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Lack of clarity and imprudence – factors to consider

by Malcolm Howard

At the time of the UKSA visit to Photo-Me International plc I analysed their
accounts, which, as usual, I picked up from their website. At the date of analysis, 22
December 2017, the shares were trading at 183.5p and my valuation was close at
175p. However, one thing bothered me and that was that at the last full year end, 30
April 2017, receivables stood at £20.6 million. Now, Photo-Me International is a
cash business. Before you can have your photo taken or do your laundry you have
to pay up front. There might be a few prepayments, but it was difficult to see how
these could amount to over £20 million. Most companies give an analysis of
receivables, but this company’s accounts did not. So at the UKSA meeting, I asked
for a breakdown of receivables. The speaker said he was the Finance Director, so he
should know. He agreed with me that his was a ‘cash before supply’ company and
as such had no trade receivables, but he could not tell me how this £20 million was
made up. He seemed irritated by the question, so much so that the UKSA organiser of the meeting, I have been
told, had to apologise to the host. But if we are to invest in a company, we are entitled to receive the information
we need to make investment decisions. Luckily, I know that the law requires that companies post their full
accounts with ‘Companies House’, so, having visited this site, we have the missing information:

We still don’t know how this company has ‘trade receivables’, but as we did not even know they had any, at the
UKSA meeting we could not ask a really penetrating question. The point is that I am always wary where
companies are not willing to provide detailed financial information (you can always get this from ‘Companies
House', but companies have several months before they must file the information). The lack of detailed accounts
was the sole reason in the decision not to invest. Just as well, as having a target price of 175p, the shares now trade
at 107p (13 July 18).

A recent UKSA company visit was to Smiths Group plc. In contrast to Photo-Me International plc, the accounts
on their website are extremely detailed. On top of this, I was very impressed by the management team, who gave
the impression they were on top of the job. When I suggested to them that (at 31/1/18) inventory days at 96 and
receivable days at 83 days were too high, they agreed and said they were working at it. The prior year figures
suggested they had been for some time. At our subsequent visit to PwC we met a Partner, Andy Kemp, who signed
off Smith Group plc’s accounts. I told him I was concerned about the high level of intangible assets shown in the
accounts, but he said he was very relaxed about it. The reason he is relaxed is that there is little doubt that the
accounts comply with IFRS standards in every respect and as he has faith in the management team he feels that
not much can go wrong.

Accounting has never been about exact known numbers. Judgement has always been called for, especially in
valuing assets. But under UK GAAP judgement had to be prudent – accountants had to err on the side of caution.
But IFRS abandoned ‘prudence’ and because of this the investor needs to be wary.
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What has happened over the years is that Smiths Group plc has acquired several companies, paying, in my view,
high prices along the way. When you acquire another company as well as buying tangible assets, you are buying
technology, a customers list and an order book. If the company is profitable, you are also paying for discounted
future earnings net of tax.

At the date the company bought Morpho Detection, the balance sheet was as follows:

But Smith’s accounts state that Morpho Detection would have made a loss of £22m before tax in the financial year,
so why did they pay an extra £210m on top of the goodwill of £246m accounted for?

Under IFRS intangible assets must be reviewed each year and amortised as appropriate. But we are always at the
mercy of judgement and in most cases we see no amortisation relating to goodwill. Goodwill is something that can
be bought (known as acquired goodwill, £246 million as above) or is the difference between the net assets bought
(£380 million as above) and the price paid (£590 million, being £380 million + £210 million, as above). The point
about goodwill is that to be valid it must generate revenue and profit growth. If it doesn’t then it should be written
off, because it simply means that the company taking over another has paid too much for the privilege.

A review of Smiths Group plc’s accounts shows a pattern of increasing intangible assets with debt either increasing
or falling slowly:
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Smiths Group plc dutifully analyse their goodwill each year to justify the valuation in the balance sheet. For the year
ended 31/7/17, this was the breakdown:

The above looks highly technical, but in most cases there is an assumption that the investment (in goodwill) will
generate long-term growth, but despite the integrity of the management team, whatever they come up with is, at best,
a forecast. Now, any accountant will tell you that for any forecast (assuming it is genuine) the odds are as follows:

Forecast betting odds:

On 18 July 2018, Smiths Group plc advised the London Stock Exchange of a pre-close trading update, which
included the following paragraph:

“In advance of the new EU Medical Device Regulation in 2020, one of Smiths Medical’s European Notified Body
service providers has been decertified for some products. This has led to the temporary suspension of some of Smith
Medical’s products in Europe. As the result of this and the termination of two contracts in the US, the division now
expects to deliver a (2)% revenue decline for the full year and margins similar to the first half. Excluding the impact
of these one-off disruptions, the division is delivering good underlying growth underpinned by the growing
contribution of new products launched in the year.”

As a result of this announcement the share price fell 7% to 1,624.5p, the likely reason being that it could possibly
adversely impact both inventories and intangibles. In my view, when a balance sheet has a very low tangible asset
value per share (a mere 10.9p at 31/1/18) and a relatively high level of debt, then we are in the ‘high risk’ category.


