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More than the bottom line

Investors should not just rely on net income
as the sole measure of financial performance

Edmund Keung,
Themin Suwardy
and Ho Yew Kee

For The Straits Times

Investors are always interested to
know how a company is
performing financially. Headlines
and attention are usually focused
on the “bottomline” - the net profit
or netincome.

Many incorrectly assume all the
line items that make up net income
are equal inimportance to the
users. Thisis not the case.

Tobetter understand the
underlying performance ofa
business, investors need to
understand three important
accounting concepts: revenue
recognition, realisation and cash
flow from operations.

1.REVENUE RECOGNITION
Alarge part ofacompany’s

: performance isits ability to
: generate sales for the goods or
: services thatitoffers.

The amountrecognised as

: revenueisgovernedbyan

: accounting standard called

: “revenue from contracts with
! customers”.

Generally, revenue is recognised

only when performance
: obligations are fulfilled, and the
: amount of revenue is measurable.

Revenue can be recognised even

: before cashis collected aslong as
: theobligation to deliver goods or
! servicesissatisfied.

:  Butcashcollected from customers :
: isnotrecognisedasincomeuntil the
: company has satisfiedits

: performance obligations.

For example, customer deposits

. orprepaymentsare recorded as

: liabilities (usually called “deferred
! revenue”or “deferred income”)

: until performance obligations are
: fulfilled.

Proper revenue recognition and

: robust cut-off rules ensure thatan
! income statement reflects the

. actual accomplishments ofa
: company for the reporting
: period.

Companies are required to

: disclose how their revenue is
: recognisedin the financial
. statements.

When the accompanying cost of

. salesisdeducted from revenue, the
: margin is known as gross profit.
: Itis howmucha companyearns
¢ fromits underlying trading activity.

Generally, gross profitasa

: percentage is relatively constant

: unless thereisa structural market
: change inpricesand costof

: materials.

Afteradding and deducting other

lineitems, a net profitor net
: incomeisshownattheendofthe
: income statement.

: 2.REALISATION

: Many companies, notably those

. withlarge holdings in marketable
: securities, investment properties
. orbiological assets, use

: mark-to-market or fair value

: accounting practices.

Mark-to-market accounting

: reportsassetsat fair values instead
: of their historical prices when the
: companiesacquire them.

It aims to provide a more

: contemporary valuation fora
! company’s assets.

Fair valueis the price that would

. bereceived to sell an asset between
: market participants at each
: reporting date.

Changesin suchvaluations are

: recognised in theincome
: statement. Some call these incomes
: unrealised or “paper gain/loss”.

For example,a company may be

: “growing” as aresult of
: mark-to-market valuations, with
: profitability rising in tandem.

While this method provides

: morerelevant and faithful

. informationon the balance sheet,
: itmay cloud the actual business

: performance ofa company on the
: income statement.

3.CASH FLOW FROM OPERATIONS

Ultimately, all companies need to
: beable to generate positive cash
: flow.

Specifically, cash flow from

: operatingactivities (CFO, shown in
: thestatement of cash flows) should
: reflectthe company’s ability to

: generate cash to fundinvestments

: (cash flow for investing activities or
: CFI),andloan repayments to

: creditors and dividends to

. shareholders (both are cash flow

: for financingactivities or CFF). :
. Inshort, the CFOis the difference :
: between cashreceipts and cash
: payments from transactions

: related to providing goods and

. servicesto customersinayear.

While CFO maybe affected

: by timingissues, for example,

: receipts of cash from the prior

: year’s sales or prepayment fora
: futureyear’s expenses, itis

: generallyregarded as a measure
. thatisless affected by revenue

: recognition or valuation

. policies.

: INCOME, FAIR VALUE

: CHANGES AND CASHFLOWS

: Let’suse aparticular company
: asanexample ofhow these

: concepts tie in together.

Hongkong Land had netincome

¢ 0ofUS$5.63 billion in the 2017

: financial year and US$2.46 billion

: in2018. At first glance, it looks like
. itsperformance in 2018 had

: worsened significantly compared

: with 2017.

However, the 2017 income was

: boosted by a “paper gain” resulting
. from fair value changes in

. investment properties amounting

: toUS$4.68 billion (compared with
: US$1.22 billionin 2018).
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Inother words, underlying

¢ performance excluding such gain
: wasactually higherin 2018

¢ (US$1.24 billion) thanin 2017

i (US$948 million).

Its operating cash flows for 2017

: and2018respectively were

: US$800 million and US$604

: million. It was able to generate

. larger operating cash flowsin 2017,
. despite the lower net income

. excluding fair value changes.

AnotherexampleisUOL’s
second-quarter results released

: recently. Net profitincreased by

¢ $110 million, a whopping 57 per

: cent from $192 million to $302

¢ million. This can be attributed to

: fairvalue gains of $182 million

¢ versus $64 million the year before.

Therefore, investors should not

. justrelyonthe netincome as the
i solemeasure of financial
: performance.

They need to look deeper into

: whatisearned and collected from
: operations versus income resulting
: fromvaluation adjustments.
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