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Question 1 – Vodafone Group plc

Part  A

In the Vodafone annual report 2002, a summary of the last five years results is given (p26).  In order to analysis and compare the financial performance of the company, the following rations have been calculated from this data:

	
	2002
	2001
	2000
	1999
	1998

	Return on Sales

 = NPAT/Sales
	(70.7%)
	(65.9%)
	6.9%
	17.7%
	16.5%

	Asset Turnover

= Sales/Tot. assets
	0.14
	0.087
	0.051
	0.91
	0.96

	Asset Leverage

= Tot. assets/

Shareholders funds
	1.24
	1.19
	1.09
	7.19
	112.3

	Return on Equity

=ROS x AT x AL
	(12.3%)
	(6.8%)
	0.38%
	115.8%
	1779%


	Net Operating profit margin 
	(51.8%
	(46.6%)
	10.1%
	28.6%
	27.7%

	Payout Ratio

= Dividends/NPAT
	(619%)
	(101%)
	184%
	168%
	246%

	Operating Cash Flow/Sales %
	35.4%
	30.6%
	31.9%
	31.1%
	35.8%


Table 1: Vodafone: Financial analysis

The financial structure of the company, indicated by the trend in asset leverage trend seems to have stabilised over the last three years; the previous high values might indicate highly volatile cash flows 
in the earlier years, that have stabilised as the company has grown.  This stability has been influenced by the acquisition of Airtouch in 1999, which increased the value of assets by around 50 times.

Operating Efficiency, reflected in Asset turnover, is recovering this year, with sales beginning to reflect the investment in assets.  In the 2000 accounts, following the Airtouch merger, all the asset values would have been shown but not a full year of profit – it would appear that Airtouch were not particularly profitable in any case. 

Operating cash flows have been extremely stable over the five-year period, which would indicate good control over liquidity levels.  The Cash Flow Statement and Balance sheet paint a positive picture of the business performance.

However, further analysis of the Income statement shows that profitability is a major issue, with a declining trend for five years, the last two of which have reported a negative return on sales.  Lower profitability would not be unexpected in a business such as Vodafone, where the cycle of production is likely to be short, but the payout ratio warns that earnings are not covering dividends
.  

The income statement reveals that Vodafone do not appear to have increased their sales in line with their asset investment, and at the same time have taken on much greater debt obligations – free cash flow in 2001 shows a high level of  interest to be paid.  Further analysis with more detailed data would be required, particularly focused on the gearing level.

The core ratios described above support an analysis of the companies’ performance.  Other models have been offered to help understand a company’s performance.

Porters 5 forces model is helpful in describing the environment a business is operating in, and changes that may be anticipated, but it is less useful at predicting when these changes may occur.(  The model is also limited to describing a point in time(, so changes in the environment over time can be lost.  This is particularly relevant in this case, as the mobile phone sector, and communications technology in general is changing rapidly - any Porter analysis is likely to be outdated quickly.( Porters model concentrates on the near environment; it may be that in Vodafones case an analysis of the far environment using STEEP factors would be more appropriate; for example, the sociological changes that have occurred to promote mobile phone usage by a high proportion of the population  (Vodafone themselves report a 10 fold increase in registered customers over a 4 year period [p3 a/cs])(
A Porter analysis is based on a business operating a particular sector or environment.  Vodafones’ stated strategy is to be the ‘the world’s mobile communications leader’.  To make Porters model relevant, an analyst would need to determine exactly which sector they are competing in: telecommunications hardware, networking, retailing, on a global or national basis?  [p19 a/cs] (
When using a Porter analysis to support financial data analysis, we require information not only on the company but also on the size of the overall market and what is happening in the industry.  The issues noted above mean that there is unlikely to be a clear view on the potential size of this marketplace, and the industry will be changing rapidly and differently in each of the 25 countries in which Vodafone operates.  Financial information from competitors may not be comparable, because of differences in product ranges and regulations within the countries they operate in.

Fundamentally, Porters model can help us understand and interpret the financial data by describing the environment Vodafone is in
, but will not offer an analysis of whether the business is succeeding in that environment.

Q1a mark 8/10

Part B

Corporate Governance can be defined as a set of rules governing the way the directors interact a) with each other in the effective management of the company and b) with the shareholders in their accounting for the stewardship of the company. [ref: p27 bk1](
Following a number of investigations and reporting committees (Cadbury Committee 1991, Greenbury Report 1995) the 1999 Combined code of Governance was issued giving instruction as to the disclosures expected of companies, including a section within their annual financial reports.(
There is a fundamental question being addressed here.  Do directors and managers of the business have the best interests of the shareholders in mind, or do they have other agendas, such as personal status and prestige, salary, perks and benefits, or even power and personal reward?  The premise is known as Agency Theory, as the management act as ‘agents’ on behalf of the ‘owners’ (shareholders) of the company.(
Evidence of the key issues and actions within corporate governance can be identified in the Vodafone accounts.

	Ideal


	Generic Issues observed

[ref: p27 bk 1]
	Vodafone evidence

	Directors remuneration should be linked to the objectives of shareholders.
	Often excessively or insufficiently linked to performance
	The report explicitly mentions that it will continue to pay high salaries to directors, as it believes this attracts the very best people.  All 5 of the executive board earning in excess of £1m pa.

Remuneration and bonus packages are linked to performance in the short/medium and long term, and the majority delivered in the form of shares, which should support alignment of objectives.  Performance is based on EPS and TRS improvements.



	Increased monitoring of management by owners
	Directors effectively unaccountable to shareholders.  
	Corporate Governance regulations adhered to, including full disclosure of director’s remuneration and bonuses.  



	Sanctions (or threat of sanctions) for poor performance.
	Directors were not acting in the best interest of the company. Non-executive directors lack genuine independence
	Performance related remuneration in place, but difficult to assess the consequences of poor performance from this information.  Recent news from other businesses has lead to reports of ‘golden parachutes’ – i.e. high payments for failure, on leaving the business.

Remuneration packages to be put to Vodafone AGM vote in future years.



	Clear audited information for owners and markets.
	Private and small shareholders seem to be powerless.  Institutional investors received private briefings and preferential treatment.
	Vodafone hold special briefings for institutional investors.  The annual report is extremely wordy, long-winded, and aimed at financial experts; no layperson would be able to assess performance from this information
.


Table 2: Vodafone: evidence of Corporate Governance

Vodafone appear to be taking a number of steps towards ensuring management and shareholders goals are aligned.  However, the fact remains that EPS has been reporting a loss for the last 2 years, whereas Sir Christopher Gent, CEO,  was awarded a 12% increase in salary this year [ref: p63 ac’s].  Vodafones shareholders may react as Glaxo SmithKline’s have done [May 2003] and vote against these large renummerations – although there is much greater acceptance of this practise in North America, where 25% of Vodafones shares are held.(
Q1b mark 7/10

Part C

Within the Vodafone annual accounts, there is a disclosure of the number and type of shareholders holding shares in the company at 31st March 2002.  [ref: p143, p108 a/cs](
602,005 Private individuals hold accounts but this is only 1.84% of the shares in issue  - an average of 20,825 
shares each.  In contrast, 80.05% of the shares in issue are held by banks or nominee companies, mostly institutional investors.  44,819 accounts are listed, averaging over a million shares each (1,216,285). In fact, just 0.38% of account holders hold 97.78% of the shares, each of which has a holding of over 500,000 shares.

There are 2 major shareholder groups – Bearer warrants, with over 8 billion shares allocated, and the Bank of New York, holding 1.2 billion shares.

The Efficient market hypothesis (EMH) was developed in the 1960’s and 1970’s attempting to describe the operation of the financial markets, and their ability to generate (or not to generate) a fair market price for a share.  As summarised by Fama:

“In an efficient market at any point in time the actual value of a security will be a good estimate of its intrinsic value.”


[Fama 1970]

There are 3 levels that were identified at which a market could be efficient:

STRONG FORM EMH: 
- where current market price reflects the best unbiased fair price based on all information.

SEMI-STRONG FORM EMH:
- where current market price reflects the best available unbiased indicator of a fair market price based on publicly available knowledge.

WEAK FORM EMH:
 - where there is no correlation between successive prices, and information is historical only.

Since Vodafone, in common with most public limited companies, has a very few major shareholders and many smaller shareholders, this split will have a bearing on the efficiency of the market, because of the impact on the free and rapid flow of information.  In the Corporate Governance section of the report, [p56] the company discusses it’s methods of communicating with shareholders, stating that it holds briefings with major institutional shareholders biannually.(  The results of polls, voting and AGM issues often available to individual investors through national newspapers or correspondence.  This is likely to be a much slower flow of information.  Smaller individual investors are also unlikely to be privy to information about the sector, the competitor’s strategies and the economy in the same way as institutional investors and share traders in the city are.(
This would imply that a semi-strong form of efficient market could be created – with information being made publicly available, but the speed of access to it acting as a lag factor for the market price to reach the new, fair value.

On the other hand, it seems unlikely that, even if all of the information were immediately available to all of the shareholders at the same time, there would be much impact on the way the market price is determined.  Only a proportion of individual investors would act on the information received, and the impact of selling or buying 10,000 or 20,000 shares would be negligable compared to the impact of trading in over 1 billion.(
It is worth noting that the use of information technology such as the internet means that individual investors have access to a much a greater amount of information , more rapidly than ever before. ( 

Q1c mark 8/10

Part D

A Cash Flow statement is a financial report that covers a fixed accounting period, in line with the reported income statement.  It focuses on the sources and uses of cash during that period.  It is important to note that cash is not the same as profit and vice versa – a business may report a profit at year end, yet go out of business the next day if there is not enough cash to meet the immediate operational requirements.  The cash flow statement helps to answer the question ‘Can all payments be made as they fall due’.  (
The key elements a Cash Flow statement highlights [ref: Bk 2 p88] are:

1. The sources and uses of cash
The cash flow statement starts with the Net Cash Inflow from Operating activities.  As it moves downwards, each entry indicates either a use of cash (e.g. taxation) which is minused from the total or a source of cash (e.g. Issue of ordinary share capital) which is added to the total).  This offers analysts a broad view of incomings and outgoings.  As ever, more detail can be found in the notes to the accounts.(
2. Identify the sources and uses of cash from core activities rather than exceptional or unusual activities.

By looking at the entries, any exceptional items can be identified, and the Cash Flow statement can be recalculated to reflect only core operations.  By doing this, analysts can prepare forecasts to assess future growth.  (Future forecasting should be undertaken based on core operations because exceptional items, by their very nature, are not anticipated to happen again in the future.)(
Investors or lenders are interested in the value of the business in the future based on existing management strategy, since they have little influence to change it.  Shareholders may be able to influence this strategy, and so in particular major shareholders may chose to forecast future cash flows based on a new strategy.(
3. Enable stakeholders to compare the cash generated by the company to the cash required by it.





The key information within the Cash Flow statement that is indicative of a businesses survival is near the top; as long as operating cash flow is sufficient to cover obligatory payments (within which analysts may include dividends), then the company is likely to survive in the short term at least.

There are a number of Cash Flow ratios that an analyst would use to assess the liquidity of a business i.e. does the cash generated by the company exceed the cash required by it. The ratios calculated would depend on the group of people requiring the information; for example, 

Net Operating Profit After Tax

Interest paid + [Current portion of long term debt and leases CPLTD + L] 

Would be of interest to lenders because it will illustrate whether operations will generate enough cash to service their loan.(  

By including Dividends in the denominator, Investors are able to answer the same question – will operations generate enough cash after tax to cover both lenders (who have prior claim) and investors dividends(
Analysts can use the information in the cash flow statement to calculate and assess the liquidity of a business in a much more satisfactory way that by using the liquidity ratios generated from the balance sheet information.  Ratios such as the Current ratio and the Acid test are useful guidance, but are flawed in that they make gross assumption such as all assets meeting their book values, and creditors being willing to wait a 
year for payment.  They can also be misleading, with a very well managed cash flow potentially giving rise to a low Current ratio, if for example, debtors were paying quickly, and suppliers were on deferred payment plans.

Q1d mark 9/15

Question 2 – The Boots Company plc

There are a number of ‘interested parties’ or users of companies’ financial reports.  Most are interested in the future of the company, using the historical data provided as a tool on which to base future decision making.  [Ref: Bk3 p8]  In a public limited company such as Boots plc, those interested may include:

	Stakeholder


	Key areas of Interest in financial reports
	Interest in Balance Sheet

	Existing and Potential Investors
	Organisations performance, profitability, liquidity, management efficiency, earnings per share and present & future dividend.

Focus on Net profit after interest & tax i.e. after prior obligations have been satisfied.
	Interested in the equity shareholders funds, and the level of working capital so that operational efficiency can be assessed through ratio analysis

	Exiting & potential Creditors/Lenders
	Organisations performance, profitability, particularly in the generation of sufficient cash to meet interest payments and capital repayments, over the period of the loan.
	Interested in the liquidity of the business; whether assets are easily convertible into cash in order to service their debt

	Employees
	Assurance of profitability leading to future secure employment prospects.  Particularly concerned with Management efficiency.
	Profit and loss account figure and equity shareholders fund will show how much profit is being retained to developing the business long-term, and how much is being paid out to shareholders.  Also interested in the investment in fixed assets, indicating long term investment.

	Trading partners
	Suppliers interested that organisations can meet payments and offer long term prospects for income.  Customers require reassurance about quality, price and service in future 
	Suppliers; as creditors.  Customers or partners analysing the operational efficiency  to assess the managerial control.

	Government
	May be interested as a supplier, creditor or investor.  Require information for tax purposes
	As above for supplier, creditor or investor.  Interested in the methods used for valuing stock and assets, and that accounting standards are being adhered to.

	General Public
	Organisations policies, environmental impact, effect on local and national communities, employment prospects etc.
	As employees.


Table 3: Balance Sheet analysis 

The value in the balance sheet for Called up Share Capital is £223.3m, with another £253.9m for Share Premium account (shares sold above their nominal value).  This total share capital valuation of £477.2m is extremely low compared to the current Market Capitalisation value, 892.6m shares x approx. £6.10 = £5,444.86m  [note 22 p 57 of accounts]  By being unable to express the current market price of the shares, the balance sheet does not express the true level of equity in the business.(
Intangible fixed assets

Boots Plc is unable to express the true value of it’s intangible assets such as its brands, in particular the ones it has developed rather than purchased, such as Nurofen, Strepsils and Optrex.(
Note 10 of the accounts talk about the brands that have been recently purchased:  

“Brands acquired by the company or by its subsidiaries, namely Clearasil, Dobendan...... and Migranin are well known and well positioned in their markets, and Boots Healthcare International (BHI) plans to improve this position.  BHI concluded that these brands have an indefinite useful economic life and they are not being amortised.  The valuation of these brands is significantly in excess of costs.”   Amortisation is the systematic allocation of the depreciable amount of an intangible asset over its useful life
.  

The value of the acquisition is in the balance sheet, but not the potential for growth that the directors anticipate, in accordance with the concept of prudence.(  

Stock valuation

Stock is valued at the lower of cost or net realisable value, and this is shown on the balance sheet.  However, the ASB [2002] does warn:

“The cost of inventories may not be recoverable if they have become wholly or partially obsolete, or if their selling prices have declined.  The cost of inventories may also not be recoverable if the estimated costs of completion or the estimated costs to be incurred to make the sale have increased”

This example illustrates a key point about the balance sheet – that it is taken as a true and fair view of value at a single point in time.  The business is susceptible to both near and far environmental change, as well as internal strategic change (although this should be reflected in the valuations if it is known
).  

Fixed asset valuation

Fixed assets are initially recorded at actual cost, with a depreciation charge going to the Income account over an agreed lifespan.  The IAS regulations allow revaluation of assets using their fair values in future years [JAAB 2003].  There is much debate about this, as the same revaluation methods are not permitted in other countries.(  Proponents argue that fair values provide updated information, which is more accurate for stakeholders to base any analysis on
.   Critics argue that it is difficult and subjective to determine those fair values unless assets are actually sold in the market.  They argue that these subjective judgements could be manipulated.    

An example of the debate in practise is in the Boots annual accounts:

“The directors are of the opinion that the market valuation of the group’s properties at 31st March 2002 is 14.5% higher than that stated in the financial statements
.”

In summary, the balance sheet gives a starting point for assessing Boots’ value, but accounting standards mean that the overall current market value is not truly reflected.

Q2 mark 13/20

Question 3

Part  A

FIFO, LIFO and weighted average costing methods can be used to value stock, and values are reported in the year-end accounts of companies.  Stock or Inventories encompass any goods purchased and held for resale. [ASB 2002](
Stock value is reported in the balance sheet as a current asset, and forms part of the Total assets figure. It also affects the cost of goods sold reported on the Income statement:(
[Opening stock value + purchased stock] – Closing stock value 

= value of stock used in creating sales volume  (Cost of Goods Sold)

Therefore the stock valuation can have a significant influence on the profit figure reported.(
Investors

Investors are interested in two things a) whether they will receive a return from their investment, be that in the short, medium or long term, and b) is that return enough to account for the risk of the investment?

They will be interested in the Profit generated after all other parties have been fulfilled.  Stock valuation in the profit and loss account is one element that can influence profit levels.

From example, high stock valuation has an impact on Working capital.  If high stock holding is compromising liquidity, investors would see this as a risk to their return
.

Management

The law on stock valuation in the UK is that stock is valued at the lower of cost and net realisable value (End sales value – any cost yet to be incurred) (SSAP 2) This rule is applied based on the Going Concern concept; i.e. that finished goods, WIP or raw materials will at the end of the day, achieve their market price
.  This is rarely the case 100% of the time, as obsolesce, damage and other factors will mean that some stock never realises the value that it has been attributed, and so this is not consistent with the concept of prudence.  For management this waste means the value must be generated elsewhere instead to maintain growth.

Management are likely to want to maximise profit levels, so the less stock held, and the lower it’s value, the better. (Although there may be reasons for not wishing to report a profit in some cases – for example the tax implications as below).  Corporate Governance guidelines mean that often senior managers targets are linked to performance levels, so there is often an incentive for them to enhance profit valuations
.

One important point to note is the reality of gathering the information on stock valuation at year-end.  Whichever valuation would be preferred, managers may be restricted to taking whatever information the systems and technology around them can give, particularly in a large business such as Boots Plc, where a physical stock take would be impossible
.

Government

The Government will be interested in taxation as a key source of income.  If stock is valued at a higher amount, this will increase the reported profit and so potentially the company will be more liable for tax.

Countries following the Anglo-American model seek to show a ‘fair view’; the financial reporting may not be exactly the same as the tax reporting.  In the UK, the concept of Prudence prevents overstating profits following high stock valuations (for example, using LIFO in a market where prices are falling sharply)

In the Franco-German model, accounts prepared for shareholders must be the same as those prepared for the tax authorities.  For example, Daimler-Benz in 1994 reported profits under the Franco-German model, but losses under US accounting standards.[ ref: p9 Bk 2
]

Q3a mark 7/15

Part B

Company A is an Electrical retailer.  

Stock held in this sector is likely to be relatively high value goods with high margins.  Inventory held in this sector is high risk, since obsolesce will often occur through new innovation and new product introduction.  The business is likely to want to minimise the working capital and stock valuations when reporting to the investors
.  

Unusually, in this sector the purchase price of products is likely to reduce at rate greater than inflation over time, as technology becomes more commonplace.   This would mean that the LIFO method may overvalue stock based on today’s’ market price.(  Cost of Goods Sold would be reported as a lower value, and gross profit would be improved.  This would not be prudent financial reporting, as on liquidation the values attributed to the stock would be unrealisable.

In this instance the FIFO method would give a more prudent view of COGS and gross profit, and a more realistic view of actual operations.(
Company B is a diversified retailer

The effects of stock valuation on a diversified retailer will depend on exactly which type of goods or even services they supply –(the question is unclear as to what a diversified retailer means in this context). They may stock fast moving low margin consumer goods (e.g. Boots), slower moving higher margin goods (e.g. The Iron bed Company) or a mixture of the two (e.g. Argos, Debenhams, John Lewis).

If goods are high margin and slower turnover, either FIFO or LIFO may skews the result, depending on the quantities purchased, the time of purchase (there may be seasonality effects with many products) etc.  A weighted average cost of goods may give the best representation, but may not be the most prudent view.  A diversified retailer is likely to rely heavily on systems and technology to keep stock records, and so this may play a part in determining which value is most easily obtained.

Currency exchange rates may have a bearing on stock purchase values, and the reliability and location of a potentially wide and diverse supplier base may mean that this business carries the highest levels of stock out of all three businesses. 

Company C is a Supermarket chain.  

A large proportion of the stock held in this type of business will fresh produce, sold at a low relative price point, with limited shelf-life.  Stock turn days are likely to be very low, as the diverse, low value but large inventory is rapidly cycled.(  Profit margins will be smaller than the electrical retailer, but volume of sales greater.  Because of this, the method of valuation of stock at the year end point seems likely to have less impact that the other sectors.(  Since stock is purchased and sold rapidly, there should be less difference between the purchase price and the current market price.  The outcome would be similar figures for any of the valuation methods, LIFO, FIFO or weighed average.

However, by the same reasoning, the LIFO method would be most unrepresentative of reality; the stock would be sold in a strict First-in First-out rotation to avoid wastage.(  

In fact, supermarket chains are progressively increasing their non-food offering, and so they will begin to take on some of the characteristics of the diversified retailer.

In all of these retailing businesses, cash is required in the production cycle i.e. in the tills to carry out transactions, so the level of liquidity in the form of working capital will be important if they are to continue trading as a going concern. By valuing stock at a lower level the reported working capital value and the Current ratio will be reduced which could cause concerns over liquidity for investors.(
Q3b mark 7/10

Part C

 (i)
Daimler-Chrysler is an automotive manufacturer, distributor and retailer.  The majority of the automotive industry has, for many years, worked towards a Lean manufacturing philosophy, pioneered by Toyota 50 years ago.  One of the key principles within Lean manufacturing is the reduction of all stocks
.  So, the assumption could be made that Daimler have the minimum stock required to operate without disservice to their customers.

Stock is likely to be fairly high value componentry or high value finished product.  The majority will not be shelf life restricted, and so can be used in any order.  Suppliers may deliver Just-In-Time to line side, and stock would be used up very quickly, leaving any stock in warehousing as safety stock.  The finished product is either sold within its first 6 months (based on new registrations), or is likely to then be ‘leapfrogged’ by the next new model.  Its net realisable value will then rapidly decrease.  For these reasons, the LIFO model would seem to give a fairer value of stock, avoiding overstating the value of finished goods that may have ‘missed’ their slot.  It would certainly appear to be the more prudent view
.

Q3ci mark 4/5

(ii)


If a FIFO method had been used to value stock, the published pre-tax profit would have risen.  Stock held at year end would have been attributed a greater value (1.102m euro), and therefore the resulting value of Cost of Goods Sold would have been reduced by the same amount.  

	
	LIFO method yr end 2001

(Euros m)
	FIFO method yr end 2001

(Euros m)

	Revenues 
	136,072
	136,072

	COGS
	114,283
	[144,283 – 1,102]

= 113,181

	Gross margin
	21,789
	[136,072 – 113,181]

 = 22,891

	Gross margin %
	[21789/136072]

= 16.0%
	[22891/136072]

= 16.8%


Both Pre-tax profit and Gross Margin as a % of Sales have increased.  

Q3cii mark 3/5
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