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Smiths News

Predictable cash flows and growing dividends

Smiths News has successfully performed a turnaround of the business
that has seen it return to a core newspaper and magazine distribution
operation. While the print sector is declining, revenue is predictable and
management has a clearly demonstrable cost-saving track record such
that cash flow is strong and profits are broadly flat, post COVID-19. This
means that debt is being paid down and dividends are likely to become an
increasing feature. We value the business at 77p, twice the current price.

Revenue PBT* EPS* DPS PIE Yield
Year end (Em) (Em) (P) (P) (x) (%)
08/19 1,3035 380 120 1.0 3.1 27
08/20 1,1645 282 104 0.0 36 0.0
08/21e 1,094.6 217 9.0 16 4.1 43
08/22¢ 1,050.8 275 9.1 2.3 4.1 6.2

Note: *PBT and EPS are normalised, excluding amortisation of acquired intangibles,
exceptional items and share-based payments.

Restructuring leaves Smiths refocused on the core

The current management team has restructured Smiths News over the last three
years as it has returned to its core distribution activity, having sold the loss-making
logistics business, Tuffnells, in May 2020. The core business benefits from
exclusive absolute territorial protection (ATP), long-term contracts with suppliers
(publishers) and strong relationships with customers (retailers). This means that
revenues are relatively predictable and managing the business becomes somewhat
easier with fewer distractions.

Long-term cost-saving track record drives cash flow

While physical newspaper and magazine sales have consistently fallen, the rate of
decline has been relatively constant and predictable. Cover price inflation partially
offsets declining income, and management augments this with a long-term plan to
more than match the declining profit contribution with cost savings. It has reduced
costs by ¢ £35m in the last six years and has earnt a track record of success. We
anticipate that this process is likely to result in relatively flat profits and strong cash
generation, which will see dividends and yield become an increasing feature.

Valuation: DCF calculation values the shares at 77p

We value Smiths News at 77.4p/share based on a discounted cash flow (DCF)
model, more than twice the current share price. Given the predictable and
consistent cash flow of the core business, we believe this is a reasonable
methodology to adopt. The value is confirmed by our dividend discount model
(DDM) valuation, which suggests a value of 76.6p/share. A DDM approach is also
an appropriate way to value the stock considering the current strategy, which is to
generate cash, pay down debt and return surplus cash to shareholders via
dividends and ‘special’ payments. In absolute terms, Smiths News trades on a P/E
of 4.1x in 2022e, with a yield of 6.2% and the prospect of ‘special’ dividends to
bolster the yield as debt falls. In our experience, when ‘safe’ dividend yields exceed
P/Es in absolute terms, it highlights a value opportunity.
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Business description

Smiths News is the UK’s largest newspaper and
magazine distributor with a ¢ 55% market share
covering 24,000 retailers in England and Wales. It
has a range of long-term exclusive distribution
contracts with major publishers, supplying a mix of
supermarkets and independent retailers.
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Investment summary

Company description: No. 1 in newspaper & mags distribution

Smiths News is the UK’s largest newspaper and magazine distributor with a ¢ 55% market share
covering 24,000 retailers in England and Wales. It has a range of long-term exclusive distribution
contracts with major publishers, supplying a mix of major supermarkets, smaller multiples and
independent retailers. Newspaper and magazine distribution accounts for ¢ 98% of revenue and
EBITDA, while two much smaller divisions account for the remaining 2%. These include DMD, a
world leader in travel media and airside services, and InStore, which offers field marketing in the
retail environment. Smiths News’ key suppliers include publishers Associated Newspapers (Daily
Mail and Metro), News UK (The Sun and The Times), Reach (Daily Mirror, Daily Express, Daily
Record), and Frontline (Bauer Media Group), while its largest customers include Tesco Stores,
Sainsbury’s Supermarkets, WH Smith and the Co-operative.

Valuation: Valued at 77p and reinforced by our DDM

Based on our DCF calculation, we value Smiths News at 77.4p/share, more than twice the current
share price. Given the business’s predictable but strong cash flow, we believe this is a reasonable
methodology to adopt. A sensitivity table for a range of terminal value growth rates and WACCs can
be found in Exhibit 16. We estimate that Smiths News will generate an average free cash flow of

¢ 10p/share pa over the next three years.

The value is reinforced by our DDM valuation, which suggests a value of 76.7p/share. ADDM
approach is also an appropriate way to value the stock considering the current strategy, which is to
generate cash, pay down debt and return surplus cash to shareholders via dividends and ‘special’
payments.

Financials: De-gearing to lead to ‘special’ dividends

The ongoing annual revenue decline is relatively easy to predict, as are the company’s repeated
cost-saving initiatives. Therefore, we believe that the profits of the business will be relatively stable
and that the cash flows will be strong, although the corporate tax rate increase will affect EPS from
FY23e. This cash flow in turn allows the company to pay down debt such that it will hit its 1x net
debt/EBITDA target in 2023e, from 2x in FY20. It has already restarted paying dividends and,
although restrictions exist until 2023, the yield of more than 6% in FY22e and the prospect, in our
view, of paying higher dividends potentially offering yields of double figures if Smiths News was to
move to a twice covered dividend. Furthermore, management has outlined an ambition to return
surplus capital to shareholders via ‘special’ dividends.

Sensitivities: Predictable revenue and declining costs

Predicting future volumes of newspapers and magazines has been relatively simple for much of the
last 20 years as up-to-the-minute news online has taken market share from physical news. In the
20 years from January 2000 to January 2020, the circulation of paid-for newspapers declined by
65%, an annual decline of 5.4% pa. More recently of course, volumes were affected by the
pandemic, with Smiths News’s newspaper and magazine volumes dropping by ¢ 12% and 42%
respectively in Q320 (March to May). This was clearly an unusual event and we expect that annual
volumes will return to a more predictable glide path. Cover price inflation clearly helps offset
declining volumes, but is insufficient to cover the volume decline, hence the ongoing cost-saving
programme. The company has a strong track record of consistently reducing the cost base to offset
margin erosion. This cost-saving activity puts Smiths News in a good place to deal with margin
pressures that are building in the supply chain from well publicised labour availability and cost
inflation issues. The outcome depends on how long the situation persists and potential remedies.
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Company description: Reinvented as a cash cow

Over the last three years, Smiths News has reinvented itself by returning to its previous form it was
before it tried to diversify away from its core newspaper and magazine distribution business. The
last piece of the puzzle was the successful disposal of Tuffnells in 2020, despite the pandemic. As a
result, we believe the company is now in a strong position to manage declining volumes and falling
costs while cash is generated and initially used to primarily paydown debt, but also increasingly to
return this value to shareholders in the form of dividends.

Management change at an end

There was extensive upheaval within the business over an extended period as Smiths News looked
to diversify away from its core markets. Under the leadership of Jon Bunting and Tony Grace over
the last three years, it has now returned to concentrating on newspaper and magazine distribution,
which will present its own challenges. Towards the end of this disruptive period there has been
management change, with the three senior positions changing within the last three years. The final
change was the appointment of Paul Baker as chief financial officer with effect from 4 October,
replacing Tony Grace who will retire from the company at the end of December.

The last major operational change was the disposal of the distribution business, Tuffnells, in May
2020. Since then, the company has reverted back to the Smiths News name, and has been able to
concentrate on the recovery from the COVID-19 disruption and on running the core distribution
business.

The existing executive board members are David Blackwood (chairman since May 2020), who was
formerly finance director at Synthomer and has held senior roles at ICl; Jonathan Bunting (chief
executive officer), who joined the company in 1994, but was appointed CEO in June 2020; and Paul
Baker, who is the new chief financial officer. Prior to this he held finance director roles at Compass,
Iglo Group/Birds Eye and Cadbury Schweppes.

Strategy to pay down debt and pay healthy dividends

Smiths News’ strategy is focused on providing excellence in newspaper and magazine wholesaling,
with its competitive advantage derived from a combination of service quality, scale efficiencies and
value for customers. These ‘three essentials’ underpin its service offering to both publishers and
retailers, and enable Smiths News to deliver sustainable and relatively predictable profit and cash
flow for the foreseeable future.

After a long period of seeking to diversify away from its core distribution business, it has recently
completed a ‘reset’ of the business and will in future largely focus on the distribution business.
Although facing slow structural decline, the distribution business is profitable and cash generative
and is likely to generate sufficient cash to pay down debt from 2x net debt to EBITDA, to 1x, and
finance a healthy and attractive dividend. It may also offer the potential for the payment of ‘special’
dividends from time to time.

Market leader in newspaper and magazine distribution

Smiths News is the UK’s largest newspaper and magazine distributor with a ¢ 55% market share
(private equity owned Menzies Distribution covers the other 45%) covering 24,000 retailers in
England and Wales. It has a range of long-term exclusive distribution contracts with major
publishers, supplying a mix of major supermarkets, smaller chains and independent retailers.
Newspaper and magazine distribution accounts for ¢ 98% of revenue and EBITDA, while two much
smaller divisions account for the remaining 2%. These include DMD, a world leader in travel media
and airside services, and InStore, which offers field marketing in the retail environment.
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Smiths News’s key suppliers include publishers Associated Newspapers (Daily Mail and Metro),
News UK (The Sun and The Times), Reach (Daily Mirror, Daily Express, Daily Record) and
Frontline (Bauer Media Group), while its largest customers include Tesco Stores, Sainsbury’s
Supermarkets, WH Smith and the Co-operative.

Managed decline of physical news media

The popularity of physical daily newspapers, magazines and periodicals has been in gradual
decline, with first the growth in news consumption from television and radio and then, more
recently, the internet becoming the primary source for up-to-the minute news. Figures from the
Press Gazette, using ABC data, show a 65% reduction in circulation for paid-for newspapers (daily
and weekly) from January 2000 to January 2020 (so pre-COVID-19), equating to an annual decline
of 5.4%. There will have been some offset against this from rising cover prices.

The impact of the pandemic accelerated the trend to online news consumption, particularly in the
strictest periods of lockdown, when access to retail outlets was limited. ONS data show a much less
dramatic decline of 18% over the same 20-year period, but this data bundles together sales of
books, newspapers and magazines, so is less representative.

The pattern of decline is clearly shown in the revenue splits from Reach, which publishes titles such
as the Daily Express, Daily Mirror and Daily Star, plus their Sunday equivalents and a large number
of regional titles. Reach titles accounted for around 25% of the ABC circulation figures for January
2020. Particularly worth noting is the decline in print advertising, as the return on advertisers’
investment in online advertising improves with more tailored and accurate audience targeting.

Exhibit 1: Reach shift in revenues FY18-22¢
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The latest Ofcom news consumption in the UK report (July 2021) shows that only 32% of over 16s
now use newspapers as their source of news (and 0% do so exclusively). The habit of buying and
reading a daily paper is most ingrained in an ageing demographic. The Ofcom data show around
half of over 65s use physical newspapers, but only 16% of 16—24 year-olds do so.

Exhibit 2: Demographics of newspaper readers

Total Male Female 16-24 65+ ABC1 C2DE Minority White
population ethnic groups
Print Newspapers 32% 37% 21% 16% 50% 34% 29% 23% 33%

Source: Ofcom, July 2021

With these underlying characteristics, we would expect that UK newspaper circulation would
continue to atrophy at a similar rate to the last 20 years, ie 5-6%, with some amelioration from
inflation-plus increases in cover prices.
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Smiths News delivers, 364 nights of the year

Although newspaper and magazine volumes are declining, there is still an important, very time-
sensitive role to be played in their distribution. Smiths News plays the role that links the publishers
with the retailers across 55% of the country, in the areas where it enjoys ‘absolute territorial
protection’. It does so under contracts, most of which run until 2025, giving the company good
visibility of revenue. The predictability of revenue and the long duration of contracts give Smiths
News the opportunity to manage declining income by offsetting it with cost savings from network
management. Ultimately though, the business is cash generative and this offers the opportunity for
attractive dividend payments, which are discussed later in the note.

Market characteristics

After many years of consolidation, the newspaper and magazine wholesale and distribution market
has consolidated into a duopoly, with Smiths News enjoying 55% market share and Menzies having
45% (see map below). The region is divided into post coded territories with each wholesaler having
‘absolute territorial protection’ (ATP) awarded to them by the publishers. ATP in effect implies a
regional monopoly that also minimises costs to the retailer.

Exhibit 3: Smiths News distribution territories

Source: Smiths News

Barriers to entry do exist in the form of fast delivery requirements (hard to replicate), exclusive
publisher contractual relationships and complex product ranges, and the dispersed customer base.
Menzies is likely to remain the key competitor, but this only becomes an issue when long-term
contracts come up for renewal (95% of contracted revenue is contracted until at least 2024, and
80% until 2025). Churn of publishers at renewal has been minimal. The only other type of
competition in physical distribution is small volumes of direct to customer deliveries in a very limited
number of territories (Financial Times and News UK) though there is some evidence that News UK
has reduced direct to retail delivery in recent periods.

Other barriers exist in terms of the short nightly operating window (four to six hours overnight after
news copy is written and printed), the cost of establishing a regional distribution hub and the
necessity to reliably perform the task 364 nights per year.
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Publishers are generally happy with the model because it is well established and reliable, and
retailers are happy because the shared route to market, for newspaper and magazine delivery to
individual premises, is the most economic and sustainable delivery model.

Operating model

As the graphic below shows, Smiths News sits between the relatively modest number of newspaper
and magazine publishers and over 24,000 retail outlets that it has to service every day by 7am. It
therefore operates one of the fastest moving distribution operations of its kind.

Exhibit 4: Smiths News operating model

Magazine Magazine

Over 24 000 outlet

locations delivered
to daily pre 7am

Fleld marketing | Copy 1 | J heting | Titles

Source: Smiths News

Smiths News operates automated systems from 32 newspaper and five magazine distribution
centres within its region that monitors sales and refunds to ensure accurate and timely invoicing. In
order to reach the ¢ 24,000 retailers nightly, Smiths News utilises around 1,100 couriers, which
implies that the average courier visits more than 21 retailers on a typical night, both delivering
bundles of newspaper and magazines, and also collecting unsold volumes and arranging refunds to
the retailer.

A short video

Revenue model

Smith News’ revenue model is relatively simple and predictable. In essence, the contracts will state
a price at which Smith News will buy the titles from the publishers, say for 65p each (in the graphic
below), and within hours sells them to the retailers for say 75p each, plus a delivery service charge.
The agreed prices tend to move with the cover price, although some arrangements have an
element of indexing within the agreement. Smiths News generates the vast majority of its net
margin from the sales margin and the delivery service charge, with ¢ 10% generated from ancillary
revenue, which includes sales of ‘part works’ and stickers, and a very modest sum from waste
paper revenue derived from recycling unsold product.

Refunds for unsold inventory are netted against the next retailer invoice, and Smiths News is in turn
refunded via return credits from the publishers. This means that neither Smith News nor the retailer
carries the risk of unsold stock. The publisher contracts also protect Smiths News against
marketing activity where a publisher may engage in discounted promotions on certain titles for a
period, as the margin received by Smiths News will be maintained at the % pre any marketing
activity.
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Exhibit 5: Smiths News revenue model
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= Smiths News recycles return copies — generating circa £1.3m income p.a.

Source: Smiths News

Publisher/wholesaler: Typical contract terms

The contracts signed between the publishers and Smiths News, the wholesaler, typically have a
duration of around five years and protect Smiths News from most risks, bar the expected slow
volume decline that has been typical for the last 20 years. Smiths News would also benefit if

headline copy prices rose or volumes increased, but when these things have happened in the past,

they have proven to be temporary.

There are six key elements to a typical contract:

1. Price promotion protection: in the event of the introduction of a promotion price, ie a
reduction in the cover price of a title, Smiths News can seek margin protection to ensure it
receives a percentage of the pre-promotion price of a title.

2. Sales floor mechanism: some contracts allow additional margin to be paid to Smiths News to

make up for lower than anticipated volumes, and therefore income, subject to a cap.

3. Absolute territorial protection (ATP): Smiths News has ATP over regional postcodes that
ensure that retailers cannot source product from a third party.

4. Right to renegotiate: in certain specified situations, such as a change in the law, or the

demise of a title or edition, Smiths News can initiate a renegotiation to better reflect the change

in circumstances.

5. Refund unsold volume: all newspaper and magazine contracts allow for unsold volumes to be

returned to the publisher for a refund. This ensures no obsolescence risk.

6. Indemnity protection: Smiths News'’s contracts give it full indemnity against a number of
liability driven events, including (1) infringement of intellectual property rights, (2) product
liability issues with any cover mounted gifts and (3) defamatory or unlawful material.
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Exhibit 6: Publishers served by Smiths News
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Further down the value chain, Smiths News takes no risk on the cost of distribution from petrol price
fluctuations or wages costs as these services are tendered to it. There is little alternative work
available overnight, either for drivers or for the delivery vehicles, so cost volatility tends to be very
low.

Revenue by source and publisher

We estimate that Smiths News will generate ¢ £1.1bn of revenue in FY21, two-thirds of which
comes from the sale of newspapers and just under a third from magazines. The modest balance of
¢ 3% comes from the less predictable revenue associated with ‘one-shot’ sales. These would
include magazine and sticker collections often associated with sporting events like the European
Championships or the Olympics, or perhaps blockbuster movie releases.

As a general rule, Smiths News generates a margin of c 6-7% on net newspaper sales, and a
margin of ¢ 10% on magazine sales. One-shot sales margin is similar to that of magazine sales.

Exhibit 7: Revenue by source (2020) Exhibit 8: Revenue by publisher (2020)
Other Other
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Magazines
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Source: Smiths News Source: Smiths News

Distribution contracts by expiry date and publisher

Smiths News is in a very comfortable position for the next four years as 95% of its revenue is the
subject of contracts that run until at least 2024, with most running until at least 2025. The last major
contract was a five-year deal with Associated Newspapers (Daily Mail, The Mail in Sunday and the /
newspaper) announced in October 2020. This now allows management to concentrate on its
extensive cost control programme to mitigate the anticipated volume and revenue declines.

Smiths News | 18 October 2021 8



¢ EDISON

Exhibit 9: Contracts by publisher and duration (percentage of FY20 revenue in brackets)
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Source: Smiths News

Smiths customers are ‘sticky’ by nature

Smiths News has exclusive, long-term relationships with its customer base (ie the retailers), but it
does not have any contracts with them. This is because of the exclusive postcode territories it has
with its publishers, which effectively bans retailers from sourcing product from a third party. This
ensures retailers remain ‘sticky’ customers of Smiths News. There is also a cost issue for the
retailers in so far as they would need to pay a second delivery service charge if they took stock
from another supplier, thus diminishing their own profitability.

These arrangements create a high barrier to entry for third parties and for Smiths News’s sole
major rival, Menzies.

Smiths News'’s biggest clients are the large national retailers, with Tesco, Sainsbury’s, WH Smith
and the Co-op being the biggest and collectively accounting for around one-third of group revenue.

By contrast, the group of independent customers that accounts for 34% of revenue runs to several
thousand customers, but obviously by definition most have only one location.

These retailers all pay a service charge for delivery of products that is based on a standard table
pre-agreed with the Federation of Independent Retailers. This is in addition to the cost of the
newspapers themselves.

Exhibit 10: Customers by revenue (2019)

i McColls Retail Grou ) )
Weltose % W SIn Tl WH ST Retl

4% 4%
Co-operative Group WM Morrison Supermarket
6%

— 4%
Sainsbury's Supermarket

____ASDA Stores
0
8% One Stop Convenience Store
2%

Other multiples
12%

o Independent customers
34%

Source: Smiths News
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Sensitivities: Revenues and costs are fairly predictable

Predicting future volumes of newspapers and magazines has been relatively easy for much of the
last 20 years, as up to the minute news from the internet has taken market share from physical
news. As discussed earlier, in the 20 years from January 2000 to January 2020, the circulation of
paid-for newspapers declined 65%, an annual decline of 5.4% pa. More recently of course, volumes
were affected by the pandemic, with Smiths News'’s own newspaper and magazine volumes
dropping ¢ 12% and 42% respectively in Q320 (March to May). This was clearly an unusual event
and of course it is hoped that it will not repeat and that annual volumes return to a more predictable
glide path. In H121, newspaper revenue fell ¢ 8.5% y-o-y and magazine revenue fell ¢ 14%.

We would argue that Smiths News has, therefore, a fairly predictable revenue stream, albeit one
that is in long-term structural decline, and a predictable cost base. With regards to revenue, it is
further protected by around five-year contracts in place that give it territorial certainty over a vast
majority of its revenue for the next four years. The only element of potentially material volatility
could be the cover prices, which in the current inflationary environment could go up rather than
down therefore earning Smith News modestly higher revenue.

On the cost side, the major elements are labour and property (37 depots) and again these are
relatively controllable elements. It is worth mentioning that the cost of distribution from the depots to
the thousands of retailers is met by the retailers, indirectly via Smiths News, and this is a low-
competition marketplace as there are limited alternative uses for vans and drivers in the early hours
of the morning. This tends to limit cost inflation in distribution, although pressures are building given
the trickledown effect of cost inflation from the HGV driver shortages. The final mile distributors also
carry the risk of fuel price volatility, thus protecting Smiths News from this risk too.

Other potential risks
There are other potential risks, but we believe these are relatively minor. They include:

Interest rate risks: Smiths News signed a £120m debt facility in November 2020 that has
interest costs of 5.5% and 6% over Libor, so there is potential risk here. It is worth noting that
we expect Smiths News’s gross debt to fall from £130m at the end of August 2020 to £110m at
August 2021, and to fall further in future periods, thus reducing the interest rate risk.

Regulatory issues: historically, the Competition and Markets Authority has periodically
reviewed the nature of newspaper and magazine distribution in the UK. The last reviews were
carried out in 2008 and 2009 and endorsed the lawfulness of the exclusive five-year territorial
publisher contracts (ATP). Therefore, the threat of government intervention in the market is low,
in our opinion.

Dividend risks: one of the major attractions of investing in Smith News is its dividend paying
potential. Although the absolute magnitude of the dividend is currently limited as part of the
banking arrangements, there is clear upside to the payments in the longer term, and the
potential for the declaration of special dividends. Total dividend payments are limited to £4m in
FY21, and to £6m in FY22 and FY23.

Financials: Delaying the sunset; double-digit yields

The ongoing annual revenue decline is relatively easy to predict, as are the repeated cost savings
initiatives of the company. Therefore, we believe that the profits of the business will be relatively
stable and that the cash flows will be strong. This cash flow in turn allows the company to pay down
debt such that it should hit its 1x net debt/EBITDA target in FY23. It has already restarted paying
dividends and although restrictions exist until 2023, the yield of over 6% next year and the prospect
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of higher dividends and ‘special’ dividends thereafter offer yields of double digits on the current
share price, in our view.

Flat earnings after declining revenue and costs

On average, newspaper and magazine volumes have been declining at ¢ 5% pa for a number of
years. Obviously, 2020 was an unusual period due to COVID-19 disruption, which saw newspaper
volumes fall ¢ 12% in Smiths News’s Q320 (March, April and May), and magazine volumes shrink
c 44%. By Q221, year-on-year volume declines had returned to more predictable rates, even
showing year-on-year growth as results lapped the poor Q320 volumes.

Smiths News’s revenue tends to follow the direction of volumes, but to a lesser extent as it benefits
from cover price inflation of ¢ 3—4% pa, clearly not enough to offset the volume declines. It therefore
needs to, and does, cut its cost base every year to offset the effect of declining revenue. In round
terms, Smiths News aims to cut ¢ £5m per year from the cost base and has very detailed plans to
achieve this target in the short term. Over the longer term of three to 10 years the plans are more
conceptual, but clearly the concept of continual cost cutting is at the forefront of management
thinking.

Exhibit 11: Revenue progression (£000)
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Source: Smiths News, Edison Investment Research

The exhibits below clearly show the impact of falling revenue and costs on the underlying
profitability of Smiths News. Between 2015 and 2020, the gross impact on profitability of declining
revenue saw profit contribution (margin decline) of £34.5m. However, Smiths News was able to
make network savings of £35.3m, more than offsetting the margin decline.

Exhibit 12: Margin decline and network savings (£m) Exhibit 13: EBITDA (company adjusted and including

discontinued PMP, £m) and operating margin (%)
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The net result has been an EBITDA contribution that has effectively been flat for seven years. The
battle between declining revenue and cost cutting will continue and Smiths News is well prepared to
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continue to cut costs into the future. In fact, the company plans three years in advance to execute
cost savings from the network. The network currently consists of 32 newspaper and five magazine
depots and employs ¢ 1,500 employees.
Cost savings are driven from three sources:
The physical network, ie reducing the size of the network or relocating distribution to a better
suited or better located centre.
Efficiencies from working practices.
Reductions in staff numbers. Staff numbers fell ¢ 10% in 2020, and are expected to reduce
further in 2021.

Predictable and flat EPS offers double-digit yield potential

We estimate that Smiths News will report EPS of 9.0p/share for the current year and that it is likely
to generate earnings of a similar level in the next few years, although the corporate tax rate
increase will have an impact from FY23e. Under ‘normal’ circumstances, this level of earnings
would ordinarily lead to dividends 2x covered by EPS (ie ¢ 4.5p). However, due to the current
banking arrangements, Smiths News is restricted to a maximum dividend pay-out of £4m or

¢ 1.6p/share in FY21e and £6m or ¢ 2.3p/share in FY22e and FY23e.

Thereafter, Smiths News is targeting dividend cover of 2x, which implies dividends of c 4.5p/share
and a yield of over 11%. It is also targeting a net debt to pre-IFRS 16 EBITDA of 1x at this point.
This fits neatly with our DCF valuation of 77.4p (see below). A dividend of 4.5p/share at this price
implies a yield of nearly 6% and a P/E of 8.8x. There is, however, the potential for special
dividends, given the cash flow and the level of net debt, in our view.

Exhibit 14: Historical and forecast EPS and DPS
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Source: Smiths News, Edison Investment Research

Cash flow lowers debt and offers ‘special’ dividend potential

Smith News is a very cash generative company, at least partly because it gets paid by its
customers earlier in the month than it pays the publishers. We expect that in the three forecast
years it will generate c £62m of free cash (ie ¢ £20m pa). This cash will be partly used to pay down
net debt, which stood at £79.7m at the end of August 2020, and now partly to pay dividends. We
expect net debt to fall to c £60m as at August 2021, and to fall materially again in 2022 to £40.6m.

At this point, FY22e, net debt will be approaching the annual EBITDA of ¢ £38m, which implies a
ratio of 1.1x. In 2023, we expect that Smiths News will generate free cash, post dividends, of
£15.2m, which would bring net debt down to £26.1m, a net debt to EBITDA ratio of 0.7x. This is
below the 1x target, implying surplus cash that could be used to pay a special dividend to
shareholders of ¢ £56m. This could equate to a dividend per share of 2p, in addition to the ordinary
of 2.3p.
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Exhibit 15: Estimate of post dividend free cash flow and year-end net debt

£m FY21e FY22e FY23e
EBITDA reported (ex IFRS 16) 38.3 38.3 355
Gross cash flow 28.1 342 31.1
Net capex 4.2) (4.2) (4.2)
Repayment of lease liabilities (6.0) (6.0) (6.0)
Free cash flow 17.9 240 20.9
Dividends (1.2) (3.9 (5.7)
Estimated free cash flow, post dividends 16.7 20.1 15.2
Year-end net cash/(debt) (60.0) (40.6) (26.1)

Source: Edison Investment Research

It is worth noting that Smiths News no longer has any pension obligations after transferring all
assets and liabilities to L&G. There, is however, a conditional £16m pre-tax surplus available, which
may result in some value being attributable to shareholders.

We value the shares at more than 2x the current price

We value the shares of Smiths News at 77.4p each, based on our DCF calculation, more than twice
the current share price. Given the predictable but declining cash flow of the business, we believe
this is a reasonable methodology to adopt. The value is confirmed by our DDM valuation, which
suggests a value per share of 76.7p. A DDM approach is also an appropriate way to value the stock
considering the current strategy, which is to generate cash, pay down debt and return surplus cash
to shareholders via dividends and special payments. The cash-generative nature of the business
was one of the key attractions that saw Menzies Distribution acquired by private equity in
September 2018.

DCF valuation suggests a value of 77p/share

We have chosen to value Smiths News on a DCF basis. This is because the decline in revenue is
relatively constant, and the reduction in the cost base is also factored into management action and
it has a track record of delivering. Therefore, we believe that the profits and cash flow of the
company are likely to be relatively robust and to decline only slowly over an extended period of
time.

Our key assumptions include:

revenue declines of ¢ 5% pa, a combination of volume declines of 8-9%, and annual price
rises of ¢ 3—4%;

constant operating margins of 3.3%, a reflection of cost base action;

a terminal growth rate of -5% pa; and

a WACC of 6.5%, cost of equity of 7.5% and cost of debt 6%, in line with current
arrangements.

Plugging these assumptions into our DCF model gives a valuation of 77.4p.

The sensitivity table below describes how the valuation fluctuates with differing terminal value (TV)
growth rates and WACCs. The current share price of ¢ 37p is discounting a TV decline of 10%, and
a WACC of 12.5%, both double the rates assumed in our base case scenario.
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Exhibit 16: Smiths News DCF value per share (p)
Terminal growth rate (%)

8.0%
= 7.5%
8 7.0%
£ 6.5%

6.0%

0.0%
83.4
90.2
97.8

106.6

116.8

Source: Edison Investment Research

DDM implies a value of 77p/share

-2.5%

71.9
76.7
81.9
87.8
94.3

-5.0%
64.8
68.6
72.7
774
82.0

-1.5%

60.0
63.2
66.6
703
743

-10.0%
56.5
59.3
62.3
65.5
69.0

Smiths News is unlikely to become an earnings growth story, but it is, in our opinion, likely to be an
income story, especially as the dividend payment cap runs off. We can therefore value the stock on

a DDM basis.

On this methodology, our key assumptions are as follows:

a base dividend of 2.3p/share, in line with our FY22 dividend estimate;

a cost of equity of 7.5%; and

a dividend growth rate of 4.5% pa.

Using a simple DDM we arrive at a value per share of 76.7p.

Exhibit 17: Smiths News DDM valuation sensitivity (p/share)
Dividend growth rate (%)

Cost of equity

9.0%
8.5%
8.0%
7.5%
7.0%

3.0%
38.3
418
46.0
51.1
57.5

Source: Edison Investment Research

3.5%
418
46.0
511
57.5
65.7

4.0%
46.0
51.1
57.5
65.7
76.7

4.5%
51.1
57.5
65.7
76.7
92.0

5.0%
57.5
65.7
76.7
92.0

115.0

It is possible to dispute the starting dividend value in our DDM. As stated, we have used 2.3p, which
is the value in our model for FY22e, not 1.6p that we forecast for FY21e. It is also reflective of the
dividend paying constraints imposed as part of the new banking arrangements. Smiths News has
only just returned to paying dividends and the current value is not representative of future potential
dividends, especially when considering that we are forecasting an average EPS of ¢ 9p/share over

the forecast period.

This level of earnings suggests that even 2.3p/share is likely to be too low considering that the
company has historically declared a 2x covered dividend and this is management’s current stated
aim. A dividend cover of 2x and our average forecast EPS of 9p/share would imply a payment of
¢ 4.5p/share. These inputs imply a value of ¢ 60p/share. This is clearly below our DCF and DDM
values of 77p, but gives no credit for the potential of ‘special’ dividends. It is also well in excess of

the current share price.

The share price chart below highlights how far the shares have fallen. The business contained a
loss making distribution business (Tuffnells) when the share price was four-times what it is today.
We would argue that the current operation is significantly more attractive now than then, and that
although the shares have recovered from a low of 11.5p in June 2020 to 37p now, our valuation

suggests there is significant further upside.
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Exhibit 18: Smiths News share price
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Exhibit 19: Financial summary

Year end 31 August
INCOME STATEMENT
Revenue

Cost of Sales

Gross Profit

EBITDA

Normalised operating profit
Amortisation of acquired intangibles
Exceptionals

Share-based payments
Impairment

Other

Reported operating profit
Net Interest

Profit Before Tax (normalised)
Profit Before Tax (reported)
Reported tax

Profit After Tax (norm)
Profit After Tax (reported)
Discontinued operations
Net income (normalised)
Net income (reported)

Basic average number of shares outstanding (m)
EPS - basic normalised (p)

EPS - diluted normalised (p)

EPS - basic reported (p)

Dividend (p)

Revenue growth (%)

Gross Margin (%)

EBITDA Margin (%)
Normalised Operating Margin

BALANCE SHEET
Fixed Assets

Intangible Assets
Tangible Assets
Investments & other
Current Assets

Stocks

Debtors

Cash & cash equivalents
Other

Current Liabilities
Creditors

Tax and social security
Short term borrowings
Other

Long Term Liabilities
Long term borrowings
Other long term liabilities
Shareholders' equity

CASH FLOW

Op Cash Flow before WC and tax
Working capital

Exceptional & other

Tax

Other

Net operating cash flow
Capex
Acquisitions/disposals

Net interest

Equity financing

Dividends

Other

Net Cash Flow

Opening net debt/(cash)

FX

Other non-cash movements
Closing net debt/(cash)

Source: Smiths News accounts, Edison Investment Research
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£m

2019
IFRS

1,303.5
(1,217.5)

2020
IFRS

1,164.5
(1,091.4)
731
404
354
(0.2)
(7.8)
(0.3)
(6.0)
0.9
220
(7.2)
282
14.8
2.8)
254
12.0
(18.7)
254
(6.7)

245
10.39
10.28
(2.74)

0.00
(10.7)
6.3
35
30

66.5

2021e
IFRS

1,094.6
(1,025.0)
69.7
392
346

0.0

(0.1)
(0.3)

0.0

17

359
(6.9)
277
29.0
(5.5)
222
235
(0.4)
222
23.1

245
9.04
8.94
9.40
1.60

(6.0)
6.4
36

57.5

159.0

2.30

(4.0)
6.5
3.7

487
(40)
1.6
411
152.5
126
89.3
506

(228.4)
(126.1)
a.7)
(91.0)
(9.6)
(18.1)
0.0
(18.1)
(45.3)

2.30

(5.0)
6.5
3.6

439
(4.0)
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Contact details

Smiths News

Rowan House

Kembury Park

Swindon SN2 8UH

UK

0345 123 0000
www.corporate.smithsnews.co.uk

Management team
Chairman: David Blackwood

David was appointed chairman in 2020, having previously been a non-executive
director at Dignity. He was formerly chief financial officer of Synthomer, where he
was employed for seven years, stepping down in 2015, prior to which he held a
number of senior roles at Imperial Chemical Industries. David is also a board
member at Esken (formerly Stobart Group) and Scapa Group.

Director: Tony Grace (retiring 31 December)

Tony was appointed finance director in 2018 and brought extensive, relevant
finance and business transformation experience. He was most recently chief
financial officer at Yodel Delivery Network and has previously held senior finance
and operational roles at Virgin Media and Telewest. He was succeeded by Paul
Baker WEF 4 October.

Principal shareholders
Aberforth Partners

Forum Family Office

Fidelity International

Silchester International Investors
Jupiter Asset Management
Hargreaves Lansdown, stockbrokers (EO)
M&G Investments

Worsley Asset Management
Interactive Investor (EO)
Employee Share Scheme

Smiths News | 18 October 2021

Revenue by geography

%

UK

Chief executive officer: Jonathan Bunting

Jonathan joined WH Smith News in 1994. He held a variety of sales and
marketing managerial roles before being promoted to the executive management
team in 2001. In April 2014, Jonathan became managing director of the Connect
News & Media division and, subsequently, chief operating officer in September
2017, a position that spanned wider group business interests held at the time,
together with Smiths News. His appointment as interim chief executive officer in
November 2019 was confirmed in June 2020.

Chief financial officer: Paul Baker
Paul became chief financial officer on 4 October following the announcement
that Tony Grace will retire on 31 December 2021. Most recently, Paul was
integration director at Compass Group (2013-21). He has also held various
regional and divisional finance director roles at Iglu Group/Birds Eye (2011-13)
and Cadbury Schweppes (1997-2010).
(%)
19.0
14.3
10.0
6.8
5.0
48
43
4.0
34
29
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This report has been commissioned by Smiths News and prepared and issued by Edison, in consideration of a fee payable by Smiths News. Edison Investment Research standard fees are £49,500 pa for the production
and broad dissemination of a detailed note (Outlook) following by regular (typically quarterly) update notes. Fees are paid upfront in cash without recourse. Edison may seek additional fees for the provision of roadshows
and related IR services for the client but does not get remunerated for any investment banking services. We never take payment in stock, options or warrants for any of our services.

Accuracy of content: All information used in the publication of this report has been compiled from publicly available sources that are believed to be reliable, however we do not guarantee the accuracy or completeness of
this report and have not sought for this information to be independently verified. Opinions contained in this report represent those of the research department of Edison at the time of publication. Forward-looking information
or statements in this report contain information that is based on assumptions, forecasts of future results, estimates of amounts not yet determinable, and therefore involve known and unknown risks, uncertainties and other
factors which may cause the actual results, performance or achievements of their subject matter to be materially different from current expectations.

Exclusion of Liability: To the fullest extent allowed by law, Edison shall not be liable for any direct, indirect or consequential losses, loss of profits, damages, costs or expenses incurred or suffered by you arising out or in
connection with the access to, use of or reliance on any information contained on this note.

No personalised advice: The information that we provide should not be construed in any manner whatsoever as, personalised advice. Also, the information provided by us should not be construed by any subscriber or
prospective subscriber as Edison’s solicitation to effect, or attempt to effect, any transaction in a security. The securities described in the report may not be eligible for sale in all jurisdictions or to certain categories of
investors.

Investment in securities mentioned: Edison has a restrictive policy relating to personal dealing and conflicts of interest. Edison Group does not conduct any investment business and, accordingly, does not itself hold any
positions in the securities mentioned in this report. However, the respective directors, officers, employees and contractors of Edison may have a position in any or related securities mentioned in this report, subject to
Edison's policies on personal dealing and conflicts of interest.

Copyright: Copyright 2021 Edison Investment Research Limited (Edison).

Edison Investment Research Pty Ltd (Edison AU) is the Australian subsidiary of Edison. Edison AU is a Corporate Authorised Re presentative (1252501) of Crown Wealth Group Pty Ltd who holds an Australian Financial
Services Licence (Number: 494274). This research is issued in Australia by Edison AU and any access to it, is intended only for "wholesale clients" within the meaning of the Corporations Act 2001 of Australia. Any advice
given by Edison AU is general advice only and does not take into account your personal circumstances, needs or objectives. You should, before acting on this advice, consider the appropriateness of the advice, having
regard to your objectives, financial situation and needs. If our advice relates to the acquisition, or possible acquisition, of a particular financial product you should read any relevant Product Disclosure Statement or like
instrument.

The research in this document is intended for New Zealand resident professional financial advisers or brokers (for use in their roles as financial advisers or brokers) and habitual investors who are “wholesale clients” for the
purpose of the Financial Advisers Act 2008 (FAA) (as described in sections 5(c) (1)(a), (b) and (c) of the FAA). This is not a solicitation or inducement to buy, sell, subscribe, or underwrite any securities mentioned or in the
topic of this document. For the purpose of the FAA, the content of this report is of a general nature, is intended as a source of general information only and is not intended to constitute a recommendation or opinion in
relation to acquiring or disposing (including refraining from acquiring or disposing) of securities. The distribution of this document is not a “personalised service” and, to the extent that it contains any financial advice, is
intended only as a “class service” provided by Edison within the meaning of the FAA (i.e. without taking into account the particular financial situation or goals of any person). As such, it should not be relied upon in making
an investment decision.

This document is prepared and provided by Edison for information purposes only and should not be construed as an offer or solicitation for investment in any securities mentioned or in the topic of this document. A
marketing communication under FCA Rules, this document has not been prepared in accordance with the legal requirements designed to promote the independence of investment research and is not subject to any
prohibition on dealing ahead of the dissemination of investment research.

This Communication is being distributed in the United Kingdom and is directed only at (i) persons having professional experience in matters relating to investments, i.e. investment professionals within the meaning of Article
19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005, as amended (the "FPQ") (ii) high net-worth companies, unincorporated associations or other bodies within the meaning of Article 49
of the FPO and (iii) persons to whom it is otherwise lawful to distribute it. The investment or investment activity to which this document relates is available only to such persons. Itis not intended that this document be
distributed or passed on, directly or indirectly, to any other class of persons and in any event and under no circumstances should persons of any other description rely on or act upon the contents of this document.

This Communication is being supplied to you solely for your information and may not be reproduced by, further distributed to or published in whole or in part by, any other person.

Edison relies upon the "publishers' exclusion" from the definition of investment adviser under Section 202(a)(11) of the Investment Advisers Act of 1940 and corresponding state securities laws. This report is a bona fide
publication of general and regular circulation offering impersonal investment-related advice, not tailored to a specific investment portfolio or the needs of current and/or prospective subscribers. As such, Edison does not
offer or provide personal advice and the research provided is for informational purposes only. No mention of a particular security in this report constitutes a recommendation to buy, sell or hold that or any security, or that
any particular security, portfolio of securities, transaction or investment strategy is suitable for any specific person.
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