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Financial Analysis

Purpose

The purpose of Tool 1 is to help you to determine the market value of your present printing operations -
whether you are doing well and can invest in the future, whether you are just surviving or whether your firm

needs help.

In conjunction with the other Diagnostic Tools, Tool 1 will help you find ways of generating improved value
from your operations. It will help you determine what your firm’s capacity is to pay the bills and invest in
sustainable longer term growth.

How to utilise this Tool

Financial analysis forms an integral part of the business strategy process. It covers issues ranging from short-
term operational analysis of managing working capital, to longer-term finance and asset planning and
management. An overview of useful financial ratios to help you in this process is provided in Attachment C.
People involved

Members of your management team and any members of your organisation involved in finance
management.

Background Reading

PRINT21 Action Agenda Background Paper 1



Useful input

- The outputs generated by preceding analyses and any company reports that deal with financial issues
like fixed/variable costs and income.
« Your accountant or financial adviser will be able to help you complete and get greater value from this tool.

Important Ideas

You need to know where your costs and income are generated within your firm. If you do not have this data

talk to your accountant or seek the help of a professional business analyst.

This Diagnostic Tool introduces you to the idea that the key determinant of healthy financial performance is

the vital factor called free cash flow.
The key question for determining free cash flow is -
Does your firm generate or consume cash?

Consider the following situation - if you buy an asset today for $100 ooo and sell it in six months time for
$200 000 you would have made a profit of $100 ooo BUT what paid your bills in the intervening time period?

It was - Cash flow!

So you need cash flow.

DIAGRAM 1.1
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Consider Diagram 1.1.With any sort of investment it takes time for income to overtake expenses. During this
early accumulation phase cash flow is needed to pay the bills. If the cash flow is insufficient to meet total
current expenses, then the firm is likely to be bankrupt before income outpaces expenses. You therefore need

to generate cash inflows that are greater than cash outflows.
Tool 1 helps you to review your firm’s cash flow to determine whether it is positive, negative or could be improved.

If you want to know more about the concept of cash flow, see Attachment A.



Cash Flow Model for Investments

Anumber of firms use a very simple but effective method for determining when to purchase new equipment
or to make an investment.The method is based on whether the purchase or investment pays for itself within
a set period of time (usually three years), for equipment, six or more years. The income or sales from
equipment is offset against the costs of running it (including lease or interest charges). In essence, the cash
flowing from the purchase of a piece of equipment must pay for the equipment and give some years of
uncommitted cash flow that can be viewed as profit, money to reinvest, or money to repay debt in other

areas of the firm.This in turn increases the value of your firm to a prospective buyer.

DIAGRAM 1.2

Cash Flow

Diagram 1.2 is another way of looking at Diagram 1.1.

This is a classic situation. At point A, you make an investment and your cash flow goes negative (to D), before
any income from that investment begins. As income increases, it should begin paying off the investment at
B. Beyond B, your investment should keep generating positive cash flow, up to a maximum at point E, until
such time as high running costs, repairs and competition from more recent technology, starts to affect your

profit margins. At point C the investment is costing more than it is earning .

What you can not be sure (without researching your customers, your market, available technology, etc) are
the values for the points B,C,D and E.

In an ideal world, at about point E you would initiate your next investment and hopefully progress beyond

point B for the investment and not remain at point C and beyond for your first investment.

Knowledgeable prospective investors will be on the look out for asset planning of this nature.
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Another way to value investments, is called Net Present Value (NPV) analysis. A description of this method is

given at Attachment B.The NPV method is more sophisticated and is generally used by larger companies and

investment houses. Nevertheless, the NPV method is worth knowing regardless of the size of your operations.

Valuing your business

With these basic ideas on valuation we can now consider the other important elements of the valuation

process. These are
- the value creating path you consciously adopt as part of your business strategy.

From Tool 5, you will find that the expected commercial business behaviour of the firm is a function of the

value-creating path you have chosen for your firm.The choices are:

« Value chain

« Value shop

« Value network

Diagram 1.3 below shows the three principal development value creating paths.
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Your Company’s Development Path - establishing the basis for commercial success

Lets start from the beginning. All companies commence commercial life as an idea. They have neither

earnings nor investments.

Once implementation of the business idea has begun, companies undertake some investment and
generate some revenue (positive or negative). If the company achieves success, it should generate more
cash than it expends.

e Network



As Tool 5 explains:

« a typical traditional manufacturing company will tend to follow the value chain path

« a consulting or advising company will tend to follow the value shop path and an e-business market
company will tend to follow the value network path

- traditional (ink-on-paper) printers will, in most cases, follow the value chain development. So lets focus

on the company valuation issues associated with this path.

We will be looking out for two danger signals. The first is when -

Free cash flow goes from positive to negative over a longer period. This is an indication that the viability of
the business is in question. This happens, for example, when large continuous investments are combined

with decreasing earnings.

The second is when -

Market value falls below zero.

Market value of a firm is a function of free cash flow over time in both relative terms (relative to the industry)

and absolute terms (risk and opportunity).

- Relative market valuation - expectations about the market performance associated with the various
performance profiles adopted by firms - that is, how much profit you expect to make with your current
business in the future.

« Absolute market valuation - risk/ return preferences operating for the industry. If the market is seen as

tough your firm will be worth less to an investor than if it is a booming market.

To work out the value of your company you need to step into the shoes of a potential investor. The investor
of a company is primarily interested in return on investment. For example, a printing firm with $2 million
worth of equipment is not worth $2 million; it is worth the free cash flow which that equipment can
generate. Therefore, one way of working out the value of the firm, is by calculating the money that will be

paid for the equipment and materials on the second hand market.

Ancther way to value a firm is to work out the value of its profits, not of the assets. Free cash flow and profits are
the same over time. Future profits are not worth as much as the same profit today. So, the profits generated now

are the most important thing on the buyer’s mind. There are typically two ways the purchase decision is made.

« Using the payback period method. How long will it take to pay back my purchase costs? Typically, people
want a payback in about three years. For the above firm, if there is a profit of $100 coo per year, then a

typical purchase price would be $300 ooo.



« Using the Net Present Value (NPV) method. This converts expected future profits back to what they

would be worth to you now. So $100 000 in profits in five years is the same as $40 0oo in profits now
if you use a discount rate of 20%. That is, you expect to gain 20% per year from your money, if you could
invest it any way you wanted. That 20% includes an amount for the risk of the investment not working.
Avolatile market, which the printing industry is at the moment, will cause a higher discount rate to be

used. For more detail on NPV see Attachment B.

Market Profiles

Potential investors are also likely to be interested in how you have positioned your business to compete in the
market place. They will be interested in the market performance profiles you have adopted. Investors will be
interested to know either how you have positioned your business to compete or how you expect it to
compete relative to your competitors over the short and long-term? There are four market profiles to be

considered. Which profile is the best fit for your firm?

- Type A: Short-term and long-term growth both expected to be substantially higher than those

of competitors.

-These are companies that can sustain growth expectations at the same time as they deliver on them.

- To maintain this position, they must craft and implement a superior strategy.

- Type B: Short-term growth is expected to be substantially higher and long-term growth is expected to

be substantially lower than those of competitors.

- These companies can deliver short-term improvements in results through growth or turn-around but
these are seen as temporary events and not perceived to be sustainable.

- To maintain this position, they must implement strategy successfully.

« Type C: Short-term growth is expected to be substantially lower and long-term growth is expected to
be substantially higher than those of competitors.

- These companies can sustain long-term growth expectations whilst delivering poor results in the
short term.

- To maintain this position, they must craft superior strategy.

- Type D: Short-term and long-term growth both expected to be substantially lower than those

of competitors.

- These are companies that must improve short-term business performance at the same time as they
craft a new strategy that will generate long-term performance.
-These are companies that presently do not have the ability to either craft or implement superior

strategy (e.g. any company nearing bankruptcy).



Absolute Market Valuation

The market valuation of a firm is also a function of the importance the market places on its short-term versus
long-term performance.

This weightingis partly industry-specificin that it is a function of the risk and opportunity profile for the industry.
Itis also in part a function of where the firm is in its development. Diagram 1.4 below illustrates the situation.
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Commercial success hinges on having a market valuation above the average of the industry. Your firm must
be on the +MV side of the diagonal line that is appropriate for the industry.

In the printing industry we can expect short-term performance expectations to make up 20-25% and long-

term performance expectations to make up 70-75% of total performance expectations for a mature company.

Based on data presented in the PRINT21 Background Papers, a typical printing company profile would be
as follows -

Average Turnover: A$2,000,000 increasing 5% per year

Profit Margin: 8% per year decreasing by 13% (not percentage units) per year.

Inflation at 4% per year unchanged




This generates a free cash flow from earnings of A$160,000 decreasing with 17% per year (more details are

provided in the interactive version on CD).

Average asset base is: A$3 200 000 with annual investments of approx A$125 000 giving us a free cash flow

from investments of negative A$125 0oo0.

As shown in Table 1.1, over a 20-year period, the market valuation of the firm then becomes negative.

TABLE 1.1

Free cash flow from Earnings 160,000
Free cash flow from Investments (-ve) $125,000
Net Free Cash Flow $35,000
Risk Rate 6%

NPV Short Term 5,208
NPV Long Term -1,021,663
Weight NPV Short 0.25
Weight NPV Long 0.75

NPV 764,945

Thus in the short term, over five years, a typical printer is worth only $5,208! Yes, that’s right only about the
cost of a new computer!

Over twenty years, the market value of a typical print firm is a negative $764,945. That means that if things
keep on going as they are now, you will have to pay just to get the firm off your hands. Remember the value
of a company is its future profits, not how much money is spent to keep it going.



Attachment A - Cash Flow, what is it?

Cash is consumed or generated from two different sources.
1. Cash earnings.

A company consumes or generates cash from its after-tax operating profit.

The starting term here is EBIT [Earnings before Interest and Tax]. To calculate cash earnings taxes are
subtracted from the EBIT. Taxes are calculated as the amount the company would pay if it was entirely
debt-financed and no interest was paid on the debt.

2. Cash investments.

Acompany can consume or generate cash by investing different amounts in its on- or off-balance sheet assets.
This investment includes both changes in net working capital (such as accounts receivable, which serve
as cash loans extended to finance customer purchase) and in fixed assets (such as investments in

property, plant and equipment, and any investments in mergers and acquisitions).

Free cash flow is what remains of those cash flows that remain in a business after meeting all expenditure

and investment outlays.

The sum of these two items (Equation 1) gives free cash flow for the period.

Sales (Revenue) x Operating Margin

(Margin) - Tax
= Cashfrom Earnings = +
i CEen Ao + Cash from Investment Cash from (Changes in Working Capital

+ Capital Expenditure + Acquisitions
or Divestitures)

Type 1: Positive Cash from Earnings and Positive Cash from Investments

This type of company is profitable and in addition it reduces its working capital. In order to be sustainable
the firm needs be paid by its customers before it has to pay its suppliers, and it needs to have continuous
sales growth.

An example of this type of company would be a printing firm that has been in business for many years
and operates with well established plant and equipment. The company has driven down its costs over

time and has managed to retain healthy profit margins.



Type 2: Positive Cash from Earnings and Negative Cash from Investments

This type of company is profitable and supports its business with continuous investments. In order to be
sustainable such a firm needs to have higher positive cash from earnings than negative cash from

investments.

An example is a print company that has maintained healthy profits from operations but is continually

investing in new technology.
Type 3: Negative Cash from Earnings and Positive Cash from Investments

This type of company is making a loss whilst having positive cash flow from investments. This can either
be a turnaround company that frees up cash from its balance sheet or a company that generates cash
from working capital as sales increase. In order to be sustainable, growth is a requirement and the firm

needs to have higher positive cash from investment than negative cash from earnings.

An example is a print company that uses old equipment and operates from its own buildings. But the

company has forced its prices down while not controlling costs.
Type 4: Negative Cash from Earnings and Negative Cash from Investments

This type of company is making a loss whilst investing in the business. This can either be a start-up
company or a company heading for bankruptcy.

An example is a print company that has managed to secure growing volumes of business, but at greatly
reduced margins whilst investing heavily in equipment.
Where does your company fit?

Using Equation 1, which of the above profiles best describes your company?A financially healthy company
will be in a position to finance all expenditures because it will have a positive free cash flow.

Afinancially healthy company will be in a position to finance all expenditures because it will have a positive

free cash flow.

Equation 2 describes the situation that will prevail for this firm.

Equation 2

Sales (Revenue) x Operating Margin (Margin) —Tax must be greater than
Changes in working capital + Capital Expenditures + Acquisition costs
OR -

There is an opportunity to achieve a positive free cash flow.

The financial viability of the firm is dependent on creating future positive free cash flow. To create a positive

free cash flow the firm needs to make profits soon.



AttaCh ment B' Net PI’ESe ﬂt Va | ue (See electronic tools for use)

Net Present Value (NPV) is equal to the difference between the present values of the net cash flows

generated by a project and the initial cash outlay.
NPV = sum of present value of net cash flows minus initial cash outlay
Present value is the value of tomorrow’s money today.

A basic principle of finance is the time value of money - that is a dollar today is worth more than a dollar

tomorrow because the dollar today can be invested to start earning interest immediately.
Note that the sum of "cash earnings" and "cash investments" ( Equation 1) provides free cash flow for the period.

The present value of a future payment may be found by multiplying the future payment by a discount factor,

which is less than 1.

This discount factor (for discrete returns rather than compounding returns) is expressed as the reciprocal of

1plus a rate of return:

Discount Factor= 1
(1r)t

The rate of return "r"is the reward that investors demand for accepting delayed payment, "t" is the number of years.

The rate of return is often referred to as the discount rate, hurdle rate or opportunity cost of capital. It is called the

opportunity cost because it is the return forgone by investing in the project rather than investing in securities .

Table 1.2 illustrates the present value of cash flows from different future times.

TABLE 1.2
AMOUNT TIME FROM NOW RATE OF RETURN (PA) FORMULA PRESENT VALUE
AS110 L 1year : 10% : 1 i AS$100
‘ ‘ ‘ AS110*(1+0.1)’ ‘
A$121 . 2years : 10% : 1 i AS100
: 1 ! A$121* (1+0.1)? ‘
A$100 . 1syears | 10% 1 - A$86.68

AS100*(1+0.1)"

> NPV analysis assumes all cash flows are made at the end of a period and discounted back to the beginning of the period.



The opportunity to generate future positive net free cash flow is dependent on whether the expected

commercial behaviour of the firm will lead to short or long-term commercial success.

Determining future interest rates to use as a guide for the discount rate is difficult but the following table

gives a guide. You need to add a premium to this interest rate based upon the size and riskiness of your firm.

TABLE 1.3

2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08

Forecasted 9o Day 6.33 6.92 7.05 6.67 5.69 4.86 4.81 5.20
Bank Bill Rate (%)* ‘ : 1 1 ; : : :

Forecasted rate from 6.48 6.28 6.05 5.81 0.68 5.75 5.96 6.20
10 year Treasury Bond ‘ 1 1 3 1 3 3 1

rate of July of the

year (%)

Your interest rate to
use (note that you
need to add a
premium to the
forecasted rates)

Your Cash flow

Deflator factor

Cash flow x deflator

*Source: The Growth Grid 2000, No 1from EconTech

By using your interest rate in the discount factor formula you can develop a "deflator” factor. Alternatively
from table 1.4 (following) you can determine a "Deflator" factor by using your interest rate and the number
of years that you wish to discount the cash flow back. If you then multiply your cashflow by the deflator and
sum those numbers you have a present value for your cash flow. To test the sensitivity of your cash flow to

interest rate changes, different deflators can be used.

The net present value of a project is the sum of the cash flows times the deflator, less the cost of the initial

investment. If the number is less than zero then it would be better financially not to proceed with the project.

3 If you want a more precise formula for r (sometimes known as the weighted average cost of capital) it would look like this.

I-ro X (1-T) X D/V + e X E/V
Wherer, =the firm’s current borrowing rate
Te = the marginal corporate income tax rate
re = the expected rate of return of the firm’s stock (which depends on the firm’s business risk and its debt ratio)
D = the market value of current outstanding debt
E = the market value of current outstanding equity

\Y =D+E = the total market value of the firm
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Attachment C - Calculating Useful Financial Ratios

Ratios

PRINT21 Background Paper 1 Industry Analysis provides key statistics describing the financial performance of

the Australian printing industry and provides useful background on the use of financial ratios.

The main conclusions that can be drawn from the background paper on the performance of the industry are

that there are steady declines in key economic performance indicators, namely:

« Short term liquidity
- Debt to equity ratio
« Interest cover

« Industry value added
- Profitability

+ Return on assets.

All'in all, these are characteristics of an industry that is operating in a maturing or declining phase. In such a
phase it is important to focus on the most important things from a financial perspective, which is generation
of positive net cash flow and accumulation of cash whilst reducing debt. When a business moves from
growth to maturity the return on assets (ROA) can be expected to decline by 10%; this will be reduced further
when entering a declining phase.

The definitions for these ratios are generally taken from ABS 8140.0, 8225.0, Analysing Company Accounts by
Martin Roth, Wrightbooks, 1995, and Financial Accounting by Carnegie, Jones, Norris, Wigg, and Williams,
McGraw-Hill,1999.

Financial ratios are indicators only. They do not present a complete picture of the business or industry. Other

important factors may be determined by performance and not captured by financial ratios.

Comparison between companies can be difficult due to the adoption of different valuation methods. Ratios

are interconnected and should not be treated in isolation.

By developing these ratios for each of the last few years you will have a better idea of where your firm is
heading rather than where you think it is heading. At times it may be difficult to determine whether, in

comparing ratios, the differences are due to the numerator or the denominator or both.

Firstly, ask how profitable (or operationally efficient) you are? This is not an absolute determinant but a
guiding determinant. It is guided by the characteristics of your industry. Although a high profitability is

desirable many firms do well with very low margins.



The Profit Margin ratio is an indicator of corporate efficiency. More explicitly, it reflects the return on sales

from the operations of the organisation.
The ratio is given by: Profit Margin (%) = EBIT/ Sales x100  EBIT = Earnings Before Interest and Tax

Return on Assets

This ratio is also known as return on investment. It measures the ability to generate profits from assets and

is defined as operating profit before tax as a percentage of the total book value of assets. (ABS 8225.0)
The ratio is given by Return on assets (%) = (EBIT/ Assets) x 100

Financial Stability
Financial Stability ratios focus on assessing the amount of risk for an entity. They fall into two categories:
Measures of short-term liquidity:
Current Ratio
Measures of financial structure and long-term solvency:
Debt to Equity Ratio

Interest Cover

Current Ratio

Source: Analysing Company Accounts by Martin Roth, Wrightbooks, 1995 and ABS 8225.0.

Can the industry pay its bills? — It is useful to keep liquidity as low as possible while ensuring that short term
obligations are met. The current ratio is the number of times current assets cover current liabilities, ie. the

value of current assets divided by the value of current liabilities. This liquidity measure indicates ability to

meet immediate financial obligations from current assets.

The convention usually adopted is that there should be a two-to-one difference between current assets and

current liabilities.

The current ratio is given by: Currentratio = Current assets/Current liabilities

"Astrong cash flow, with a high stock turnover rate and speedy collection of debts, may mean that a company
can operate safely with a current ratio nearer to one or lower. ... a company’s working capital - surplus of

current assets over current liabilities- should be sufficient to pay bills and give credit as necessary.”

It may be useful to consider the proportion of cash represented in current assets —the cash to liabilities ratio.



An enterprise should not be over-burdened with debt. Profits will not mean much if it is. But debt is also a

path for growth, especially if interest rates are low and the economy is growing.

If industry is competing in a stable predictable environment then liquidity can be low.

Debt to equity ratio

This measures debt exposure. In general, the higher the ratio, the more likely it is that there may be difficulty

paying debts, especially if interest rates rise.

There is no "safe" figure although the practice seems to be that if the ratio does not exceed 100%, there

should be no difficulty.

Too much equity can mean that management is not taking advantage of the leverage associated with long
term debt.

Outside financing will become more expensive as the debt to equity ratio increases. Therefore the degree of

leverage has to be considered in the light of profitability and industry volatility.

The ratio is given by Debt to Equity ratio = Total Debt/ Equity*

* Shareholder’s or Owner’s Equity depending upon whether the company is public or private

Interest Cover

The ratio reflects the relationship between interest payments and profits to show if there is a good margin
of profit to ensure against downturn or sharp interest rate rises. Interest cover is the number of times that a

business can meet its interest expenses from its earnings before interest and tax.

The ratio is given by Interest Cover = EBIT/ Net interest payments

The rule of thumb is that enterprises should be able to cover interest payments at least three times.

Now that you have developed these ratios for the last few years, do you think that your current business

strategies need to be modified?





