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Market Overview

Mo MName Price %chg 1w %chg 1m  %chg 1y = 1y high Ty low Date 1y | Date 1y
high low

1 FTSE 100 T40423  A0319 ¥-163 ABAZ  THBZ28 GB730T2 BT 2MZ2M6
2 FTSE 250 199762 &A0901 w-0681 A136 204724 174353 Inny 21216
3 FTSE SmallCap BT87 47 4A0B45 ¥-0.41 AT B BE9Z2 71 490717 NNy 2NM2M6
4 FTSE AIM 100 530043 A122 A2 16 A348 LX) 38693 TNy BMZ2ME6
5  FTSEAll-Share 4069.07 40427 w-143 A957 4156.95 3665 3T 21216
6 S&P 500 2597.08 A0QTO7 A1.09 A17.8  2599.03 2191.08 211117 1M2M6
7  BrentQil Spot§ 563.426 A1 AB34 A297 564.08 544785 BT 210617
8 GoldSpot$peroz $1291.45 w¥-0159 A123 AB.87 $134910 $1128.22 TIMT 151216
9  GBPMSD - US Dollar per British Pound 1.33302 40381 A152 AT7.05 1.3591  1.20401 15917 16M1M17
10 GBP/EUR - Euros per British Pound 1.1226 A017  A0546 ¥-4.8 1.1972 1.0795 18417 29/8M17
Top Risers Top Fallers

Mo.| TIDM MName %chg 1w Mo.| TIDM Mame %chg 1w

1 SERV  Servelec Group PLC AZ32 1 SPO Sportech PLC v-246
2 0OPHR  Ophir Energy PLC A154 2  CLLN  Carillion PLC ¥-186
3 MNAND  Nanoco Group PLC A133 3 MTC Mathercare PLC ¥-16.9
4 DPLM DiplomaPLC AT 4 XAR ¥aar PLC ¥-16.6
5 FEIG El Group PLC A109 5 CNA Centrica PLC ¥-15.9
G ACA Acacia Mining PLC A10.2 g SRl Spire Healthcare Group PLC ¥-13
7  BYG Big Yellow Group PLC A938 7 IRV Interserve PLC ¥-113
8 HTG Hunting PLC A 8894 8 BAB Babcock International Group P... ¥-10.9
9 ETO Entertainment COne Ltd AB9 9 TALK  TalkTalk Telecom Group PLC v-10.4
10 FEMR  Fenner PLC ABT1 10 DIA Dialight PLC v-9.21
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Diploma (LSE:DPLM, Market Cap: £1.35bn)
Disclosure: | currently own shares in Diploma.

| last looked at Diploma back in May at the time of its interim results. | said back then
that it was the kind of business that | liked and | bought some shares last month for
my SIPP.
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In brief, this is what the company does and how it is structured.

e Life Sciences - It sells medical devices to the Healthcare sector and
environmental analysers, and emissions control products to environmental
businesses.

Seals - Specialised seals used in mobile machinery and industrial equipment.
Controls - Specialised wiring, connectors, fasteners and control devices.
These are used in technically-demanding applications in sectors such as
Aerospace, Defence, Energy, Motorsport and Food & Beverages.

Three quarters of Diploma’s sales come from outside the UK which means that its
sales and profits have received a significant boost from the fall in the value of the
pound since June last year. Its profit make up is shown below.

ACTIVITY BREAKDOWN Last updated 30/9/16
Product Pre-ta b
B 3eals 23.2m 41.9%
Life Sciences 16.7m 30.1%
I Controls 15.5m  28.0%

Turnover Baciridv i@ Total assels
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As | showed back in May, this company has some very attractive financial
characteristics such as:

e High returns on capital employed (ROCE)
e High profit margins.
e High rates of free cash flow conversion - turning profits into free cash flow.

Strong full year results announced this week saw the continuation of these desirable
features and were backed up by decent rates of profit growth.

Regular readers will know that | go on about these key numbers a lot but | want to
make it clear that | am not a quantitative (‘quant”) investor who invests just on the
basis of numbers alone. | spend most of my time trying to understand the business
behind the numbers and why it can produce a good or bad financial performance.
This is time consuming, often not easy and ongoing. | am always learning new
things.

When it comes to Diploma, | like the fact that it seems to be operating in profitable
niches which come about from selling products and services that solve problems for
customers and which don’t have lots of strong competitors. | also like the fact that
most of its products are day-to-day operating items for its customers which tend to
give rise to a much a more regular and dependable source of income than supplying
capital equipment which has more chances of being postponed or cancelled.

All of its businesses seem to be performing well, even when the benefits of the
weaker pound are taken into account.

One of the simplest but revealing tools of analysis you can perform when a company
reports its full year results is to calculate what has gone on during the second half
(H2) of the trading year. This is easily done by subtracting the first half results from
the full year results in a spreadsheet as shown below. The H2 figures can give you a
little bit more of a feel for the current momentum of sales and profits in a business.

Life Sciences H1 16 H2 16 FY 2016 H1 17 H2 17 FY 2017
Turnover (£m) 52.5 57.4 109.9 57.9 68 125.9
Change 10.3% 18.5% 14.6%

Operating profit
(Em) 9.3 10.3 19.6 10.3 13 23.3

Change 10.8% 26.2% 18.9%

Margin 17.7% 17.9% 17.8% 17.8% 19.1% 18.5%




Life Sciences has sizeable businesses in Canada and Australia where there has been
quite a bit of price pressure on healthcare budgets. Given that backdrop, underlying

sales of growth of 4% and 6% respectively is reasonable. The UK and Irish business
was weaker and posted no growth but is not as significant in its total contribution to

this division’s profits.

Diploma has offset government healthcare budget pressures by winning new
business in Canada. In Australia, the recent acquisition of Abacus has increased
exposure to private laboratory customers in selling diagnostic instruments.

The Environmental business saw 3% underlying growth despite coming up against
strong sales comparatives from last year. Service sales are up and emissions
monitoring sales are currently buoyant.

This business looks like it has reasonable momentum with an acceleration of growth
during the second half of the year and a decent improvement in operating margins. It
looks to be starting the 2017/18 year in good shape.

Seals H1 16 H2 16 FY 2016 H1 17 H2 17 FY 2017
Turnover (£m) 79.2 87.4 166.6 94.8 100.5 195.3
Change 19.7% 15% 17.2%

Operating profit

(Em) 13.4 14.8 28.2 15.4 16.5 31.9
Change 14.9% 11.5% 13.1%
Margin 16.9% 16.9% 16.9% 16.2% 16.4% 16.3%

The Seals business has benefitted from a strong North American market for mobile
machinery and industrial equipment but underlying trading elsewhere has been quite
weak. There is cause for a little bit of concern on operating margins.

Whilst margins are a little bit better than the second half of the year, the company is
commenting about higher supply costs and freight costs. It also mentions discounts
and stock control issues eating into margins which makes me think that price
competition has increased in this business.




Controls H1 16 H2 16 FY 2016 H1 17 H2 17 FY 2017
Turnover (£m) 47.4 58.7 106.1 64.6 66.1 130.7
Change 36.3% 12.6% 23.2%

Operating profit

(Em) 8.1 9.8 17.9 11.7 11.3 23
Change 44.4% 15.3% 28.5%
Margin 171% 16.7% 16.9% 18.1% 171% 17.6%

Controls was the star performer. The division saw underlying growth of 14% -
excluding currency and acquisitions - and an improvement in profit margins.
Specialist cable harnessing - used in Aerospace, Defence and Motorsport - is
performing well as are speciality fasteners and fluid controls.

The company was reasonably upbeat about the future prospects of the whole
company which suggests that investors can expect further profits growth in 2018. It
also signalled its intention to keep on making acquisitions. If it can buy
complementary businesses with similar characteristics to what it has already and do
this whilst maintaining its high ROCE then this looks like a good thing to do.

That said, | can’t help thinking that the share price has got a little ahead of itself
given its reaction to the results.

| J
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Diploma PLC (DPLM)
BREAKDOWN
Opinion Brokars
1 Buy 3
2 Cut perform 1
N 3 Hold 3
4 Under perform 0
N s Sell 0
0 Mo opinion 0 MNotincluded in consensus
2 Out perform T Consansus
FORECASTS £ millions unless stated
Year 2018 2019 2020
Tumover 4700  +60% 4991  +42% 5249  +52%
EBITDA B8.3 930  +53% OBE  +6.0%
EBIT 79.7 BT  +6.2% 852 +12.4%
Pre-tax profit B3.1  +24.4% BT.B  +57% 936  +6.5%
Post-tax profit 59.4  +3.9% 638  +7.3% BB3  +7.1%
EPS (p) 530  +4.8% 558  +5.3% 599  +7.3%
Dividend (p) 253  +10.0% 269  +63% 291 +8.2%
CAPEX 55 53  -37% 52 -1.0%
Free cash flow 55.7 B1.3  +10.1% BBB  +12.1%
Net borrowing -49.6 B21  +853% M7 +427%
NAY 291.8 318.0  +83% 3477 +0.0%
Like for like sales growth 3% - - -
PRE-TAX PROFIT £
Target price
Tumover a0
EBITDA
EBIT
' 80
Pre-tax profit ,"r
Post-tax profit !
-
EPS : w
Dividend
CAPEX 60
Free cash flow
Met borrowing £0
NAV
LFL Sales % 2013 2014 2045 2016 2017 2048 2019 2020
The benefits of the weak pound are wearing off and I’'m not sure that some investors
have woken up to this yet. Going forward, growth looks like it is going to be quite
hard to achieve for many businesses and those that do grow are likely to do so quite
modestly.
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Current forecasts for Diploma are for 4.8% growth in EPS to 53p in 2018. Analysts
are still expecting a very high conversion of profits into free cash flow and a rapidly
rising net cash balance.

At 1202p, the shares are on 22.7 times forecast EPS or 21.9 times adjusting for the
forecast net cash balance of £49.6m. As the high-quality business that Diploma is,
that looks pretty full in the absence of forecast upgrades.

Avon Rubber (LSE:AVON, Market Cap: £359m)
Disclosure: | currently own shares in Avon Rubber.

My main interest in this company is the protection business. It makes protection
masks and breathing apparatus that are sold to military customers, police forces and
fire services.

12 —Awon Rubber PLC
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This kind of business has some very desirable characteristics in my opinion. As the
products are safety and performance critical the standards set by buyers are very
high and strict. This creates a barrier to entry and reduces competition. Once a
company is on the preferred supplier list it tends to stand a good chance of
maintaining and growing its business. If you are not on the list you can’t compete.

| J
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Avon Protection
Crnanciats

2017 % Change % Constant Currency

Orders received £123.9m 243% 14.6% o

Closing order book £30.5m 45.9% 50.0% 201 6

Revenue £113.8m 12.8% 3.6% £100.9m

Adjusted EBITDA £27.1m 26.0% 16.6%

Adjusted EBITDA margin 23.8% 2.5%

Ad]usted operating profit £19.8m 31.1% 22.2% —’ Milizary —’ Law Enfarcemnent Fire

| OPERATINGPROFIT ______ GI)H2] [ COMMENTS
2017 B.Omm *  Strong growth in Fire across the whole portfolio
2016 £5'5'“m +  Law Enforcement growth driven in North America
2015 £6 AMW = Military revenue flat at constant currency
2014 ﬂi?mm » Improved product mix drives 23.8% EBITDA margin

- up 250 bps
. :eos;zd £y mm Closing order book provides good visibility into 2018

Avon’s Protection business had a very good 2017 with strong growth in orders,
revenues, profits and margins. The closing order book was also up strongly.

The US Department of Defense (DoD) is its biggest customer but growth here is
muted due to the winding down of the M50 mask and M61 filter spares contracts
shown in more detail below.

Avon Protection - Revenue Split

2017 2016
% 5%
£113.8m £100.9m
14%
13%
Il oob DOD SPARES B EMEA/NA B rRE AEF

Avon Protection — M50 Masks and M61 Filter Pairs

M50 Mask Systems Delivered M61 Filter Pairs Delivered
3000 1000
Sole-Source Contract Vehicle
_ 2500 _
2 Total Service Reguirement 2 750
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a — 3
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Delivered Delivered
Orders | Orders I
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Good growth is coming from the Fire business across America and the growth
prospects here look to be pretty decent albeit at a more modest rate than was seen
in 2017. Going forward, new contracts with the UK military will offset the maturing
DoD contract and is expected to boost margins.

Further growth over the medium term is likely to come from new products being
introduced to the portfolio of protection products. There is also a reasonable
opportunity to increase the customer base within the law enforcement segment.

I am less excited about the company’s milk machines and servicing business but it is
by no means a shabby one. It has the attraction of high profit margins as well and
looks set to deliver some growth due to the rising price of milk boosting the fortunes
of its dairy farmer customers.

milkrite | InterPuls
D

2017 % Change % Constant Currency

Orders received £50.0m 17.4% B.5%
Closing order book £3.5m 40.0% 20.1% {201 7 f:o-l 6
Revenue £49.4m 17.6% 6.6% £49.4m £42.0m
Adjusted EBITDA £10.9m 11.2% 4.7%
Adjusted EBITDA margin 22.1% (1.2%)
Adjusted operating profit £8.0m 11.1% 5.8% 4 Interface~ *=gp PC] Farm Services
| OPERATINGPROFIT ______________________ ,i)H2] CIIEID
2017 £4.0m m *  Positive market conditions continue
2016 53'4'“m = Strong growth across all markets
2015 £3-3mm = Strong recovery in PCI
2014 £2.7mm *  Margins reflect investment to drive growth
2013 £2.6mm = Farm Services expansion into pulsators and tags
* Restated

Avon’s business quality shows itself in very decent ROCE and excellent free cash
generation which is expected to continue.

Analysts’ forecasts for this share make for interesting reading at the moment. Profit
growth is expected to be

quite muted which seems at - RmEﬁgggﬁﬁubbﬂf PLC (AVON)
odds with the reasonably 30
upbeat outlook from the 25
company. This is especially 204
true as the company is 3 159
guiding towards flat military 12: .
sales at a higher profit I —
margin in 2018. -5
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
www.sharepad.co.uk ©SharePad
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4 )
It is possible that analysts have Avon Rubber PLC (AVON)
not yet got round to revising gg: == Norm EPS == FCF ps B
their published forecasts after 70 —
& 60 g B =
the results. Forecasts for 2020 |7 5;- B EE N
look like a bit of an outlier at S :g‘ SR B
Q a0 EERa N
the moment as well so I'd take |5 20 g=n= N
. . 8y 10 I B -5
those with a pinch of salt. That oy I. - ™ -
said, it may reflect the new UK :;g I
military contract having an 08 09 10 11 12 13 14 15 16 17 18 19 20
www.sharepad.co.uk Year ESharePad
effect. ?
With strong free cash flows and net cash on the balance sheet as well as a
manageable pension deficit the company has made no secret of its desire to make
acquisitions which enhance value for shareholders. It’s always encouraging to hear
of such intent but | don’t think this should command anything extra on the current
share price.
Avon Rubber PLC (AVON)
Opinion Brokers
I 1 Buy 7
2 Out perform o
3 Hald 0
4 Under perform [i]
Hl 5 Sell 1
(1] Mo opinion 1 Not included in consensus
Il 15 Buy 9 Consensus
FORECASTS £ millions unless stated
Year 2018 2019 2020
Tumover 168.5 +3.3% 173.1 +2.7% 184.1 +8.4%
EBITDA 381 +15.3% 38.3 +0.6% 433 +131%
EBIT 2715 +39.1% 278 +1.0% 342 +23.0%
Pre-tax profit 273 +288% 27.8 +2.1% 344 +238%
Post-tax profit 223 -T.5% 220 -1.3% 275 +25.0%
EPS (p) 0.3 -10.7% 7.3 +1.4% 9.9 +26.1%
Dividend (p) 155 +25.8% 182 +174% 274 +4B.9%
CAPEX 40  -273% 4.3 +8.3% 35 -176%
Free cash flow 245 -9.3% 214 -12.6% 273 +274%
Net borrowing 425 +7214% 481 +156% BET +T45%
NAV B7.8 +21.0% B14 +20.1%
Like for like sales growth %
PRE-TAX PROFIT £
Target price
as
Tumowver
EBITDA
EBIT a0
Pre-tax profit
Post-tax profit ,
EPS '.' 25
Dividend h
CAPEX 20
Free cash flow
Met borrowing
NaW 15
LFL Sales % 2043 2014 2045 2016 2047 2048 2049 2020
| J
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Another added attraction | see with Avon is that it looks like it has become quite a
significant dividend payer and income share. The payout ratio is currently extremely
low and the company has stated its intention to reduce dividend cover to two times
from over six times currently:

“Our policy is to maintain a progressive dividend policy balancing dividend increases
with the rates of adjusted earnings per share growth achieved, taking into account
potential acquisition spend and the Group's financing position. Over recent years,
we have grown the dividend per share by 30% per annum and we expect to continue
to grow dividends ahead of earnings over the medium-term. Our policy is to maintain
dividend cover (the ratio of dividend per share to adjusted earnings per share) above
two times. This year dividend cover was 6.7 times (2016: 7.6 times). Once dividend
cover has reduced to two times we intend to increase dividends in line with the
growth in adjusted earnings per share.”

As long as trading remains good, investors should expect very strong rates of
dividend growth from the shares over the next few years which could produce a very
nice boost to shareholder returns.

Just as an example, two times dividend cover on current forecasts would give a
dividend per share of 35p and a yield of 3% at a share price of 1162p.

| think Avon Rubber is a pretty decent business and one that can still be bought for a
reasonably modest rating of just over 16 times rolling one year EPS forecasts.
Granted there is some fog on current forecasts but this is a share | am happy to tuck
away for a few years.
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Talk Talk Telecom (LSE:TALK, Market Cap £1.5bn)

Selling phone, broadband, mobile and TV services is a fiercely competitive business.
It is also one that Talk Talk has struggled to get to grips with in recent years. Not
only has the company created lots of problems for itself - particularly in the area of
customer service - but it has also been up against competitors such as BT and Sky
that have been able to woo many customers with attractive bundled deals known as
quad play (Phone, broadband, mobile and TV).

TalkTalk Telecom Group PLC
400 200 SMA ' '

50 SMA
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Under its previous management team, the Talk Talk investment case was based on
aggressive cost cutting and selling very cheap services in order to fund a dividend it
ultimately could not afford.

The new management team is following a similar path and has cut the dividend to
give it some breathing space. It seems that the stock market was not particularly
impressed with what it saw in last week’s half year results with Talk Talk shares
falling sharply to a five year low.

The company added 46,000 net new customers (new ones less leavers) but revenue
and profits are still shrinking and cash flow was still quite weak on an underlying
basis.

The company is talking about a good response to its fixed low price plans where the
price is fixed for the duration of the contract - with many customers signing up for
two years and quite a few of them taking higher margin fibre broadband services.

This is a start but it has to lead to revenue-based profit growth ultimately to create a
sustainable investment case for the shares in my view.

\
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Revenue (GBPm)

EBITDA (GBEPm)

Operating (loss)/profit (GBPm)
(Loss)/profit before taxation
(GBPm)

(Loss)/profit after taxation
(GBPm)

Basic EPS (p)

Cash flow (GBPm)

Headline operating cash flow
(1)

Interest and taxation

Headline free cash flow

Exceptional items

Acquisitions

Dividends

Headline net debt (3)

Headline net debt/EBITDA (3)

30 September 2617
Unaudited

856
29
(42)

(75)

(71)

(7.5)

Six months ended
30 September 2017
Unaudited

46
(28)

(21)
(5}
(47)
(837)
2.88x

3@ September 28616
Unaudited (restated)(4)

982
119
a4

30

21

2.2

Six months ended

3@ September 20816
Unaudited (restated)(4)

(28)
(11)
(39)
(15)
(14)
(1e@)
(847)
2.51x

I do however see one scenario where Talk Talk could actually prosper. Both BT and
Sky are about to bid for the next round of Premier League football rights. Should
they have to shell out more money to retain their existing packages then | think they
will find it very difficult not to increase prices - perhaps quite significantly.

This could see some disenchanted customers at Talk Talk’s door but it is by no
means certain. BT customers who do not want to pay for sport can trade down to its
budget brand Plusnet if they want a no-frills package.

One thing that does concern me about this company is that it talks about EBITDA a
lot. This to me is not very sensible. Telecoms businesses such as Talk Talk which
owns a physical network are by their nature capital intensive. Money needs to be
spent to keep the network in good working order.

EBITDA is therefore not an amount of money that can be paid out to shareholders.
This is a long-held gripe of mine and | am constantly amazed that companies and
investors go on about it so much still.

Looking at consensus forecasts for the company in the context of an unexceptional
first six months | do find myself querying them.

The aforementioned EBITDA guidance is at the lower end of the £270m to £300m
range. That looks OK given consensus of £266.4m.

| do have some questions on a free cash flow forecast of £138.6m given an actual
free cash outflow of £4m during the first half of the year. This is not a particularly
seasonal business which is why | am a little perplexed as to why the second half of
the year should see this business being so cash generative.




alkTalk Telecom Group PLC (TALK)

BREAKDOWN
Opinion Brokers
I Buy 4

2 Out perform 0
I 3 Hald 4

4 Under perform T
I s Sell L

0 Mo opinion 0 Mot included in consensus
Bl 345 Hold 20 Consensus
FORECASTS £ millions unless stated
Year 2018 2019 2020
Tumover 1,736.2 -2.6% 1,B137 +4.5% 1,850.2 +2.0%
EBITDA 2664 -247% ST +14.7% aoe.7 +1.0%
EBIT 1358 -36.2% 1755 +29.2% 1754 -0.0%
Pre-tax profit B0O.0 -55.8% 1376 +T2.0% 142.0 +3.2%
Post-tax profit 69,1 -60.7% 113.8 +64.5% 116.9 +2.7%
EPS (p) 69 -52.3% 114 +65.2% 121 +6.1%
Dividend (p) 76 -26.1% 8.2 +7.9% TT -6.1%
CAPEX 1205  -21.2% 126.8 +5.2% 1254 -1.1%
Free cash flow 1366 +2151% 1636 +10.8% 166.5 +1.9%
Met borrowing TOB.6 +2.1% 7485 -6.1% T01.1 -6.5%
M 144.0 +2.9% 176.0 +22.2% -

Like for like sales growth % - - -

FREE CASH FLOW £
Target price

Tumover
EBITDA . — 150
EBIT i

Pre=tax profit 4

Post-tax profit !
EPS !
Dividend )
CAPEX

Free cash flow

MNet borrowing

AN
LFL Sales % 2093 2014 2015 2046 247 2048 2049 2020

However, | will concede that analysts who follow this business full time are going to
have a better feel for things than me. On that basis, the outlook for free cash flow
looks very reasonable and is very supportive of a 7.6p dividend payment and a
prospective dividend yield of 4.8% at a share price of 146p.
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But you might want to ask yourself why you would want this yield when you can get
a higher one from other stock exchange-listed telecom companies.

SharePad’s enhanced forecast data now means that users can get forecasts for free
cash flow dividend cover for three years. The table below shows that on the basis of
current forecasts higher yields are on offer and are covered by expected free cash
flow.

Of course, forecasts are often wrong but if these are vaguely accurate then perhaps
income seekers can do better from owning other telecom shares than Talk Talk.

Name fcYield Y 2yfcYield ™ 3yfcYield Y fcFCFdiv | 2y fc FCF div| 3y fo FCF div
cover cover cover

BT Group PLC 6.3 6.6 6.6 1.6 1.7 1.7
Manx Telecom PLC 59 6.1 6.3 1.2 1.1 1.4
Vodafone Group PLC 5.6 57 6.0 1.2 1.3 1.3
TalkTalk Telecom Group PLC 4.8 5.2 4.9 19 2.0 2.1
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