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Dear Investors,

We at SageOne are happy to share our second note for our Knowledge Series initiative. In the first
note, Parin Gala attempted to decipher the concept of ‘Cash Flow Adequacy’ and its larger importance
compared to revenues and profits reported in the P&L Account of companies. In this note, we have
tried to explain and share ways in which earnings can be manipulated by corporates primarily via
Revenues. They are known as ‘Financial Shenanigans’.

Demystifying the concept of Financial Shenanigans

Financial Shenanigans can be summarized as the art of fooling investors by falsely stating the financial

statements. While it is the auditor’s responsibility to prevent such practices from occurring, however,
it is important to understand their incentive structure. Auditors are paid by the company for their
services and due to such incentives, certain irregularities might be passed off as immaterial by the
auditor. In certain cases where auditors highlight certain questionable accounting practices, punitive
actions are rarely taken, and most investors do not go through the intricacies of the statements to
understand the impact of such irregularities. Financial Shenanigans must be taken seriously as the
shock of such scams is tremendous, and a single case of fraud has the ability to negate the returns of
all the other stocks in portfolio.

This report will highlight few common examples of financial shenanigans as observed in the Indian
market. Some of the companies discussed have been held accountable for their behavior while some
have not. However, it is our belief that regardless of the outcome, financial manipulation is
fundamentally wrong. At SageOne, as part of our investment process, our team dedicates substantial
bandwidth in segregating such companies from our investable universe.

The Context for the Crime

First, it is imperative to understand the cause for fraud. While it could be easily said that greed causes
fraud, the answer is not so simple. Through detailed research by multiple people and organizations,
certain common traits are visible across the spectrum of companies that have engaged in fraud. While
this system cannot find each and every instance of fraud, it would definitely reduce an investor’s
chances of being defrauded by a wide margin.

While assessing a company that has a potential investment opportunity, one must answer the below
4 questions to gauge the probability of fraudulent behavior: (1) Do appropriate checks and balances
exist among senior executives to snuff out corporate misdeeds? (2) Do independent members of the
board play a meaningful role in protecting investors from greedy, misguided, or incompetent
management? (3) Do the auditors possess the independence, knowledge, and determination to
protect investors when management acts inappropriately? and (4) has the company improperly taken
circuitous steps to avoid regulatory scrutiny?

The answer to the first question lies in the management culture of the organization. A meritocratic
system allows for free communication between members of the management team and allows
healthy argumentation which keeps members in check, which is important in any organization. An
autocratic or dictatorial management system, on the other hand, does not leave room for dissent,
allowing the behavior of top officers to go unchecked. If the management is fearful of the owners and



.

SageOne

does not have the right financial incentives, fraudulent behavior would remain unchecked. If the
management is extremely aggressive at achieving and promoting targets, and somehow almost
always achieves them, it should lead to a moment of caution rather than celebration. An inquiry into
the nature of such growth is imminent. Prudent management that outperforms is much more valuable
than aggressive management that meets their targets.

Investors must additionally understand the nature of board membership and inquire into the nature
of independence of the board. Board members that act as ‘yes men’ to the Chief Executive Officer or
Chairman are of little help to the minority investors. The duty of the board is to safeguard the interest
of all investors and must ensure that the best practices are followed by the company. A board that is
filled by family members and close friends who contribute little and receive large compensation
packages is detrimental for the minority investors and said investors must be wary of such board.

Checks and balances can also be maintained through auditors, who should ensure that the correct
accounting practices are maintained, and questionable ones are highlighted for the benefit of
investors. However, this is a checking method as a method of last resort has not been fruitful for
multiple reasons. The auditors are paid by the company, which means that the auditor would tend to
give a favourable opinion in order to generate more business. This is particularly true in the case of
small auditing firms who might let the actions of an anchor client go unnoticed due to the large
percentage of revenue generated by such a corporation for the auditor. This is similar to the problem
of rating agencies being paid by the corporations to give them higher credit ratings. This example, was
a key factor that led to the 2008 Financial Crisis.

Type of Financial Shenanigans?

Financial
Shenanigans

Earnings Acquisition

Cash Flow Accounting

Manipulation Key Metric

e Earnings Manipulation: Report Net Income much higher than it actually is.

e Cash Flow: Report cash flows that have not been received

e Acquisition Accounting: Acquire something at a price, justifying the purchase.
e Key Metric: Change certain metrices to make the valuations look good.

In this note, we would focus on Earnings Manipulation
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Earnings Manipulation

Earnings can be manipulated by managing changes in revenue and expenses in P&L Account. The
companies can Inflate either current or future period earnings.

Revenue:

Most common way to manipulate is to increase/decrease intake of revenues. Easiest way is to book
revenues too soon or push revenues to a later period or record completely bogus revenues.
Companies must record revenues when earned and not just when money is received or contract
signed.

Increase in Receivables:

Receivable (debtors) is a good metric to gauge for any manipulation. If a company reports very high
growth in revenues but that is not back by cashflows and the receivables are going up proportionately,
investor should look into with more granularity.

Likewise, one can look at receivable days of a company and check the trend for the past few years.
Any increase in receivable days indicates that company is offering extra credit period or is inefficient
in collection. Receivables as percentage of sales helps identify what portion of sales is on credit.

Below the table of Nifty 500 (Broader Market) companies, compared with SageOne Portfolio
companies, to see how the portfolio companies have fared on the receivable days front. For our
analysis, we have considered data as of FY20 and we have excluded financial companies:

Portfolios/Broader Market # of Cos. with Receivable Cos. where Receivable
Cos. Days higher over 10yr Days increased by 100%
period
SageOne Core Portfolio (SCP) 11 3 1
SageOne Diversified Portfolio (SDP) 18 6 1
SageOne Small & Micro Cap Portfolio (SSP) 13 7 1
NIFTY 500 411 247 57

Source: ACE Equity

With regards to SageOne Portfolios, we see a slightly higher number of companies with increased
receivable days for our SSP. This is understandable to an extent since most of them are in the small
and microcap category. This number shall improve as these companies continue to grow in size. We
have surely been watchful. The one stock which appears in the third column for increased receivables
by 100%, is from the fertilizer space where the company is dependent on govt subsidies and there is
usually a delay in receipt of the same. The company is de-risking itself in the process and good portion
of this subsidy dues from the government will be realised in next 3-6 months.

Across SageOne portfolio companies, our key performance metrics of market share dominance &
leadership, balance sheet strength, superior earnings growth, management’s prudence, etc. have
remained intact or have become all the more strong or attractive.

Thus, the above analysis gives us some idea of where the companies stand with regards to their
collection. We thereafter have to dig in to the industry and company specific factors to determine
why exactly the receivable days gone up enabling us to conclude if the adverse increase in receivable
days is temporary/exceptional or structural in nature.
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Other ways to boost Earnings:

Boosting income using One-time or Unsustainable activities

Keeping books open for an extended time period. For example, a company sells its products
till 35 days and reports as 30 day or monthly sales.

Shifting of current expenses to a later period

Checking magnitude of Related Party transactions

Case Studies: A Reality Check

1. A Computer Hardware & Office Solutions MNC - Classic case of reporting bogus revenues

During FY11-15, the listed Indian subsidiary reported sales growth at 53% CAGR. The management
claimed that the company’s focus on digitizing documents and implementing paperless, efficient
processes for various companies was leading to supernormal sales growth.

However, along with growth in sales, company’s working capital (debt) too had ballooned. Its working
capital days increased to 180 days on incremental sales. Company reported cumulative EBITDA of
INR 250cr while its cash flow was negative INR 410cr. This is a classic case of reporting bogus revenues.

INR Crs
DESCRIPTION Mar-10| Mar-11| Mar-12| Mar-13] Mar-14 Mar-15| Mar-16] Mar-17
Profit Before Tax 28 25 (2 0 30 50 (1,109) (333)
Adjustment 3 4 14 22 41 110 732 117
Depreciation 3 4 7 8 16 21 17 18
Interest Expeses 1 0 [ 13 36 80 137 155
Interest Income & Others (2) (V)] 1 2 (12) 13 (10) (23)
Prov. for doubtful debt/advances/write off 2 1 (0) (0) 0 (3) 587 (32)
Cash Flow before changes in Working Capital 31 29 11 23 71 161 (377) (216)
Changes In working Capital 14 (20) (68) (118) (118) (373) (1,088) 406
Trade & Other receivables (5] (16) (33) (87) (135) (344) (134) (83)
Inventories 18 (22) (19) (82) 51) 10 (430) 159
Loans & Advances 4) (15) (9 (176) 73 (80) (915) 57
Trade & Other payables 5 24 (8) 227 (5) 40 350 273
Cash Flow after changes in Working Capital 45 (0) (57) (95) 47) (213) (1,465) 190
Tax Paid @ @) 5] [E]] 12) (10) a7) (13)
Cash From Operating Activities 35 9y (63) 97) {39) (222) (1,482) 177
Cash Flow from Investing Activities (18) 8 (32) (15) (500 (14 (500 (56)
Cash from Financing Activities (1) (0y 109 127 72 265 1,515 (126)
Term Loans - - 114 139 108 343 1,647 38
Interest Paid (1) (0) (6) (12) (36) (78) (127) (164)
Net Cash Inflow / Outflow 17 2y 14 16 37) 28 a7 (5)
Opening Cash & Cash Equivalents 21 38 37 51 66 29 58 41
Closing Cash & Cash Equivalent 38 36 51 66 29 58 41 36
Net Sales 257 297 432 633 1,049 1,638 1,067 1,217
Net Sales Growth (%) 6.0 156 455 46.7 65.6 56.2 (34.8) 141
EBITDA 29 28 9 21 76 144 (329) (166)
EBITDA Growth (%) 381 (7.0) (63.3) 1079 2474 106.1 (260.9) 392
Net Worth 115 132 124 123 140 169 (949) (153)
Total Debt (Long Term plus Short Term) - - 115 254 357 702 2,345 1,266
Debt : Equity - - 0.9 21 26 42 NC| NC
"NC =Not Caleulated as equity value is negative
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2. A Listed Footwear Company - Case of jugglery through related party transactions

The company is one of the largest exporters of finished leather in India. The company has also
diversified into manufacturing of shoes.

Amalgamation of a related party entity at valuation unfair to minority shareholders: A related party
entity, engaged in manufacture of leather footwear, was owned by promoters of company in their
individual capacity. The related entity enjoyed higher margins of 35% for limited time period
compared with 16% on sustainable basis as its manufacturing was located in tax free zone. The related
entity was amalgamated with the company in 2016 just prior to these tax benefits going away
resulting in increase of promoter stake from 66% to 74%.

Related Party Entity INR cr
Particulars FYiz FY13 FYi4d FY15E
MNetworth 32 35 46 64
MNet Sales 51 55 74 74
PBT 14 15 21 24
Tax 0 0 2 6
Tax Rate 0% 0% 10% 25%
PAT 14 15 19 18
PAT Margin 27% 28% 25% 25%
RoE 43% 46% AT % 33%
Listed Co purchase from Related Party

Purchase 47 52 67 63
As a % of Co' Turnover 92% 94% 90% 85%

High proportion of sales and purchase came from related party transactions, raising serious concern
on promoter integrity as well as genuineness of reported numbers.

Listed Company INR Cr
Particulars Mar-12| Mar-13| Mar-14| Mar-15| Mar-16| Mar-17
Sales to related parties 231 280 315 372 379 344
As a % of Listed Company's total net sales 45% 47% 49% 44% 44% 39%
Sales to M**** (UK) 199 246 275 324 344 306
As a % of Listed Co's total related parties’ sales 86% 88% 87% 87% 91% 89%
Purchases from related parties 126 134 157 185 124 133
As a % of Listed Company's COGS 39% 36% 39% 34% 25% 27%
*Above saw decline from 34% in FY15 to 25%/27% for FY16/FY17 as Related Party was amalgamated with Listed Co

Sales to related party formed 45% of listed company’s sales over FY12-17. Of the sales to related
parties, M**** (UK), a company owned by the promoters in their personal capacity, accounted for
88% of related party sales for FY12-17 or 39% of listed company’s total sales in that period.
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3. An Airline Company - A case of booking income not verified by the vendor

In Q1FY20, an Airline company recorded INR 143cr as Other Income

S of Unaudited Standalone and Consolidated Financial Results for the quarter ended June 30, 2019
(Rupees in millions, except EPS information and unless otherwise stated)
Standal Consobdated
Quarter ended Year ended Quarter ended Year ended
SNo. Particalars Unandited Aundited Unaudited Aundited Unaundited | Unaudited | Unaudited Aundited
30-Jun-19 31-Mar-19 30-Jun-18 31-Mar-19 30-Jun-19 | 31-Mar-19| 30-Jun-18 31-Mar-19
(Note 1) (Note 1) (Note 1)
1 |Revenue from contracts with customers
a) Revenue from operations 202179 247757 218428 888628 202254 248007 218547 88,9450
) Other operating revenues 8028 536.8 3612 2269.7 803.1 537.3 361.2 2260.7
Total revenue from operations 30,020.7 253125 222040 911325 30,0285 253470 222159 912147
Other income (refer note 7) 14319 4058 3289 14478 14320 405.8 3289 14478
Total income 314526 257183 225329 92,5803 314605 257528 225448 92,6625
2 |Expenses
a) Openating expenses
- Aircraft fiel 102843 81940 81244 344515 102843 8.194.0 81244 344525
- Aircraft lease rentals 6458 4.004.9 2.775.7 129672 6458 4,004.9 2.775.7 12967.2
- Airport charges 24246 2063.1 1,760.4 75205 24247 2,063.4 1,760.4 75209
- Aircraft maintenance costs 45557 41821 34279 150426 4,520.0 41301 34279 14990.6
- Purchase of stock-in-trade - - - - 46 39 30 39
- Changes in inventory of stock-im-trade - - - - (0.1)] 1191 326 1350
- Other operating costs 9013 9015 656.8 3.017.7 914 9015 656.8 30176
b) Employee benefits expense 35364 2.860.0 24782 10570.1 35408 2866.4 24870 105842
¢) Depreciation and amortisation expenses 37718 668.9 6309 25623 37735 669.3 561.2 25633
d) Other expenses 1,666.1 19274 1,604.0 69144 16785 1,720.0 16164 6.756.8
¢) Finance costs 12384 2785 3024 13128 12386 278.7 3024 1313.0
f) Foreign exchange (zain)/loss (279.5) 750 509.1 7463 (279.5) 750 509.1 7463
Total expenses 28,8359 25,1554 222788 95,106.4 288316 250275 222659 95,0515
3 |Profit / (Joss) before exceptional items and taxes (1-2) 2,616.7 5629 2541 (2,526.1) 26289 7253 2789 (2,389.0)
4 |Exceptional items, net (Refer Note 6) - - (634.7) (634.7) - - (634.7) (634.7)
§ |Profit / (Joss) before tax (3+4) 2,616.7 5629 (380.6) (3,160.8) 2,628.9 7253 (355.8), (3,023.7)
6 |Tax expense - - - - - (0.3) = (03)
7 |Net Profit / (loss) for the period / year (5-6) 2,616.7 562.9 (380.6) (3,160.8) 2,628.9 7250 (355.8)| (3,024.0)
8 |Other comprehensive income (net of tax)
Irems that will not be reclassified to profit or Joss in subsequent periods
Remeasurement gains and (losses) on defined benefit oblizations (net) (13.6) @7 15 (14.5) (13.6) ©.1) 15 (14.5)
Income tax impact - - - - - - - -
9 |Total comprehensive income (7+8) 2,603.1 5542 (379.1) (3,175.3) 26153 7159 (3543), (3,038.5)
10 |Net profit for the year atiribatable to:
- Owners of the Company 2,616.7 5629 (380.6) (3.160.8) 2,628.9 7250 (355.8) (3.024.0)
- Non-controlling interests - - - - - - - -

7 Following the worldwide grounding during March 2019 of Boeing 737 MAX aircraft due to technical reasons. the Company s fleet of thirte.
Boeing 737 MAX aircraft continues to be grounded. Despite its inability to undertake revenue operations. the Company continues to inc
various costs with respect to these aircraft. As a result of the above, and the uncertainty in timing of return to operations of these aircraft, th
Company has initiated the process of seeking reimbursements from the aircraft manufacturer. of ascertained costs and losses (includin,
opportunity losses) incurred by the Company. While the Company continues to work with the aircraft manufacturer to address the above, bas:
on its assessment and legal advice obtained by the Company, management is confident of a favourable outcome with regard to thes
reimbursements. Consequently, aircraft and supplemental lease rentals of Rs 1,141 4 Million incurred in the quarter ended June 30, 2019
relating to Boeing 737 MAX aircraft have been recognised as other income during the current quarter. The auditors have qualified their limit
review report in this regard.

As per the note above which was part of the quarterly results, company recorded income of INR 114cr
in lieu of expected compensation from Boeing for the Boeing 737 Max aircraft which were grounded
by DGCA. Company believed that Boeing was liable to pay for the cost of maintenance of the aircraft
including opportunity cost. However, there was no clear indication from Boeing for any such
compensation.



The auditors had to say the following.
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We draw attention to Note 7 to the Statement. regarding recognition of other income. In our view, there is
no virtual certainty to recognise such other income. as required by paragraph 33 of Ind-AS 37. Had the
Company not recognised such other income. profit for the quarter would have been lower. and accumulated
losses as at June 30, 2019 higher. by Rs 1.141.4 million.

Based on our review conducted as above. except for the effects of the our observations in para 4 above
nothing has come to our attention that causes us to believe that the accompanying Statement. prepared in
accordance with the recognition and measurement principles laid down in the aforesaid Indian Accounting
Standards (Ind AS) specified under Section 133 of the Companies Act. 2013 as amended. read with
relevant rules issued thercunder and other recognised accounting practices and policies has not disclosed
the information required to be disclosed in terms of the Regulation. read with the Circular. including the
manner in which it is to be disclosed. or that it contains any material misstatement.

We draw attention to Notes 4 and 5 of the Statement regarding the uncertainties arising from the dispute
with erstwhile promoters and certain resultant possible non-compliances of applicable provisions of law.
Our conclusion is not qualified in respect of these matters.

For S.R. BATLIBOI & ASSOCIATES LLP
Chartered Accountants
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Auditor clearly mentioned that there was no certainty of receiving any such income from Boeing. Such
income should not have been reported in the P&L account until it was received. Thus, the company
boosted its earnings by INR 114cr for that quarter.

We hope the above note and select case studies orients and helps readers detect warning signs of
earnings manipulation via Revenues. Some of the most common reg flags are recording revenues
before completing any obligation of a contract or recording revenue in excess of work completed and
receivables increasing faster than sales.

We hope you enjoyed reading our compilation as much as we enjoyed putting it together.

Best Regards,

Parin Gala
VP — Research & Fund Accounting

Pratik Singhania

Senior Research Analyst

Yog Rajani
Research Associate
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Legal Information and Disclosures

Any performance related information provided above is not verified by SEBI.

This note r expresses the views of the author as of the date indicated and such views are subject to changes without notice.
SageOne has no duty or obligation to update the information contained herein. Further, SageOne makes no representation,
and it should not be assumed, that past performance is an indication of future results. This note is for educational purposes
only and should not be used for any other purpose. The information contained herein does not constitute and should not
be construed as an offering of advisory services or financial products. Certain information contained herein concerning
economic/corporate trends and performance is based on or derived from independent third-party sources. SageOne
believes that the sources from which such information has been obtained are reliable; however, it cannot guarantee the
accuracy of such information or the assumptions on which such information is based.

SageOne Investment Advisors LLP
706, Tower 2, World Trade Center, EON Free Zone, Kharadi, Pune — 411014
Tel: + 91 20 6627 9638 E: ir@sageoneinvestments.com
Web: www.sageoneinvestments.com
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