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ANALISE FINANCEIRA E AVALIACAO DE UMA EMPRESA SELECIONADA LISTADA NO
REINO UNIDO: UM ESTUDO DE CASO

RESUMO

Obijetivo: O objetivo deste estudo € investigar a analise financeira e a avaliagdo de empresas listadas no Reino
Unido, com o intuito de obter informagdes sobre o desempenho financeiro e a posicdo operacional da Hill and
Smith Plc e de outros participantes importantes do setor.

Estrutura Tedrica: Neste estudo, 0s principais conceitos e teorias que sustentam a pesquisa incluem a teoria da
irrelevncia, a teoria do trade off, a teoria da pecking order e a teoria do market timing. Essas teorias explicam os
fatores subjacentes que determinam as escolhas de financiamento e avaliacdo das empresas listadas.
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Método: O estudo adotou as metodologias de avaliagdo de ativos liquidos, modelo de desconto de dividendos, fluxos
de caixa livres, modelo de lucros, empresas comparativas e avaliacdo de transacfes comparativas. O estudo adotou a
Hill and Smith Plc como um estudo de caso, extraindo dados relevantes de seus registros financeiros anuais.
Resultados e Discussdo: O estudo revelou um retorno anormal de +4,17%, sugerindo um desempenho
excepcional. Ele comparou as posi¢des financeiras com as de seus pares, como Morgan Advanced Materials e
Keller Group, empregando varios métodos de avaliacdo. O modelo de ganhos indicou um preco de agdo de £ 14,1,
sugerindo uma possivel supervalorizagdo no mercado de ac¢Ges de £ 10,0 por agao.

ImplicacBes da Pesquisa: As implicacdes praticas e tedricas desta pesquisa sdo discutidas, fornecendo insights
sobre como os resultados podem ser aplicados ou influenciar as praticas no campo de finangas e avaliacdo
corporativas. Essas implicacdes afetam vérias partes interessadas, como as empresas pesquisadas, os investidores
e 0 meio académico.

Originalidade/Valor: Este estudo contribui para a literatura ao destacar as metodologias de avaliagdo empregadas
no estudo, enfatizando a importancia de técnicas de avaliagdo precisas para informar as decisdes de investimento.

Palavras-chave: Modelo de Precificacdo de Ativos de Capital, Avaliacdo, Desconto, Prémio de Risco, Custo
Meédio Ponderado de Capital.

ANALISIS FINANCIERO Y VALORACION DE UNA EMPRESA BRITANICA COTIZADA EN
BOLSA: ESTUDIO DE UN CASO PRACTICO

RESUMEN

Objetivo: El objetivo de este estudio es investigar el analisis financiero y la valoracién de las empresas que cotizan
en bolsa en el Reino Unido, con el fin de conocer el rendimiento financiero y la posicién operativa de Hill and
Smith Plc y otros actores clave del sector.

Marco Teorico: En este estudio, los principales conceptos y teorias que sustentan la investigacion incluyen la
teoria de la irrelevancia, la teoria del trade off, la teoria del pecking order y la teoria del market timing. Estas
teorias explican los factores subyacentes que determinan las decisiones de financiacién y valoracion de las
empresas cotizadas.

Método: El estudio adoptd las metodologias de valoracion de activos netos, modelo de descuento de dividendos,
flujos de caja libres, modelo de beneficios, empresas comparativas y valoracion de transacciones comparativas. El
estudio adoptd Hill and Smith Plc como caso de estudio, extrayendo los datos pertinentes de sus registros
financieros anuales.

Resultados y Discusion: El estudio revel6 una rentabilidad anormal del +4,17%, lo que sugiere un rendimiento
excepcional. Se compararon las posiciones financieras con las de empresas similares como Morgan Advanced
Materials y Keller Group, empleando mdltiples métodos de valoracion. EI modelo de beneficios indic6 un precio
de la accion de 14,1 libras, lo que sugiere una posible sobrevaloracion en bolsa de 10,0 libras por accidn.
Implicaciones de la Investigacion: Se discuten las implicaciones practicas y teoricas de esta investigacion,
proporcionando una visién de cémo los resultados pueden aplicarse o influir en las practicas en el campo de las
finanzas corporativas y la valoracidn. Estas implicaciones afectan a diversas partes interesadas, como las empresas
investigadas, los inversores y el mundo académico.

Originalidad/Valor: Este estudio contribuye a la literatura destacando las metodologias de valoracién empleadas
en el estudio, haciendo hincapié en la importancia de las técnicas de valoracidn precisas para informar las
decisiones de inversion.

Palabras clave: Capital Asset Pricing Model, Valoracion, Descuento, Prima de Riesgo, Coste Medio Ponderado
del Capital.

1 INTRODUCTION

In the dynamic world of business, pursuing growth often necessitates substantial capital
injections. But before investors open their wallets, a crucial question arises: how much is this
business or project worth? This is where the art and science of business valuation comes into
play. By estimating the fair market value of a company or project, stakeholders gain invaluable
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insights that fuel informed investment decisions and propel strategic growth (Damodaran,
2024). When a company envisions expanding its operations, acquiring new assets, or entering
new markets, valuation helps determine the capital required to fuel these ambitions (Gornall &
Strebulaev, 2020). By understanding their true worth, companies can attract investors with
realistic funding requests, laying the groundwork for sustainable growth.

More so, Rosenbaum and Pearl (2021) argued that businesses are rarely static. Mergers,
acquisitions, and divestitures are common occurrences, each demanding accurate valuations to
ensure fairness and transparency for all parties involved. In these situations, a valuation ensures
that buyers pay a just price and sellers maximize their returns, safeguarding interests and
fostering trust. Hence, beyond specific transactions, valuations equip companies with a clear
understanding of their market position relative to competitors. This knowledge empowers them
to make informed decisions on pricing strategies, resource allocation, and operational
efficiency, ultimately enhancing their overall competitiveness and profitability (Obadire, 2022).
Business valuation is not just an accounting exercise; it's a strategic tool that unlocks growth,
facilitates fair transactions, and empowers informed decision-making. By understanding its
diverse applications, both companies and investors gain the leverage to navigate the ever-
evolving business landscape with confidence and clarity.

Researchers such as Damodaran (2024), Pinto (2020), Palepu et al (2020), Pascual et al
(2017), and Deandra (2005) bucket the valuation approaches into three including the asset
approach, income approach and market approach. The assets approach to valuation emphasizes
the intrinsic value of the asset itself, taking into account its physical characteristics, tangible
properties, and any associated liabilities (Pinto, 2020). This method assesses the worth of the
asset based on its individual components and liabilities, providing a snapshot of its underlying
value (Pinto, 2020; Palepu et al., 2020)

Conversely, the income approach to valuation focuses on the future earning potential of
the asset, estimating the present value of expected future income streams. This method
capitalizes on the anticipated cash flows generated by the asset over its projected lifespan,
discounting these future earnings back to their present value (Pascual et al., 2017). By
quantifying the asset's income-generating capacity, this approach provides insight into its
potential long-term value based on anticipated cash flows. On the other hand, the market
approach to valuation relies on comparing the asset to similar assets that have recently been
sold in the market. This method leverages market transactions as a benchmark for valuation,
considering the prices at which comparable assets have been bought or sold (Damodaran, 2024).
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This approach provides a valuable reference point for assessing the asset's worth based on
prevailing market conditions and buyer perceptions.

Bhagat and Bolton (2019) pointed out that the primary distinction between the asset and
market approaches (comparable companies and comparable transactions) is their exclusion of
the company's future values from the valuation process. In contrast, the discounted cash flow
(DCF) model relies on future cash flows, discounted at a predetermined rate, to ascertain the
company's valuation.

Empirically, Bhagat and Bolton (2019) noted that theories and practices of corporate
finance have evolved from normative approach to positive approach providing explanation for
the reasons and the basis of investor’s reactions to companies’ decisions (financial and
investment) as well as announcements of prospective mergers or acquisitions. With the Enron
case, most prominently exacerbating the loopholes of classical and neo-classical valuation
methods, the basis of valuation methodologies for determining companies’ share price have
grown to become a major theme in the corporate finance industry. This paper’s objective is to
analyse Hill & Smith Plc’s profitability, liquidity, leverage and investment capacities. The
investment value of Hill & Smith’s shares was analysed to give an investment recommendation
for prospective investors.

More so, the study conducted an analysis of Hill & Smith PIc's financial performance
to provide strategic insights aimed at informing the company's decision-making process and
enhancing shareholder value. Operating primarily in the industrials sector, Hill & Smith's
activities span across construction, basic materials, and metals and mining industries. Amidst a
challenging economic backdrop, characterized by a contraction in the UK industrial sector
growth rate and ongoing supply chain disruptions exacerbated by geopolitical tensions, Hill &
Smith faces both immediate challenges and future opportunities. Despite the current challenges,
there are positive indicators for Hill & Smith's future prospects. While industrial material prices
are expected to remain high in the short term, a potential decrease is anticipated in the coming
years, offering some relief. Furthermore, the transition towards green initiatives presents
opportunities for UK miners, with increased capital expenditure directed towards
decarbonization efforts. However, stricter environmental, social, and governance (ESG)
standards and potential government interventions pose risks, necessitating adaptation to
emerging trends.

The analysis of Hill & Smith's financial performance involved comparing it to a group
of peer companies carefully selected based on similarity in products and services, sensitivity to
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business cycles, and statistical similarities. Companies such as Morgan Advanced Materials
Plc, Keller Group Plc, Chemring Group Plc, Morgan Sindall Group, and Clipper Logistics
Group were included in the peer group, offering a diverse yet relevant comparison. While past
correlations within the peer group may not guarantee future alignment, the methodology
employed provides a robust foundation for meaningful analysis, contributing to a
comprehensive understanding of Hill & Smith's competitive position. Following the brief
introduction, the rest of the paper is organised as follows: literature review, methodology,

empirical discussion of results and, lastly, the conclusions.

2 LITERATURE REVIEW

There is no gainsaying that financial management policies adopted by companies have
a major effect on their financial performance. In this section, the study analysed existing
empirical literature and theoretical underpinning of financial management and valuation
methodologies under three sub-heading namely, the financing policy, investing policy and

dividends policy.

2.1 FINANCING POLICY

There are two major ways companies finance their business operations — debt financing
and equity financing. While most firm’s capital structure is dependent on their business
strategy, Abeywardhana (2017) noted that firms opt to use more debt to raise capital in order
to maximize shareholder’s wealth due to interest on debt being tax deductible. There are four
main theories of financing policy — irrelevance theory, trade off theory, pecking order theory
and market timing theory.

The Modigliani and Miller irrelevance structure theory highlights that the capital
structure (mix of debt and equity) of a company does not increase or decrease its shareholders
value. According to them, they postulated that there is no optimal point mix of debt and equity
selection by a firm which implies that managers are at liberty to choose the mix of debt and
equity that works for them. As Luigi and Sorin (2011) and Obayagbona and Omodamwen
(2022) further corroborated, a weak firm would typically borrow more debt because it is

“cheap”, regardless of the transaction costs compared to equity capital.
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The trade-off theory as Abeywardhana (2017) noted, seems to justify moderate debt
ratios. He further explained that the market timing theory stated that companies time their equity
issuance at periods when the share price is perceived to be overestimated and would buy back
shares during periods that share price are perceived to be underestimated. Companies would
typically issue equity when there is a release of positive information which would eliminate
information asymmetry between the company’s stakeholders. While it is unclear the process by
which managers “time” the market, Graham and Harvey (2001) posited in their research that
manager seemed very confident about their ability to time the market but could not differentiate
the asymmetric information and mispricing forms of timing the market.

Myers and Majluf's (1984) pecking order theory posits that firms tend to minimize their
adverse selection costs over time by relying more on internal funding. The theory suggests that
the costs associated with information asymmetry in issuing securities outweigh other financing
considerations. Accordingly, companies aim to maximize value by prioritizing the use of
internally generated funds, such as retained earnings, to finance new investments before
resorting to external financing options (Barclay & Smith, 2020). Leary and Roberts (2010) and
Obadire et al (2023) further elaborate that when firms face a shortage of internal funds and
external financing becomes necessary, they prefer debt over equity due to the lower information
costs associated with debt issuance. Essentially, firms view equity issuance as a last resort
because the market perceives equity instruments negatively, and firms associate higher

information costs with equity issuance.

2.2 INVESTMENT POLICY

Investment policies have major effect on companies’ growth opportunities and
operational capacities. There are many factors that influence the investment policy of a
company, the most significant of them being agency conflict. Jensen and Meckling (1976)
highlighted that the main result of agency conflict is that management tend to overinvest. The
way they do this is to overinvest the free cashflow (FCF) in non-profitable investments, as
described by Jensen (1986). Sometimes, managers withhold excess cashflows in order to
prevent investors from monitoring them and the project funds when capital is raised externally
for investment purposes.

Some empirical reports suggest that there might be differences in the reaction of
companies towards investment policies. Asker et al (2014), in their work on examining
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investment behaviours of private and public companies in the United States, noted that public
companies typically invest lesser than private companies and thus show very little reactions to
investment opportunities being undertaken by management. This is however the opposite for
their European counterpart, as highlighted by Mortal et al (2020) who noted that the public
companies, used in their data, were more inclined to investing more than private companies
which then led to a sharper sensitivity on growth opportunities.

The theories on investment policy includes information asymmetry, overinvestment
theory and opposite effect theory. Just as with financing policies, investment policies are
sometimes driven by the information asymmetry between managers and external
shareholders. Drobertz et al (2016) highlighted that there is a high reluctance to use external
capital for investment, especially for private companies when there is a huge information
asymmetry between internal and external stakeholders. Myers and Majluf (1984) explained
that due to the negative signal of using external capital for investment purpose, managers
would most times chose to invest in negative net present value (NPV) projects than decide to
issue new shares for investment.

The overinvestment theory arises as a result of differences in managers and shareholders
incentives. This theory implies that managers would invest in projects with negative net present
value in order to increase their control on company’s resources. Liu et al (2018) noted that when
there is availability of excess capital and low discount rates, that capital qualifies as “free
cashflow” which then increases the possibility of overinvestment. Agha (2016) and Kryolainen
(2013) suggested that proper executive remuneration, issuance of debt and optimum optimal
structure would easily solve the problem of overinvestment. However, Foronda et al (2019)
seem to disagree on corporate debt alleviation the problem of investment as he noted that
corporate debt actually increases overinvestment when the company has high level of liquidity.

Another investment management theory is the opposite effect theory. Narayanan (1985)
explains that the listing of stocks on the stock exchange markets put subtle pressure on
company’s managers to meet shareholders’ short-term returns expectations. This pressure
mostly makes managers make unsound investment decisions that would lead to overinvestment,

a term called “short termism”.
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2.3 DIVIDEND POLICY

One of the most leading theories on dividend policy is the Modigliani and Miller (1961)
dividend hypothesis. They posited that the dividend policy of a Company has zero effect on the
shareholder’s value. Researchers are inconclusive as to whether a Company should pay dividend
to its shareholders or not. For instance, Graham and Dodd (1934), in their book on security
analysis, highlighted that the sole purpose of establishing companies is to simply pay dividends
with such firms using that to justify their share price being “expensive”. This, however, disagrees
with the irrelevance theory which states that a company’s share price is only influenced by its
income generating capacities, and not dividends payout. Although Ball et al (1979) noted that
proving the dividend irrelevance theory might be difficult to achieve, some research work still
appears to support the hypothesis. Black and Scholes (1974) investigated the effect of dividend
yield on stock prices of 25 listed stocks in the New York Stock Exchange and noted that the
dividend yield effect was not significant for stocks between 1936 and 1966. Hess (1981) and
Bernstein (1996) were also in support of the irrelevance theory from their findings. On the flip
side, Baker et. Al (1985) in their survey of 526 listed firms’ CFOs on New York Stock Exchange
explained that the CFOs believed that their dividend policies had a positive impact on their share
prices as shareholders feel compensated by the payout. Partington (1985), in his research on listed
Australian companies also highlighted that the senior managers opined that their dividend policies
affected their Company’s value as well as their cost of capital.

Another dividend theory is the bird in hand hypothesis. This alternative theory posits
that payout policies (dividends) increase a company’s value. As Al-Malkawi and Pillai (2010)
put it, “investors prefer the ‘bird in hand’ cash dividends to ‘two in the bush’ future capital
gains. Graham and Dodd (1934), in their research, argued that a dollar in dividends paid led to
a four time increase in share price. Modigliani and Miller (1961), countered the bird in hand
theory, stating that a company’s cashflows volatility, not the dividends payout is what
determine its business risks. Rozeff (1982) however recorded a completely different result in
his research, noting that he had a negative relationship between dividends payout and a
company’s firm value.

On the other hand, the tax effect hypothesis states that capital gains are preferred to
dividends because of its lower taxation. Brennan (1970) researched the effect of risk adjusted
returns on dividend yield by developing a capital asset pricing model (CAPM) that incorporates
taxation. He discovered a positive relationship between systematic risk and dividends yield. In
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other words, as pre-tax returns increase, there is higher dividends yield to compensate for the
tax disadvantages of the returns. Keim (1985), using Lintner’s model on six portfolios with
dividend yield, also recorded the existence of a non-linear relationship between dividends and
return on stock. These theories and polices underpins the underlying factors that explains the

financing and valuation choices of listed firms.
3 DATA, SAMPLE AND MODELS

The study adopted the net assets valuation, dividend discount model, free cashflows,
earnings model, comparative companies and comparative transactions valuation
methodologies. In carrying out Hill & Smith’s valuation, the researchers obtained a general
understanding of the historical performance, position and cash flows of Hill & Smith forming
the basis of the underlying assumptions; and assessed the reasonableness of forecast
assumptions and aligned with historical performance, industry trends and outlook where
appropriate.

To analyse the stock price performance of Hill & Smith’s Plc, the study adopted the
Abnormal Buy-and-Hold Return (ABHR) methodology. The ABHR calculates the
compounding returns of stock and benchmark returns individually. It can be mathematically

represented as:
N N
ABHR; = 1_[(1 + ri,t) - l_[(l + rbenchmark,t) (1)
t=1 t=1

In determining Hill & Smith Plc abnormal performance, the study used the FTSE 250

index as the stock price performance benchmark.

Table 1
Hill & Smith Plc’s abnormal returns

Company Abnormal returns
Hill & Smith Plc 4.17%

Based on the analysis shown in Table 1, Hill & Smith Plc’s stock index has performed

better than investors expectation, yielding a positive 4.17% abnormal returns.
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3.1 PEER SELECTION

The study used Hill & Smith’s peer companies based on CFA’s proposed peer selection
criteria: products and services offerings, business cycle sensitivities and statistical similarities

as explained in detail below as the selection criteria.

3.1.1 Products and services offerings

Modern classification approaches are commonly based on clustering companies based
on the similarity of their products and service offerings. Hill & Smith offers supply of
infrastructure products to global markets and is categorized as part of the basic materials,
industrial metals, constructions and mining industry. The basic materials industry consists of
several related sub-sectors which has been included in the peer companies’ selection. These
industries include construction and materials, electronic and electrical equipment and industrial

transportation.

3.1.2 Business cycle sensitivities

Another major factor in the selection of Hill & Smit’s peer companies is the nature
of the industry’s business cycle sensitivity that the Company operates in. The two types of
business cycle sensitivities are cyclical and non-cyclical. Hill & Smith operates in the
cyclical industry, which implies that the performance of the Company is in high correlation
with the overall economy of the country it operates in. A major characteristic of the cyclical
business industry is that there is a high demand of goods and services during periods of

economic expansion.

3.1.3 Statistical similarities

The study used a cluster analysis technique to select Hill & Smith’s peer companies.
The clustering algorithm selected the peer companies based on financial features (such as
revenue, profitability, total assets, equity and leverage) and operational features (such as R&D,
production capacities and staff headcount). The study relied on historical data for the selection
of the peer companies and do not guarantee that past correlation within the companies would
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continue into the future. The following financial criteria has been chosen to determine the peer
companies of Hill & Smith Plc:
e Revenue: £350m - £3,320m
e EBITDA: £35m - £150m
e Total Assets: £450m - £1,700m
Based on these three factors, Hill & Smith Plc’s peer companies used for the financial
analyses are Morgan Advanced Materials Plc, Keller Group Plc, Chemring Group Plc, Morgan

Sindall Group and Clipper Logistics Group.

4 EMPIRICAL FINDINGS AND DISCUSSIONS

4.1 FINANCIAL PERFORMANCE OF HILL & SMITH

Table 2 below shows the income statement of Hill & Smith’s which was extracted from
Hill & Smith’s audited financial statements for FY 17 to FY21 and unaudited financial statement
for period ending 30 June 2022. Full-year FY22 balances have been estimated based on YTD22’s

(June 2022) actual results with the assumption that balances accrue evenly over the period.

Table 2

Income statement of Hill & Smith’s

Hill & Smith Income statement

£'m 2017 2018 2019 2020 2021 CAGR | HY °22 Ann. 2022
Revenue 585.1 637.9 694.7 660.5 705.0, 5% 349.9 699.8
Cost of sales (365.8) (409.3) (438.2) (415.9) (442.7)| 5% (218.5) (437.0)
Gross profit 219.3 228.6 2565 2446 262.3 5% 1314 262.8
Distribution cost (32.1) (35.8) (36.8) (34.1) (36.5) 3% (17.2) (34.2)
Administrative expenses (114.6)(129.1) (138.2) (120.8) (125.1)] 3% (68.7) (137.4)
Other operating income 15 15 19 1.6 0.7 | (17%) 05 1.0
EBITDA 74.1 65.2 83.4 91.3 1014 7% 46.1 92.2

Depreciation and

amortisation (40) (48) (142) (485) (444) 83% (11.3) (22.6)
EBIT 70.1 60.4 69.2 42.8 57.0| (6%) 34.8 69.6
Financial income 0.6 0.6 1.4 0.6 0.6 - 0.2 0.4
Financial expenses (45) (60) (88 (79 (6.7 10% (3.6) (7.2)
Profit before taxation 66.2 55.0 61.8 35.5 50.9| (8%0) 314 62.8
Taxation (16.3) (12.6) (134) (115) (16.7) 1% (7.9 (16.7)
Profit for the year 49.9 47.2 42.4 24.0 34.2| (11%) 23.5 46.1

Extracted from Hill & Smith Plc’s income statement.
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The reported revenue consists of income derived from roads & security (36%), utilities
(35%), and galvanizing services (29%). Revenue growth throughout the assessed period was
primarily fueled by several factors, including a robust recovery across all divisions marked by
margin improvement and trading well ahead of COVID-affected periods. Additionally, there
was an uptick in demand for US engineered composite solutions and successful management
of supply chain challenges. Moreover, the implementation of increased pricing actions helped
offset input cost inflation, contributing to revenue growth.

Moreover, the UK, US, and rest of Europe markets have significantly contributed to
total revenue, accounting for 43%, 36%, and 17% respectively from 2017 to 2021. Notably,
Hill & Smith's acquisition of Prolectric, a leading UK provider of off-grid solar energy solutions
in March 2021, has substantially bolstered the Group's performance, particularly evident in the
UK market's notable revenue contribution. Revenue growth remained steady from 2017 to 2019
but experienced a decline in 2020 due to COVID-19 disruptions, followed by a 7% growth in
2021. Forecasts suggest a 12% growth rate for FY 22 and a 5% year-on-year increase across
the proj