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1) Vodafone

1.1) Five year Financial performance

Performance Signals

This first part of the analysis of Vodafone focuses on the performance signals that can be taken from the income & cash flow statements of the last five years. The five-year period in question is detailed in the Annual Report (Page 26). (
	 
	 
	2002
	2001
	2000
	1999
	1998

	 
	 
	 
	 
	 
	 
	 

	1
	Turnover
	22.845
	15.004
	7.873
	3.360
	2.471

	2
	Operating loss/profit
	-11.834
	-6.989
	798
	963
	686

	3
	Total loss/profit
	-16.155
	-9.885
	542
	594
	407

	4
	 
	 
	 
	 
	 
	 

	5
	NOP
	-52%
	-47%
	10%
	29%
	28%

	6
	NPAT
	-71%
	-66%
	7%
	18%
	16%

	7
	 
	 
	 
	 
	 
	 

	8
	Operating Cash Flow
	8,102
	4,587
	2510
	1045
	886

	9
	Free Cash Flow
	2365
	-13,278
	276
	22
	173


Figure I, Vodafone Operating costs & Cash Flow 1998-2002

Using the Consolidated Profit and Loss Account Data it would appear that conflicting performance signals are been given concerning Vodafone’s performance. 

Turnover has been rising dramatically at between 50% and 100% per annum over the five year period. Even more dramatically these growth figures represent billions of pounds not millions.(
However the operating loss/profit and both the Net Operating Profit and the Net Profit After Tax rations show an equally dramatic downward trend over the past five years. Such losses could indicate a cash shortage or financing through either dept or equity
.

The operating cash flow however health and is consistently 30-35% of turnover. The free cash flow does is dramatically less, and more erratic, indicating high dept, tax or investments
.

Further analysis however show that the operating loss is largely due to goodwill amortisation( as a result of equity financed acquisitions and does not reflect the true health of Vodafone’s finances
. 

Porter’s Five forces

While performance indicators for Vodafone itself are available, and some are detailed above, Porter’s model is concerned with what is happening to the competitive environment within an industry, (B821, Book2, Page 34). Analysing the mobile phone industry in 2002 on a worldwide basis has some difficulties:

· The fragmented nature of the industry on a worldwide basis(
· The uncertainty of the effectiveness of barriers to entry(
· The uncertainty over the bargaining power of customers and suppliers(
Fragmented Industry

Vodafone is the only mobile phone company with a worldwide presence. Looking at the competition (Annual Report, Page 22) only Orange and T-Mobile appear as competitors more than once and only Orange outside Europe. In addition markets are at different levels of maturity with different levels of penetration and services available.

These factors would necessitate many local analyses using Porter’s model
.

Barriers to Entry

The level of the barriers to entry is unpredictable. The number and costs of 3G licenses (euro 0 in Sweden to euro 4.95 billion in France) can be an extremely high barrier to entry but the success or failure of 3G services remain unknown. 

The same could be said of Vodafone’s strategy of being the first global mobile telecommunications brand.

Bargaining Power

The suppliers in the industry are the providers of digital base stations, licenses and the telephones themselves.  It is too early in the launch of the new generation services to predict the influence of these forces. The same applies for customers. With falling roaming tariffs (Annual Report, Page 5) the tie in of customers to one network is falling but this might be compensated by individual company services.(
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1.2) Corporate Governance

The corporate governance of Vodafone will be looked through the rules that govern:

· How directors interact with each other in effective management

· How they account to shareholders

· The alignment of management and shareholder objectives(
Objectives Alignment
As highlighted in Agency Theory (Jensen & Meckling, 1976) the alignment of the objectives of shareholders and management is a central issue of corporate governance.(
This has been tackled at Vodafone through the introduction of the new directors remuneration policy. How far does this go in addressing the main corporate governance problems of the recent past? (B821, Book 2, page 27)(
Excessive director’s remuneration: It is outside the scope of this analysis to decide if the remuneration levels of senior management within European companies are excessive. Both the upper and lower bands are roughly 20% of the US equivalent and it is the European bands that Vodafone use. Within that it appears reasonable that a company as large as Vodafone set their remuneration levels at between the top 10% to 25% of their peers.

Source of performance: It extremely difficult to gauge how far the performance of a company is due the efforts of the directors and not external forces
. The new remuneration package (performance shares) addresses this through the linking of total shareholder return (TSR) to the FTSE Global Telecommunications index. The full benefit to directors will only be received if the TSR is within the top 20% over a three-year period.

Director’s not acting in the interest of the company: Circa 80% of the total remuneration package is based on performance, the director’s base salary account for only 20%. In addition all medium and long-term incentives are delivered in the form of Vodafone shares and options with tie in periods. To prevent the maximisation of shareholder returns at the expense of operational concerns deferred share bonuses are paid are related to EBITDA and free cash flow .

Accounting to Shareholders

Although considerable efforts have been made to align both management and shareholder objectives there is little evidence that shareholders, and more specifically private shareholders, have the power to easily influence remuneration or other issues. 

The shareholders to get to vote on the new package and on future major changes to it. 

But the Annual General Meeting remains the only vehicle for smaller shareholders to excerpt influence
. Institutional shareholders do get further information at twice yearly investor meetings. (
The problem of releasing too much information to shareholders is mentioned in the annual report in the non-publication of budgetary targets. This is sensitive information that competitors would love to have
.

Director’s Interaction

There is a comprehensive structure in place represented by the Group Operational Review Committee and the Group Policy Committee. Both these committees together with the Group Executive Committee oversee all major group activities, operational and strategic, as reflected in the numeration package. The objective is to manage the risk of failure to reach business objectives.(
Outside of this structure there is a Group Internal Audit Department and external auditors Deloitte and Touche.(
Summary 

Through the committee structure and director remuneration package considerable effort has gone into aligning shareholder and director objectives. The power that the shareholder has to change objectives exists but mainly for institutional shareholders.
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1.3) Shareholdings

What aspects of the shareholdings in Vodafone would enhance or inhibit an efficient market in shares of the company? Issues presented in the shareholder summary are that nearly 98% of shares are held by 2,500 investors and the other 2% by nearly 650,000 investors and the geographical dispersion of shareholders. 

Other issues include the information available to institutional investors only and the speed of information dissemination as a result of the Internet.

These issues are analysed using the Efficient Markets Hypothesis (EMH).

Strong-form EMH 

With the strong form EMH all information relevant to the value of a share is quickly and accurately reflected in the market price. It is not possible from the information in the annual report to ascertain if privately held information is quickly factored into Vodafone’s market value. Presumably some insider trading does take plane and if one or two major institutional investors do react they can soon move the price to a new stable equilibrium.(
With the advent of Internet trading and online stock quotes any change will be noticed by other institutions within seconds and rumours as to why the stock value is moving seconds later.  

Semi-strong form EMH

Not all market relevant information is made available to all investors simultaneously. All investors do receive the Annual Review & Summary Financial Statement and the Interim Statement. Today these are usually first published on the Internet. However major institutions are invited twice annually to get a more balanced, and presumably complete, view of Vodafone’s results and planned
. Again, with the Internet, this semi-private information will rapidly be factored into the market value.

Weak form EMH 

There might be some pressure towards weak form EMH in that for the private investor technical or chart analysis is readily available and decisions based on this information are the easiest and quickest to make. However, as shown in the shareholder summary, private investors hold less than 2% of Vodafone’s shares. So even if the herd instinct is present or an overreaction to good or bad news, the effect on the market value of Vodafone would be minimal.

Summary

It would be expected that a semi-strong to strong EMH in Vodafone’s shares exists. From the strength of institutional investors, the extremely fast dissemination of information through Internet technologies, the falling transaction costs of online trading and the fact that all but 2% of stock is traded within Europe or the US, both extremely efficient markets.
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Cash Flow Statement

The analysis of Vodafone’s Consolidated Cash Flow is from the point of view of an investment analyst. Or more exactly, the point of view of an analyst’s client. In this case performance of Vodafone then is examined from the point of view of an investor, either through dept 
or equity. 

That is how indebted is Vodafone and further are dividends as well as dept servicing adequately covered by cash flow
(.

	 
	2002
	2001
	Difference

	OCF
	8.102
	4.587
	76,63%

	 
	 
	 
	 

	Tax
	545
	1.585
	 

	Interest
	936
	47
	 

	Dividends
	978
	773
	 

	Depreciations
	2.880
	1.593
	 

	 
	 
	 
	 

	Discretionary cash flow
	6.621
	2.955
	124,06%

	OFCF
	4.677
	1.409
	231,94%

	 
	 
	 
	 

	Ratio 1 (NOPAT/Interest)
	8,7
	97,6
	 

	Ratio 2 (NOPAT/Interest + dividends)
	4,2
	5,6
	 

	Ratio 4 (OCF-tax-depreciation/Interest)
	5,0
	30,0
	 

	Ratio 5 (OCF-tax-depreciation/Interest+ Div)
	2,4
	1,7
	 


 Figure II, Vodafone’s Cash flow ratios

Operating Cash Flow

As is usual with UK cash flow statements the operating cash flow is show first. Vodafone generated 8 billion pounds in cash before any obligatory payments are considered. This was a healthy 76% up on 2001 figures. 

Discretionary cash flow at over 6.5 billion pounds also showed an incredibly large increase in the previous twelve month of nearly 125%.  A large increase in interest and dividends was nearly matched by a billion pound reduction in tax.

Looking at the first two ratios

 it is clear that both interest payments and interests & dividend payments can be easily met from operating cash flow.

Interest payments are covered nine-fold, 2001 had a 98-fold anomaly largely due to the ending hedging instruments.

Interest & dividends are covered threefold.

Operating Free Cash Flow

Both the free cash flow ratios show that dept and equity payments are covered, again ignoring the anomaly of 2001 dept figure. Although the free cash flow over interest and dividend is only 2.5, this is an improvement over 2001.

In both sets of ratios lenders of dept and investors in equity are adequately covered by operating and free cash flow.

Vodafone however did increase dept by nearly 100% or 6 billion pounds compared to 2001. Investments in fixed assets and subsidiary undertakings doubled compared too 2001 while revenue from the disposal of business dropped by 80%.

Due to the influence that non-core activities, goodwill amortization and the acquisition and disposal of business have it does not added clarity to dived dept by NOPAT.

Instead dept will be dived by the OFCF to give an idea of the length of time needed to repay dept. Rough as this may be it shows that the number of years has almost halved from nearly 5 in 2001 to 2.5 in 2002.

Summary

For a company generating 8 billion pounds of cash Vodafone is not saddled with large dept or equity with gearing of 22% and  a debt equity ratio of .2. It is still in a very volatile growth phase subject to large exceptional non-core cash inflows and outflows. Lastly the amount of goodwill on the balance sheet that needs to be amortized can distort the true financial picture. 
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2) Boots

The value of a company to shareholders and usually to other parties is more than just the assets and liabilities
. Shareholders invest with the expectation of a return through dividends and in the market value of the share price. This total shareholder return (TSR) is the value of a company to the shareholder. (
To other interested parties, such as a bank offering a secured loan, the tangible assets or book value of certain other aspects of the company could be the “value” that they attach to the company. (
In the following sections Booths balance sheet will be analysed for both types of value based on accounting rules in general and Booths reporting in particular
.(
Shareholder Value

The first areas of value covered in the balance sheet concern liquidity and solvency, although it could be argued that these ratios concerned tell you more about the state of the company than its value.  However from an investor’s viewpoint, since they are last in line in receiving payment, the risks of investing in a potentially valuable company that is close to insolvency would probably be too high.

Liquidity

	Fixed Assets
	2.147,6
	1812.8

	 
	 
	 

	Current Assets
	1.703,3
	1.302,4

	Stocks
	550,0
	465,8

	Current liabilities
	1.174,7
	1.082,0

	 
	 
	 

	 
	 
	 

	Current Ratio
	1,4
	1,2

	Quick Ratio
	1,0
	0,8

	Working capital
	528,6
	220,4


Figure III, Boots Liquidity

Both current and quick ratios are one or over which points to no immediate liquidity problems as does the improving working capital situation
.

However two points should be made regarding the value of fixed assets 
as detailed in the full 2002 financial statements:

· The value of properties (approx 25% of fixed assets) are considered by the directors to be 14.5% higher than stated in the balance sheet

· That acquired brands are included in fixed assets and are not amortised. 

Also included are stocks at the lower of cost and net realisable value.

Solvency

	 
	2002
	2001
	Difference 

	Earnings per share
	45,9
	36,7
	25,07%

	Share market price
	6,7
	6,3
	 

	No. of Shares
	884.000.000
	880.900.000
	 

	Shareholder's Equity
	2.017.600.000
	1.878.200.000
	 

	 
	 
	 
	 

	P/E Ratio
	0,1
	0,2
	 

	 
	 
	 
	 

	Price/Book share
	2,95
	2,94
	 

	Price/Book company
	2,95
	2,94
	 


Figure IV, Boots Solvency

Market value

Not included in the balance sheet are market related ratios. As the investor is buying the right to future earnings, either through dividends and/or the share price itself, these ratios are central to the value of the company from a shareholder’s viewpoint
.

Summary

The balance sheet alone does not show the true value of the company to the shareholder. At best it shows the worth of assets 
that may or may not show the realisable worth of those assets.

Not showing is the earning potential of the company, forecasts for sales or profits and therefore the potential earnings per share or share market values.(
Also for historical or present company evaluations more information is needed than that given on the balance sheet.(
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3) Work in Progress

1.1) FIFO/LIFO

Figure X below shows the reported company figures effected by choosing either the  first in first out (FIFO) or last-in-first-out (LIFO) methods of inventory evaluation in an inflationary economy.(
	Figure
	FIFO
	LIFO
	Comment

	Current Assets
	Higher
	Lower
	

	Cost of Sales
	Lower
	Higher
	

	Operating Profit &   

Other profits
	Higher
	Lower
	Or profit are recognised sooner rather than later

	Working capital
	Increases
	Decreases
	


Figure V, FIFO vs. LIFO

The levels of assets, cost of sales, profits and working capital can be greatly influenced by the choice inventory evaluation. The two accounting principals that are in “conflict” are:

· Conservation or prudence(
· Accruals or matching(
The FIFO system is favoured in most of Europe as the most accurate in matching revenues and costs within the period to which they relate.( FIFO though has the affect of increasing assets and lowering costs of sales and thus increasing profits, operating or otherwise

.

This can work to the advantage of investors as maximised profits can positively influence both the dividend paid and the share value on the open market.( Unless the resulting increase in company tax, paid on increased profits, is more than evaluation gain. In which case after tax profits are reduced depressing dividends and share value.

The government however would be favoured by FIFO as they can take a larger slice of profits in tax and are not influenced unduly by the divided return or share price.(
On balance management are judged more by profits and again, assuming that the evaluation advantage is greater than the increases in tax would favour FIFO
.( That is management of a public company. In a private company the pressure to maximise the total return to shareholders is absent and lowering taxes a more straightforward issue.

LIFO on the other hand is more conservative lowering current assets and operating profits and raising the cost of sales.  This does lower taxes but does not necessarily favour investors, government or managers of public companies. The management of private companies can be favoured greatly by LIFO through the resulting lowered taxes. This is the method favoured by US Auto Dealerships (IRS, market Segment Specialisation Program
) when evaluating car parts
. 

It is also the system favoured here in Germany along with weighted average costs. In fact FIFO is only allowed for tax purposes unless it can be shown that it accords with actual patterns of consumption
. The grounds for this could have a cultural aspect as prudence is a more highly valued virtue than in other countries or that the same set of financial results are used for reporting and tax purposes.
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1.2) Stock Valuation

Q3b mark 0/10

1.3) Daimler Chrysler

LIFO

The appropriateness of LIFO to Daimler-Chrysler depends on which phase of the cycle of production goods are being evaluated. Work in progress can be ignored as it can be argued that at any given point a certain number of cars will be in production that will be finished goods within a matter of hours.

The important areas therefore are raw materials and finished goods. Raw-materials in Europe and the modern Daimler-Chrysler factories in the US are delivered using the just-in-time system usually on day they are needed. Huge inventories are not common.( 

A one billion euro difference in evaluation based on raw materials would not be expected
.(
As for finished goods, that is automobiles not already sold to dealers. In Europe where most cars are made to order and for Daimler-Chrysler or BMW cars there is a three month delivery delay significant amounts of unsold finished goods would no be expected.( In the US car companies do build up large stocks of unsold finished goods as customers expect to buy cars off the shelf. LIFO for these unsold finished goods, would be inappropriate as the market realisable value is relatively easy to judge and each stock item is easily identifiable(
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FIFO

	 
	LIFO
	FIFO

	Revenues
	136.072
	136.072

	 
	 
	 

	Cost of Sales
	114.283
	113.181

	 
	 
	 

	Gross Margin
	21.789
	22.891

	 
	 
	 

	Gross Margin %
	19,07%
	20,23%


Figure VI, Daimler-Chrysler evaluations

The effect of on Daimler-Chrysler’s published accounts of using FIFO instead of LIFO would have been:

· A reduction in the cost of sales

· An increase in the gross-margin

· An increase in pre-tax profit
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� Free operating cash flow is used instead of NOPAT


� Profits after tax might be reduced


� www.irs.gov/businesses/page/0,,id=6990,00.htm





�PAGE \# "'Page: '#'�'"  ��It’s not a cash shortage but some new expense – and if we explore we find it’s to do with writing off the goodwill that’s been acquired


�PAGE \# "'Page: '#'�'"  ��It actually indicates the high net investment in one year


�PAGE \# "'Page: '#'�'"  ��I’m not sure about this comment. Vodafone paid over the odds for acquisitions and is having to write off that goodwill. It will take several years to do so, so there’ll be several years of disappointing results unless turnover continues to spiral.


�PAGE \# "'Page: '#'�'"  ��And at what point in time do we do the analysis?


�PAGE \# "'Page: '#'�'"  ��You’ve got the key points though you’ve rather gone overboard on Porter and ‘underboard’ ( a word I’ve just invented I think) on the rest.


�PAGE \# "'Page: '#'�'"  ��A good point, well made


�PAGE \# "'Page: '#'�'"  ��but they’re beginning to do this at, eg Glaxo ad Tesco


�PAGE \# "'Page: '#'�'"  ��good point


�PAGE \# "'Page: '#'�'"  ��Another good answer though I’d have liked more specific reference to agency theory issues like information asymmetry


�PAGE \# "'Page: '#'�'"  ��A very valid point


�PAGE \# "'Page: '#'�'"  ��??


�PAGE \# "'Page: '#'�'"  ��I like this answer a lot, Paul. You’ve linked the emh theory to Vodafone in practice very well. It’s well written. And I particularly like your internet points.


�PAGE \# "'Page: '#'�'"  ��Paul, you may have your spell check set up in an odd way, but it is debt


�PAGE \# "'Page: '#'�'"  ��a good simple table


�PAGE \# "'Page: '#'�'"  ��Your interest line includes the capital of any loans that were repayable, which is why the figures look odd. It’s always useful to paste in as an appendix the formulas for your spreadsheet.


�PAGE \# "'Page: '#'�'"  ��Your comment answers part of my query that lead me to ask for the spreadsheet – it still helps to have it though


�PAGE \# "'Page: '#'�'"  ��You’ve done some good analysis here. However I needed rather more of an explanation of what the stages of a cash flow mean and which stages of a cash flow are of interest to which analysts.  


�PAGE \# "'Page: '#'�'"  ��Shown in the balance sheet?


�PAGE \# "'Page: '#'�'"  ��I’m not sure you’ve actually covered the accounting rules in general – consistency, prudence, etc.


�PAGE \# "'Page: '#'�'"  ��Although retailers, with immediate cash coming in, often have ratios below 1, which means they have been able to invest more of their cash in the bank or in buying fixed assets


�PAGE \# "'Page: '#'�'"  ��the other really big issue is that self-generated goodwill is not allowed to be included in the balance sheet


�PAGE \# "'Page: '#'�'"  ��You could have perhaps mentioned that the current share price is 2-3 times the value shown in the balance sheet


�PAGE \# "'Page: '#'�'"  ��book value is a useful phrase to use here


�PAGE \# "'Page: '#'�'"  ��You’ve got some good points so far, but I needed more. In particular I needed more reference to the fundamental rules of accounting and the directors’ responsibilities – some of the wider issues surrounding the balance sheet. I liked your analyses – you’re getting good at them!


�PAGE \# "'Page: '#'�'"  ��I like this – a good diagram that spells it out much better and in fewer words than words could


�PAGE \# "'Page: '#'�'"  ��I don’t quite understand your comment about profits after tax. I imagine it could well relate to a specific tax treatment you know of.


�PAGE \# "'Page: '#'�'"  ��And if their pay is performance-related, they might make more as well – agency again!


�PAGE \# "'Page: '#'�'"  ��A good piece of research


�PAGE \# "'Page: '#'�'"  ��Wouldn’t that normally be the case? I’m not disagreeing – just intrigued.


�PAGE \# "'Page: '#'�'"  ��This is a really good answer, Paul. You’ve covered all the extra bits in the question as well.


�PAGE \# "'Page: '#'�'"  ��So where might it have come from? You go on to explore it but could have linked the sections together better.


�PAGE \# "'Page: '#'�'"  ��A good discussion illustrated with some good examples that made the idea come to life. Well done.


�PAGE \# "'Page: '#'�'"  ��Fairly close! You’re right about the direction of the profit change. It would increase but only by the increase in the FIFO - LIFO difference over the year, so it would go up by 1102 – 1058 = 44. The other point is that the gross margin % needs to be the gross margin/sales not /cost of sales. I realise this may just be a mistake rather than a misunderstanding.





