3.2.2 Influence of Earnings Volatility and Sector

on Financial Leverage Exercise’

Unit: Unit 1 — Treasury Strategy

Module: Module 3 — Financial strategy

Date: 1 September 2013

Summary: An exercise to see the influence of earnings volatility, other financial
measures and sector on the leverage decision and financial strategy.

Keywords: revenue, earnings, volatility, EBITDA, assets / sales

This exercise explores the issue of decisions on leverage and how two major influences may
play a role in that decision. Those two major influences are sector, i.e. which part of the
economy the business model resides in, and secondly the volatility of earnings. We have
seen that high earnings volatility is not compatible with high leverage. The two may be
connected. Of course within a sector there are different business models which also need to
be taken into account.

We have sourced some very basic data on 4 quoted companies in 2 sectors as follows:

Sector Company
Industrial Bodycote plc
Cookson plc
Property Hammerson plc
The Cardiff Property plc

The data is mainly the five year (or sometimes longer or shorter) history plus a balance
sheet if some basic borrowing data is not shown in the summary. The exercise is designed
to take around one hour so you have around 15 minutes per company to make some simple
analysis, and then some time at the end to make some overall conclusions about the
leverage element of financial strategy. Note that this exercise is frozen in time, so you do not
need to research any later data on these companies.

For each company make the following analysis:

1. Firstly, before looking at any accounts, and knowing the sector in which the company
operates and its rough business model
a) estimate the revenue or earnings volatility that it might face

! Included in this exercise is an activity requiring you to post in the online forum. This activity is indicated by the

¥ icon. You are expected to post forum exercises to the appropriate forum within the two-week timeframe of the
module. Please see the study timetable for reference.
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b) guess whether it might be a borrower on a consistent basis

c) if you expect the company to borrow, estimate roughly how much debt they might
have and how they might measure that debt by any of the leverage measures that
you have learned.

2. Secondly, and avoiding spreadsheet use, look at the following data in the accounts:
a) Volatility of earnings
b) Volatility of operating profits (i.e. before any financing and tax) and EBITDA if
available
c) Volatility of margin
d) The scale of assets / sales

3. On the basis of this analysis decide if this company is a ‘natural’ borrower.

4. Look at the leverage in the company by any measure you consider appropriate and
comment as to whether this is what you expected.

5. Make some overall conclusions.

6. Post your thoughts around what you have discovered? in the module forum: create a new
thread in the Forum exercise from 3.2.2 Influence of earnings volatility category with the
title U1/M3/3.2.2/Sector Study/[Your name] /[Company Name].

Student notes:

This exercise is good practice because you have to analyse some real life data very quickly,
just as you would in an exam or for a meeting. The data may not be straightforward to
analyse, as real life data never is — it needs sifting to find out what is important and any
obvious strange numbers need more careful thought to see if they can be explained. For
example, looking at a five year history in most public companies is almost certain to include
some corporate activity such as acquisitions or disposals, share issues or buy backs, etc.
which will distort the true trend. But as in real life, we always have to work with limited data
but still come up with some answers. A five year (or shorter) period ending in the present
day will include 2009, widely seen as a terrible year and so this must be navigated in the
answer.

Don'’t be too accurate with your analysis. You have to be quick and dirty, as though you are
facing the CFO across the boardroom table.

You may not find what you expect, in that case, think about it and say why that might be the
case.

% You are expected to post forum exercises to the appropriate forum within the two-week timeframe of the
module. Please see the study timetable for reference.
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Bodycote
Five year summary

FIVE YEAR SUMMARY

2010 2009 2008 2007 2006
£fm £m £m fm £m

Revenue
Existing operations 4998 4354 5518 4652 4139
Discontinued operations - - 164.9 175.3 1447
Revenue - continuing and discontinued operations 499.8 4354 716.7 6405 558.6
Profit for continuing and discontinued operations:
Headline operating profit 521 8.0 917 913 79.7
Share of resuits of associates’ interest and tax - - - — (0.6}
Amortisation and impairment of goodwill and intangible fixed assets (0.9) (32.8) (33.8) 9.1 (7.0
Impairment of investment in associate - = {12.1) - 8.3)
Major facility closure costs - (25.4) (77.6) (5.4) (5.0)
Change to pension scheme rules - - - 41 -
Bid response costs - - - (2.1) -
Profit on disposal of operations - - 199.3 - -
Profit/({loss) before interest and tax 51.2 (50.2) 167.5 788 58.8
Net interest payable (6.0) (4.3) {10.0) {10.3) {12.2)
Profit/(loss) before taxation 45.2 (54.5) 157.5 68.5 466
Taxation (17.5) 34 (6.8) (14.7) 2.7)
Profit/(loss) after taxation 277 (51.1) 150.7 53.8 439
Non-controlling interests (0.1) 1.0 (0.9) (1.0) (0.8)
Profit/(loss) attributable to the equity holders of the parent 276 (50.1) 149.8 528 43.1
Headline earnings per share (pence) 183 04 175 166 173
Dividends per share (pence) 8.7 83 83 8.0 7.0
Assets employed
Intangibie fixed assets 118.1 1188 1544 2273 212.3
Tangible fixed assets 458.0 4618 533.3 5089 448.4
Other assets and liabilities (74.0) (72.5) (126.1) (41.4) (45.9)

502.1 508.1 5616 694 8 614.8
Financed by
Share capital 328 325 324 324 32.2
Reserves 416.3 3878 4586 457 6 417.3
Shareholders’ funds 449.1 4203 4920 490.0 4495
Non-controlling interests 1.7 23 49 66 44
Net borrowings 513 855 647 198.2 160.9
Capital Employed 502.1 508.1 5616 694 8 614.8
Net assets per share (pence) 2365 2234 2624 1514 139.5

Return on capital employed:

Headline operating profit {(continuing and discontinued operations)
divided by average capital employed 10.1 16 126 139 138

0 BODYCOTE ANNUAL REPORT 2010 BUSINESS REVIEW : COf VERNANCE : ACCOUNTS
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Cookson
Five year summary

Coakson Group plc Annual Report for the year ended 31 December 2010 117

FIVE YEAR SUMMARY — GROUP

m 2000 2008 007 2000
INCOME STATEMENT = im im im cm
Ravanue
Continuing operations 25455 15606 23025 16195 15836
Discontinued operaticns — — — 15 718
Total ravernus 25455 15606 22025 16210 16614
Trading profit
Contiruing operations 2521 17 2163 1696 1503
Dicontnued operations — — — (012 79
Total trading profit 2521 iz 2163 1624 1582
Amortisation and impaament of ntangible 2ssMs arn (75 E25) - —
Aestructuring and egration charges 073) 036 038  GR 04D
Inventory fair vakue adjustment - — [rd 3] — —
Froft/{loss) relating to non-curmnt assets 06 (28 34 70 137
Gans refating to employee bernefits plars 53 a7y a0 1.0 a6
Profit from operations 2230 54 1210 17E 1452
Net finance costs — ordinary activites 30.8) arm (08 215 (28.4)

—exceptional items 3.0 140y an - -

Share of post-tax peofit of joint ventures 04 1.0 a7 17 14
Net {loss)'profit on disprsal of continuing opetations 0.6 7 as (04 (A7)
Profit/|loss) befors tax 189.4 Qo9 596 1514 1138
income tax costs 37.3) aas) 02y [Le (438
Discontinued openticas 1.2 B4) == \'8)) a3
Profit/{loss) foe the year 150.9 447 434 1078 64

0m 2000 2008 007 2000
BALANCE SHEET - im im im om
Property. plart and equipment ama 518 4466 2847 24
Goodwifl and other intangible assets 11370 L1356 1I876 A308 4230
Employee benefits — net surpheses a3 — 13 — —
Other non-cutrent assets 66.9 563 593 200 08
Tota! non-current assels 161956 15638 17641 7355 7022
lnventories 2875 2220 3316 04 1712
Trade recavables a82 3435 a7 i =Ll 637
Trade payables 2322 (191.00 (1856 (1386 (1213
Trade working capital 035 3805 5558 3625 m7
Other net liabilities 298.2) (3688) (4298 (185.4) {1861)
Total capttal senployed 17248 15755 18898 S126 B198
Equity attributable to the owners of the parent 12536 10482 9746 7540 4748
Non-controling interssts 235 182 176 1ne i
Netdebt 3287 ana mz 0k 13
Empioyes benefits — net fabdities 118.1 1377 1659 961 1551
Total funding 17248 15755 18898 8126 B198
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118 wWwosksongroun.om.uk

FIVE YEAR SUMMARY — GROUP

009 2008 008 2007 000
STATEMENT OF CASH FLOWS o i im im im
Profit from operations 223.0 %4 1 7Me 1452
Adjustments for:
Amoctisation and impeament of etangible 2ssets 7.7 176 525 - -
Restruzturing and reegratian charges 173 756 396 5§ uy
Inventory fair value adjustment —_— — 26 - —_
{Profit)oss relating 10 non-current assets .8 28 (e )] (eAv] 1in
Gains relating to employee benedits plans 53y Qn oo o (B6)
Depeecation 542 536 472 P 370
EBITDA 3063 16583 2635 043 1952
Net {increase)deceace in trade and other working copital 928 1525 (L] (448} 292
Net opemting outflow related to assets and fobilities clanified a3 held for sale ne (0.8 —= s (0}
Outflow refated to restructuring and itegration cherges 238 (93 @Iy (4D (e
Adiditional funding contributions into Group pention plans 11.6) (@3) 50 @81) (@53)
Cash ganarated from operations 1769 594 2066 1153 2
Netinterest paid LAY a5 843) (1 2.0
Income taxes paid 8. (10.5) 5200 (26 (27.5)
Nst cash mflow from oparating activities 109.6 1817 1204 634 677
Additional funding contributions into Gmup pention plans 1.6 &3 250 21 %5
Purchaze of property, plant and equipment 57 aso 728 599 (4324
Proceeds from the ale of propenty, plant and equipment 18 12 23 108 166
Dwidends wed from ot 09 11 a4 13 as
Drrdends paid to non-controfing sharsholder 8 (20 [7A}) (1.8) o0
Fres cach flow 837 1573 731 /76 645
SHAREHOLDER RETURN STATISTICS 200 2005 2008 2007 =oc
Earnings/lloss) per share from continuing operations — headline (pence) 61.5 180 B35 8o 642
— basic (pence) 530 (78 Er Ay 806 461
Dtridends per sham (pence) 11.50 nd B.ED 1958 1206
Share price — yearend (pence) 6585 0223 1908 1495 5459
— high (pance) 659.5 475 11688 13178 561D
— low {pence) 3674 1125 126 N6 6401
Shares inissue  — weighted average (milfions) 176.2 2528 1408 1306 120
—year-end {millions) 2764 1764 12 1413 1284

The figures1eparted abowe have been ndiusted, where appaopriate, to reflect the bonus dement in the shares issued under the rights issue which completed
on 4 March 2009 {the adjustment factor Lsed was 6.6391) and 10 take account of the 10 for 1 sham consalidation that took effect on 14 May 2005,
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Cardiff Property
Five year summary

www.cardifl-property.com

Consolidated Five Year Summary

010 009 2008 2007 2005

Income statement items

Revence
Gros rental ncome £000 1) 9 S 515
Sakes of deveonment propertes £000 392 A 1927
Total £000 1153 &9 0 2442
Prafit{loss) before tnation £000 (656) (1.541) | 475 159
dends pad and proposed N resped of the yeer® £000 194 210 195 175
me= (34) 73) 74 144
Divident per share perce 1230 1230 125 1005
Earmingu/(lom) per share — besic perxe (&7.7) (902) 745 137&
Balance sheet items
Tota) assets £000 174608 19,221 214624 20,06
Toed labities £000 (582) {540) {#i4) () (1.150)
Net 2oums £000 lm 16768 18407 20441 19556
Number of shares 1 szue 22 30 September 002 rj&' 1575 | 666 1,735 L.741
Net 2moets per share attrbutabie to shareholden perce ";i”i' 1,065 1,106 |,189 1,123
Gearrg per cant nil ni ni i ni

* Daicencs regrescet e mianm peid anc fral cocarsd in any ong Branci yaar
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Hammerson plc
Ten year summary

Ten-year financial summary

(FRS uKGAAP
2010 2009 2008 2007 2008 2005 2004 2003 2002 2001
£m em em_ _tm £m £m m m om em
Income statement
Nzt rental income 2847 2036 2008 2757 2374 2103 1895 1805 1759 15090
Operating profit before other nat gains/
{losses) 2488 2526 2575 2345 2013 1789 1829 1646 1518 1418
Other net gains/(losses) 469.9 (s590.4)(1,698.3) 252 7480 6076 330.2 (18.8) 53 (8.2
Cost of finance (net) (100.0) (1145) (1707) (140.3) (156.0) (87.0) (797)  (787) (66.0) (64.9)
Profit/{Loss) before tax 620.2 (4531) (1,611.5) 1104 7924 6086 4134 67.1 20.9 601
Current tax {0.8) (0.9) (0.6) (16.4) (99.4) 1.0  (80.9) (1.7) 2.5) (7.9)
Defarred tax (0.1) 1036 38.3 17.6 333.8 (133.9) 104.2 (13.1) (11.1) 15.9
Equity minority interests (44) 5.9 1.2 (106)  (9.9) (11.3) (5.3) (2.0) .7 (0.9)
Profit/{Loss) for the year attributable to
equity shareholders 6154 (3445) (1,5726) 101.0 10160 5544 4314 50.3 75.6 76.2
Balance sheet
Investment and development proparties 53311 51415 64568 72750 6,716.0 5731.7 4603.0 30075 39482 35174
Cash and shori-term deposits 126.2 1829 1199 286 39.4 455 53.7 187.0 2422 2184
Borrowings (1,920.6) (2.319.0) (3,452.8) (2,524.2) (2,282.6) (2,094.8) (1,799.5) (1,772.2) (1.883.6) (1.552.9)
Other assets 3234 3420 3195 3187 3011 2781 1940 1388 1625 958
Other liabilities (307.6) (323.9) (425.3) (573.5) (448.0) (378.4) (385.9) (289.8) (356.2) (195.3)
Net defarred tax provision {0.5) (0.4) (108.4) (99.6) (103.3) (406.4) (213.4) (54.8) (34.8) (7.6)
Equity minority interests (71.7) (73.4) (89.3) (704) (56.6) {40.0) (41.7) (38.1) {40.1) (371)
Equity shareholders’ funds 3,480.0 20407 28206 43546 41651 31258 24102 2168.2 2038.2 20387
Cash flow
Operating cash flow after tax 1327 1053 208 (20.2) 5.5 4490 60.5 68.4 57.6 541
Dividends (95.4) (64.5) (8B.7) (731) ({57.7) (51.0) (474) (44.4) (42.0) (39.7)
Property and corporate acquisitions (218.6) (39.5) (123.5) (163.3) (210.5) (308.1) (320.8) (183.7) (461.8) (196.8)
Developments and major refurbishments (60.8) (164.1) (376.7) (335.5) {250.5) (186.3) (203.3) (188.8) (161.8) (138.2)
Other capital expenditure (25.5) (23.7) (13.9) (44.6) (29.6) (36.9) (20.2) (68.5) (43.9) (50.9)
Disposals 5546 3942 2453 5372 628.0 2244 39087 556.2 5198 313.0
Other cash flows ©8 - - (109 (102 177 56 - - -
Net cash flow before financing 2862 2077 (3257) (1104) 660 (2053) (1260) 1202 (132.3) (58.5)
Per share data®
Basic eamings/(loss) per share 87.2p (541)p (368.9)p 23.7p 2426p 134.4p 106.0p 124p 184p 184p
Adjusted eamings per share 199p 197p 258p 273p 223p 21.2p 195p 202p 198p 16.5p
Dividend per share 1595p 1545p 189p 185p 147p 134p 122p 114p 107p 101p
Diluted net asset valus per share £493 ©420 £661 £10.22 £9.91 £744 £500 £532 £5.01 £4903
Adjusted net asset value per share, EPRA
basis €495 ©£421 €703 £1049 £1018 £8309 £6.41 €545 ©£510 £495
Financial ratios
Return on shareholders’ equity 214% -16.9% -325% 45% 253% 340% 21.7% 03% 43% 83%
Gearing 52% 72%  118% 57% 54% 86% 72% 73% 81% 65%
Interast covar 2.6x 2.2x 1.7x 1.9x 1.8x 1.9x 1.9x 1.8x 1.9x 1.9x
Dividend cover 1.2x 1.3x 1.4x 1.5x  1.5x 1.6x 1.6x 1.8x 10x  1.6x

The financial information shown above for the years 2004 to 2010 was prepared under IFRS. The information for prior years was prepared
under UK GAAP. Consequently, certain data may not be directly comparable from one year to another.

*Comparative per share data was restated following the rights issue in March 2009.
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