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. What is fundamental analysis?
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Fundamental analysis

*A method to evaluate a stock by measuring its intrinsic value.
=Analysis approaches:
<> Top-down
<Bottom-up
*Fundamental analysts study everything from:
>the overall economy
“*GDP/Population/FX environment/interest rates/inflation
<industry conditions
“*Supply/demand/prices/capacities/exports/imports/regulations
=2
>the companies’ financial condition
«»Profitability/liquidity/operating and financial leverage
2the companies’ management.
“»*Background/prudence/expertise

Fundamental analysis | Sat, May 19, 2007 = 2007 sk 19 «Cuud) | —abu) Jdadl) ﬁ E IJ: _| 5 C_1 /a gug
AavBORSAGYwv a man University in Gaira



1. History of fundamental analysis
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Market frenzies

Tulip mania

in the Netherlands in 1637.

Souk Al-Manakh
in Kuwait in 1982.

South Sea Company
in England in 1720.

"] can calculate the movement of the
stars, but NOT the madness of men.*
— Sir Isaac Newton, after losing a
fortune (£20,000) in the bubble.
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Graham & Dodd

(1894 - 1976):
was an influential economist and professional investor who is today often
called the "Father of Value Investing" and the "Dean of Wall Street. "

erjamin Graharn T

=David Dodd

(1895 - 1988):

was an American educator, financial analyst, author, economist,
professional investor, and in his student years, a protéege of, and as a SEC U RITY
postgraduate, close colleague of Benjamin Graham at Columbia ANA YSIS
University. ! s

=Both co-authored the famous “Security Analysis” book, which spelled
out their investment doctrine following the Great Depression.

Benjamin Grahim & Imld L mrdd
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Who wants to be a “billionaire”?

$56 bn
$52 bn
#1 Bill Gates #2 Warren Buffett

=Both are:

<U.S. citizens

< Self made

<0wn their own companies

<Married with 3 children

<Friends!
=But Warren Buffett is a fundamental investor
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Warren Buffett

=Studied under value-investing guru Benjamin Graham at Columbia

=\Was the only student in Graham's security analysis class to earn an A+

=|_earned to hunt for undervalued stocks.
=Bought control of textile firm Berkshire Hathaway in 1965 The Oracle

of Omaha
=Today his holding company has insurance, apparel, utilities, and home

furnishing companies.
=Has non-controlling stakes in:

<Anheuser-Busch

<Coca-Cola
<Wells Fargo
=|s $10 billion richer than last year; Berkshire stock up 22% in past 12
months.
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111. Value
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Fair value

=Fair value is a concept used in finance and economics, defined as:

A rational and unbiased estimate of the potential market price of a good, service, or
asset, taking into account such factors as:

=relative scarcity

=perceived utility

=potential risk/return characteristics
=replacement costs, or costs of close substitutes

=production/distribution costs, including a cost of capital
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Fair value vs. market price

= Two schools of thought about the relation between market price and fair value:

1. The efficient market hypothesis asserts that, in a well organized, reasonably
transparent market, the market price is generally equal to or close to the fair
value, as investors react quickly to incorporate new information available in the
market.

2. Behavioral finance asserts that the market price often diverges from fair value
because of various, common cognitive biases among buyers or sellers.
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Tools to reach value

*Fundamental analysis studies:
2revenues
Searnings
<future growth
Sreturn on equity
<profit margins
<other data

to determine a company's underlying value and potential for future growth.

=Main financial statements are:
< Balance sheet
< Income statement

< Cash flow statement
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Financial statements
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Balance sheet (B/S)

Assets = Liabilities + Equity
Current assets
=Cash & cash equivalent
=Accounts receivable
=|nventory
Long-term assets
*Fixed assets
=Goodwill

Current liabilities
=Short-term debt (STD)
=Current portion of long-term debt (CPLTD)
=Accounts payable
Long-term liabilities
=Long-term debt
Equity
=Paid-in capital
=Retained earnings
=Reserves

Operating working capital = Current assets (excl.
cash) LESS Current liabilities (excl. debt)

15

Fundamental analysis | Sat, May 19, 2007 = 2007 s 19 «ud) | (b} Jolail)

A2 IP13E &

~avBORSAGYwva

GUC

German University in Cairo



Income statement (1/S)
Accrual accounting

Sales

Less: Cost of goods sold

= Gross profit (GP)

Less: Selling, general & administrative expenses
= EBITDA*

Less: D&A

=EBIT**

Less: Net interest expense

= Net profit before tax
Less: Income tax

= Net income

EPS = Net income / No. of outstanding shares

*Earnings before interest, taxes, depreciation & amortization
**Earnings before interest and taxes

Cash flow statement (CF/S)
Cash accounting

Operating activities (OperCF)
=Net income
=Change in working capital
Investing activities (InvCF)
=Capex
=Sale of assets
Financing activities (FInCF)
=Change in debt
=Dividends
=Capital increase

*Change in cash
= OperCF + InvCF + FinCF

Beginning of period cash
+/- change in cash
= End of period cash > BS
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Selected financial ratios

Profitability
"ROE = Net income / Equity
=Gross margin = Gross profit / Sales

*EBITDA margin = EBITDA / Sales
=Net margin = Net income / Sales
Liquidity & financial leverage
=Debt-to-Equity = Debt / Equity

=|Interest coverage = EBITDA / Net interest expense

=Debt load = Debt / EBITDA
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Compounding & discounting

Compounding

=Future Value = Present Value (1 + k)"

Discounting

=Present Value = Future Value
(1+Kk)"

Note:
k = return to the investor

n = number of years
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1VV. Valuation models
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Dividend discount model

Return to the shareholder

sk=_Dl1 +g = 5%+15% = 20%
P

Finding the price

P = D,
(k—9)

= 1.10 * (1 + 10%)
(20% - 10%)

=121 =12.1 <15 market price - SELL

Note:

k = return to the shareholder

D, = dividend payment expected at end of next year
g = growth rate
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Discounted cash flow (DCF) model (1/3)

Net income 235
Plus: D&A 12
Gross cash flow (1) 247
Operating working capital investment 27
Plus: Capex 112
Gross investment (2) 139
(1) Gross cash flow 247
Less

(2) Gross investment 139
= FCFF 108
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Discounted cash flow (DCF) model (2/3)

Weighted Average Cost of Capital (WACC)

12% * (1 — 25%) = 9% 20%
After-tax cost of debt Cost of equity
X > + < X
30% 70%

Weight of debt Weight of equity
|

16.7%

\CC
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Discounted cash flow (DCF) model (3/3)

119 131 fas 158 e
Years 1 2 3 4 5
~ Cash flow to debt holders
)
QO
a
29 24 27 29 32

Cash flow to equity owners

&
<

Operating
Value
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Comparable valuation models

P/E multiple

=The number of years it takes investors to recover their investment from the company’s
annual earnings

P/BV multiple

=The number of times investors are valuing the company’s equity in the market vs. its book
value on the balance sheet

Enterprise value (EV) multiples
=Enterprise value = market cap + debt — cash
Examples:

=To EBITDA (all companies)

=To capacity (cement and steel companies)

=To number of subscribers (telecom companies)

Note:
Market cap = the number of outstanding shares x market price
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V. Conclusion
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"Price is what you pay. Value is what you get.”

"It's far better to buy a wonderful company at a fair price than a fair
company at a wonderful price.”

"If a business does well, the stock eventually follows."

"T never attempt to make money on the stock market. I buy on the
assumption that they could close the market the next day and not reopen it
for five years."

"Great investment opportunities come around when excellent companies are

surrounded by unusual circumstances that cause the stock to be
misappraised.”

- Warren Buffett (1933-)

"Mr. Market”
“Margin of Safety”

- Benjamin Graham (1894 - 1976)
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End .~

This presentation and a sample exam are available on

S 21P 13

AavBORSAGYwv a

http://www.borsagy.com
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