well as quitting the industry

cost.
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Corporation’ s Strategic Choice Influences Sustained Profitability
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Sustained profit is usually the result of coordinated development among profit mode, profit control and implementation

management. For example, special attention shall be paid to the development strategy of target enterprise, whether or not having

orientation of expanding market share and scale which will result in non—profit operation?
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ﬁ Financial Index Analysis, Value Driving Force, Tendency %

Industry Chain Analysis Profitability Analysis

Competitive strategy: major Corporation’s Capacity: driving

competitive driving force — forces and risks — identify resources

competitive intensity depends on

industry infrastructure

Operating benefit focuses on

sustained reform, organization

Five—Force Analysis alternation and methods about

Sustainable Profitability realizing best strategic practice

Strategic discussion focuses on

m Determine industry’s attraction:

4 defining unique description, making
growth and capacity, market ] R . .
SogniETMISm ey mroftability certain decision, and improving
interaction between activities

m Identify competitive situation:

key driving force
m  Industry structure: major Status of the Enterprise Analysis on Corporation’s Capacity
competitor m  Corporation’s resource
m  Goal: assess trade opportunity, m  Corporation description: preserve
strategy arrangement, locate ability, or abandon
risk prevention m  Value chain arrangement

A 4

m  Organization structure

Total market and market share Growth Rate and Duration

Average rate of profit of the industry Operation capacity, financial

management capacity, corporation

management, sincerity
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Can strategies chosen by enterprises generate advantages
in competitiveness? Generally, target enterprise’ s strategy has
tight interaction with maximization of shareholder’ s value. For
instance, how does enterprise maintain high—speed growth in the
next several years? What are reasons for driving value growth
of corporations? What are reasons for corporation value’ s
ruining? Aside from cost control, how do enterprises ensure
profit’ s continuous growth? Does corporation’ s strategy
reflected in routine business activities and enterprise culture?
Has the market overestimated or underestimated corporations’

value?
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In actual trades, judging target enterprise’ s compliance
and sustainability is a very complex issue. We take the view that
financial data usually can reflect nothing more than images. As
for investment and merger projects, CPL proposed the theory of “
integrated finance” several years ago, which refers to, based on
finance, integrate financial information of the investee company
with its law frame, business mode, product system and conduct
comprehensive analysis to recognize corporation’ s core value

as accurate as possible......

FESKBR2E Sy, FIWT B Rl Y &R B mT itk —
5y G TR . BT TAAI 55 BORAEAE (U et — e
Lo EOMBCRIFEIE , SR LERTRE M55 1Y
IE, BHEM SR, feuii kb 5515 B S Kk A
208, SR Peantk R, RAERETL AT, LA
BRREE oy tH Al RO -

CPL Consulting Co., Ltd.
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: This paper is complied by CPL Consulting Co., Ltd. for
i our customers and employees; the content is only for general
i reference. We recommend readers to consult financial, tax
and law consultants for professional suggestions before
i making decisions based on related papers. If you have the
willing to consult us for data and document mentioned in this
paper, or else, other analysis and suggestions, please contact

i ous:
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Beijing

Kevin Li Zs 7k BL
Partner %A kA
Tel: +8610 6591 6000

E—mail: kevin.li@cplchina.cn
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