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SHARE SLEUTH

No mention

is a liabili
Richard Beddard explains why a little detective work makes
JD Sports Fashion'’s shares less of a bargain than they appear

ast month I wrote disapprov-
ingly about Metalrax’s decision
to sell off properties and lease
them back. T had no idea the
practice would become an
obsession. It has, though,
because the next company I chose to inves-
tigate was JD Sports Fashion, the retailer. It
runs five chains of shops: JD Sports, Bank,
Size?, Scotts, and Chausport in France.
Retailers rolling out new and success-
ful shop formats can be money-making
machines for investors and over the past
five or six years JD has been just that.
Adding the total dividends it’s paid since
2005 to the increase in net asset value —
effectively that part of the company owned
by shareholders - the company has grown
shareholder wealth by 22 per cent a year
on average without recourse to debt.
Since, by conventional measures, the
shares are very cheap, JD looks like the
biggest bargain I've uncovered since I
wrote the first Share Sleuth column in
2008.
But one aspect of this story, I think,
is too good to be true and that is the bit
about debt. Subtracting its minuscule
borrowings from the cash recorded in
JD’s accounts reveals that far from being
indebted in the conventional sense the
company had about £87 million in cash in
January this year.
But, like many retailers, it rents most
of its stores under agreements known as
non-cancellable operating leases, often
with more than five years to run. The
minimum rent it was committed to paying
according to last year’s annual report was
greater than all the assets recorded in JD’s
accounts yet, as is the usual practice, the
leases are not mentioned in this year’s pre-
liminary results announced via the stock
exchange in April.

We must wait until the end of June
when JD publishes its annual report for
information about the leases, and even
then, because JD doesn’t own the proper-
ties, they’re not mentioned in the main
financial statements. Instead they are doc-
umented in the footnotes.

This is completely legitimate account-
ing, but to my mind the operating leases
are hidden debt with the rental payments
analogous to interest.

To see the impact of the leases, I capi-
talised them using a shortcut developed
by Moody’s, the credit rating agency. It
adds eight times annual lease payments to
both sides of the balance sheet (assets and
liabilities), which drastically alters the ratio
of assets to equity (the funding provided by
shareholders).

JD’s unadjusted ratio of assets to equity
is a shade over two, but adjusted for leases,
it’s closer to seven. That means, according
to the traditional measure, almost 50 per
cent of the company is funded by share-
holders and the rest is owed to somebody
else (suppliers mostly).

The new ratio makes JD look much
more indebted with about 15 per cent of
the company funded by shareholders,
and 85 per cent owed to somebody else

For more information:
For more on JD Sports Fashion, and the
removal of Quadnetics and T Clarke from
the Thrifty 30 portfolio see:

http://blog.iii.co.uk/tag/jd/
http://blog.iii.co.uk/tag/qdg/
http://blog.iii.co.uk/tag/cto/

Richard Beddard is companies and mar-
kets editor of our sister website Interactive
Investor. You can follow commentary on,
and changes to, the Thrifty 30 portfolio at
http://blog.iii.co.uk

(suppliers and landlords).

None of this matters while JD Sports
remains as profitable as it is now. But what
if profits halved? JD could then have dif-
ficulty paying the rent. I don’t think profits
will halve, but who knows, and so the com-
pany doesn’t get into the Thrifty 30.
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9/69 Oct 01/11 Apr Jul Oct Jan 05/11
THRIFTY 30 CONSTITUENTS
Price Value | Return

Name Shares | (£) |Cost(£) (£) %
Alumasc 938| 1.77| 999| 1,660/ 66
Armour 21,278| 0.04| 2,250 904| -60
Autologic 3,517| 0.22| 1,000\ 774| -23
Castings 515/ 2.99| 999| 1,538 54
Dart 1,824 0.93] 1,000| 1,692 69
Dewhurst 735 3.83| 2,244| 2,811| 25
French Connection 2,310/ 0.90| 1,000| 2,073| 107
Games Workshop 348| 4.30| 998| 1,496| 50
Haynes Publishing 539| 2.47| 999| 1,329, 33
Holders Technology 1,437| 1.22| 999| 1,753| 75
International Greetings | 1,696| 0.72| 1,097 | 1,225 12
Johnson Service 5,035| 0.34| 1,000 1,699| 70
Mallett 1,591 0.71] 1,000| 1,130| 13
Metalrax 11,036/ 0.11) 1,330| 1,214| -9
Northamber 2,276/ 0.60| 1,200| 1,360| 13
Northgate 511| 3.27| 1,099| 1,671 52
Printing.com 2,940/ 0.36| 1,000 1,058| 6
Ricardo 386| 3.55| 999 1,370 37
Solid State 1,050/ 1.05| 1,000| 2,038| 104
Thorpe (FW) 166| 8.10 1,193| 1,345 13
Titon 2,493| 0.48| 1,000| 1,197| 20
Trifast 3,112| 0.48| 1,130| 1,486| 32
Waterman 2,431| 0.34| 1,000| 827| -17
Total current holdings 26,533|33,650| 27
Cash 5,825

Total portfolio 30,000 39,475 32

Notes: £10 broker fee charged for all transactions, and 0.5%
stamp duty for purchases. Cash earns no interest. Dividends and
sale proceeds are credited to the cash balance. £30,000 invested
on 9 September 2009 was worth £39,475 on 1 June 2011. £30,000
invested in a FTSE All-Share ETF was worth £37,840 (dividends
reinvested). Objective: To beat a FTSE All-Share ETF handsomely
over any five-year period. Source: Sharescope, June 2011
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