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Recommendation

While Bombardier has strong cash flows, we believe that
it has low quality of earnings, because these cash flows
diverge significantly from its reported earnings:

1 Its inventory valuation and cost of sales involve
very | ar ge fp tfthese estimatesst i ma
change by even 1%, the resulting difference is
about 30M. Furthermore, they appear to be
managing theiexcess over average production
costaccount (EOPAC) to smooth income.

T They appear to have taken
restrucuredin200 004, creating nAr e
reserveso and expensing sp
way as to smooth earnings.

1 Bombardier has an aggressive revenue recognition
policy with its airplanes. While its competitors
only recognize revenue when the plae
delivered. Bombardier often recognizes it when the
customer gives signoff on

While Bombardier is able to meet its short term
obligations, it nevertheless has a bad credit rating.
Moodyos and Standard and Po
Bombadier as being slightly below investment grade. Part

of the reason for this is Bo
long term debt, as compared to the industry average.

Furthermore, Bombardier has a very low operating profit
margin, and seems to be relying tshigh asset turnover.
Given the steep global competition that Bombardier faces,
many analysts are predicting that it will continue to lose
market share. Aér all, its direct competitor, Embraas,
more liquid, much more profitable, and significantlgde
indebted than Bombardier.

Due to the aforementioned reasons, we recommend that
Investa Group sell off its current holdings in Bombardier.
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¥ Brief Description of
the Firm and its
Activities

Bombardier Inc. is a world leader

manufacturer of transportati solutions.

The company operates in two main
industry sectors:

1. Aerospace industry which
includes busings and regional
transportation

2. Railway transportationwhich
includes light rail, metros, and
commuter trains

The company has its headquarters in
Montreal and is tradel on the
Toronto Stock Exchange. Its stock
ticker isBBD.

This multinational corporation includes
approximately 56,000 employees and
sales the order of418 billion US $for
FY 2007.

The following section will provide an
overview of Bombadier two major
segments of activityAerospace and
TransportationEach segmentepreserd
about 50% of t he
revenues.




2 Nature of the
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business jets produced by each
manufactuer is presented ippendix

Industry and State of

Competition

2.1 Aerospacesegment

Bombardier is a world leader in two
distinct aerospeae products the regional
aircraft (30 to 100 sest and the small
business jets.

The three world leaders in the
manufacturing ofregional aircraftare
Bombardier Embraer and ATR
Bombardier has historically been the
leader, but is currently tied for rét
place, as far as deliveries are concerned
(see Appendix A. There areconcerns
regarding Bombardier's strategic
position within the regional jet market:
the company, already in danger of losing
its leading spot to Embraer, will receive
more competitive pressures as a result of
new entrants from Chirend Russia

The market for business jets grawvan
average oR0% per yeawover the past 10
years with the exception of years 2001
2004 due to the September 11 terrorist
attacks. As far as deliveries are
concerned, Cessrtaas thelargest share
of bushess jets, with @6 of new
deliveries. Bombardier is second with
25% of all deliveries. Bombardier has
historically been second to Cessna
regarding business jeté. review of the

http://communities.canada.com/nationalploist/
gs/tradingdesk/archive/2007/05/01/bombardier
prosoutweighthe-consfor-now.aspx

2.2 Transportation segment

With the acquisition of the German
ADTranz in 2001, Bombardier
transportation has become the world
leader in the train construction &
services associated. At the time of its
purchase, ADTranz was the second
largestmanufacturer of such equipment
in the world Consequently, the company
has become strongly dependant on the
European market (in 2006, 72% of the
revenues were realised in Europe).

Since 2001, there has beelecreased
spendingon railwaysin Westen Europe
and North Americawhere he strategy
for the transport sector has progressively
evolved over the past ten years from one
of growth, development and penetration
to one of selectivity, with a special focus
on enhanced profitability  and
consolidatbn for the coming years.

However, gowth potential appears to be
strongin Europe, Latin America, Middle
East and particularly AsiaThe ongoing
integration of theEuropean Union, is
giving rise to opportunities both for the
construction of new lines antbr the
upgrading of existing lines to new
international standards (particularly in
eastern Europearcountries). 8ong
economic developmerand urbanisation
in Asia is resulting in the growth of
railways Latin America and Middle
East are also going rbugh a rapid
growth of population and cities are
expectd to see increasedemand for
urban, suburban and intercity rail
systems.



3 Key Accounting
Choices & Impact

Bombardier Inc. produces Consolidated
Financial Statements expressed in US
dollars and in amrdance with Canadian
generally accepted accounting principles
(GAAP). The annual report for the year
ended 31 January 200eveals the key
accounting choices made by the firm in
the section Summary of "Significant
Accounting Policies” and in the notes to
the Consolidated Financial Statement.

3.1 Inventory Valuation and
Cost of Sale

For the Aerospace segment, averagi
cost for regional and business aircraft is
determined based on estimated total
production costs for aprogram (i.e.
product line) Productim costs include
material, direct labgrand manufacturing
overheadcosts. Total production costs
are estimated based on actual and
forecasted costs of materials, foreign
exchange rates, laborproductivity,
employment levels and salags. In
other words,inventoried costgas well
as COGS) include overhead,
preproduction, designand production
costs A major criticism of this method is
that it appears to share a similar flaw
with Absorption Costing: management
can ramp up inventory production in
order to #&sorb many fixed costs,
thereby avoiding charges in the income
statement.

Bombardiey on the other hand;laims
that this method accuratelydepics the
economics of the business. Since
Aerospace contas tend to be long
term, average cost accounting allw
them to take advantage of thearning
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curve concept, which anticipates a
predictable decrease in unit costs as
tasks and production techniques become

Snore efficient through repetition.

What concerns us about this inventory
and COGS accounting method tlsat
excessoveraverage unit production
costk are placed iran EOAPC account
and then amortizedis stated in note 3 of
the FY 2007 MD&A. Moreover
EOAPC is consolidated into inventory
on the balance sheal/e are concerned
that management has a lot afom to
play around with estimates and move
numbers around different account in
order to achieve their own objectives.

Estimating the future cost of a program
leaves much roorfor management bias.

Future production, labor and other
related costs are very oEn b
interpretation, and can undermine

earnings quality. In their own wordsd
as described in theY 2007 MD&A:

AA 1% change in the estimated
future costs to produce the
remaining accounting program
guantities for all aircraft programs
accounted for uret the average
cost method would have increased
or decreased t he
Cost of sales by approximately
$30 million in fiscal year 2007,
including $21 million relating to
cumulative catclup adjustments
for prior yearso

To further heighten our coem, we
discovered thatin 2003 management
revised all program estimatesid wrote
down theAerospace inventorpy $837
mil.

Corp



fiThe revision of the assumptions
used to estimate the average unit
production cost for each program,
to reflect the uncertainty irthe
turboprop market and the
weakness of the business aircraft
segment, including the reduction
of accounting program quantities,
resulted in a special charge
amounting to $615 million ($434
million after tax) recorded during
the fourth quarteo.

By writing down their EOAPC account
in 2003, their amortization expense went
down for the following years This one
time write down seems to have the
characteristics of a big bath with effect
that still carry on td=Y 2007, especially
when considered together tvi the
discussionlater on (in Section 3.8) of
their potentiaFfrestructuring reserves

For the Transportation segnienthe
inventory already includes the historical
cost as well as estimatedirect labor,
manufacturing oerhead costs and other
productioncosts On top of this, the cost
of sales includesstimatedvarranty and
freight costs.Similarly, these estimates
leave a lot of room for management to
smooth earnings. But the warranty and
freight estimates for the trgmsrtation
segment pale in comparison to the
magnitude of the estimates made for the
aerospace segment, where total future
productions costs
predeter mined
transportation  segment does  not
Afesti mat e
does not play around with EOAPC.

3.2 Revenue Recognition
Method

a thee coraptete iravemuese tie cdstomer
pr ogr amosiggtha mteriortSince.the intdribre
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the product is delivered. This is a
conservativeapproachFor wide bodies,
the revenues are recognizedwo steps;
first, a large portion of the revenue is
recognized when thaircraft body is
produced (before it is painted and the
interior is fitted) second the remaining
revenues are recognizedvhen the
interior is chosen. The aircraft may
actually be deVered to the customer in a
future reporting period, but the revenue
is being recognized novwAs a result, e
expenses incurred while fitting the
interior and painting the airplane will
occur in the future, but the reveminas
already been recognized; s& revenues
and expenses are not matched.

While Bombardier uses a percentage of
completion method, its competitors
(ATR and Embraey only recognize
revenuewhenthe aircrafts are delivered.
More importantly, Bombardier considers
the reveme completely eaed even
before it has fitted the interioand
painted the airplaneWe believe that
Bombardi er 6s
aggressive.

The choice of
recognition method gives i& lower
quality of earnings especially when
compared toits campetitors. For its
competitors the critical eventis the
delivery of the airplane whereasfor
Bombardier, the critical event to earning

has not actually been fitted and the

f wtowrt es 0 p raaptdneshas not been painted, we claim

that this revenue is really unearned
revenue. Furthermorean aircraft only
ges its airworthiness certificatafter its
interior has been fittedts body has been
painted, andt has beertested In other

For the Aerospace segment, the revenues words, collection of the funds is not

are recognized on narrow bodies once

guaranteeduntil the aircraft receives its

approach

Bombardi

i a
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airworthiness certificate This is yet
another reason to defer recognizing all
the revenue until deliveryAt the very
least, Bombardier should wait until the
airplane receives its airwibiness
certificate  before recognizing the
complete revenue.

For the Transportation segment (leng
term contracts), the revenues are
recognized using the percentage of
completion methodlhis method isnore
suitable to long term contractsn the
transportdion industry The approach
reduces the erratic reporting of revenues
and earnings, and provides useful
economic information to users on a
timelier basis. For the Transportation
segment, the percentage of completion
method gives a more realistic indication
of Bombardi er 6s
disadvantage of the percentagje
completion method is that it allows
management some latitude in deciding
how much revenue and income to report
in each period. This latitude exists
because estimates are required to
determine the amount of revenue to be
reported in a period.

3.3 Amortization method

Amortization is computed using the
straightline method for different periods
of time depending on the assets (e.g.
Building use 10 to 40 years, Equipment
uses 2 to 15 yearsnd Aerospace
Tooling uses 10 years, others including
intangible assets use 3 to 20 yeafs).a
result, he amortization expenses are the
same in each period.

Given that muc hpita f
we believe thatthe declining balance
method would more accurately reflect

the depreciation of these assets.
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3.4 Goodwill

The company carries goodwill related to
the acquisition in 2001 of the German
company DaimlerChrysler Rail Systems
GmbH. Bombardier completed the
required annual impairment test during
the fourth quarter of fiscal year 2007 and
did not identify any impairment.
However, therewas an increase in
goodwill due to foeign exchange rate
fluctuation, which seems rather arbitrary.
[ n ot her
increased but not because of any
operating activities.

3.5 Allowance for Doubtful
Accounts

As stated in note df FY 2007 MD&A

e ¢ o rthe allpvancefer dquktful @ogountsas @

percentage of receivableslecreased
between yeaFY 2006 & FY 2007 from
5.7% to4.2%. No where was it indicated
that their credit worthiness of their
customers has increasds a result, it is
not clear why the allowance for doubtful
accounts is now lower. Did management
overreserve in previous yearsb say
the least, e volatility in the allowance
for  doubtful accounts slightly
undermines Bombardiers quality of
earnings.

3.6 Product warranties

Product warranties typically range from
one to five years, except for aircraft
structural warranties that extend up to 20
years (note 9n FY 2007 MD&A). The

cost is estimated based on a number of
factors, including the historical warranty

Blaimband cost expebesce,che type and
assets are equipment and tooling assets, duration of warranty coverage,

the
nature of products sold and counter
warranty coverage availableofm the

cor por at pliers. 6 Bombasliarp

words.,ets Bombar o



reviews its warranty provisions quarterly
and make necessary adjustments as
required. The estimates were
consistently off by around 3% fdFY
2005 and FY 2006. These estimates
seem reasonable.

3.7 Derivative Financial
Instruments

Bombardier uses fair value hedge
accounting. It documents all
relationships between the hedging
instruments and hedged items, as well as
its risk management objectives and
strategy for undertaking various hedge
transactions. This process includes
linking all derivatves to forecasted
foreign currency cash flows or to a
specific asset or liability.

3.8 Discontinued
Operations,
Restructuring and
Special Items

Bombardi er 0s 2005
reports were analyzed along with the
2007 report, in order to identify
discontined operations. The MD&A
states several times that Bombardier has
been and still is in the process of selling
noncore divisions in order to
concentrate on its main two segments:
aerospace and transportation. MName
divisions that were disposed of indk
the following:

1 Bombardier Capital was
discontinued in the fiscal year
2006. As a result, assets held for
sale in the financial reports were
reduced in 2006.

1 In May 2005, the corporation
sold its inventory finance
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business to GE Commercial
Finance.

1 InJuly 2005, the corporation sold
of its onbalance sheet
manufactured housing operations
to Vanderbuilt Mortgage and
Finance.

1 Italso sold of its servicing
contracts on the manufactured
housing operations and its freight
car operations in 2005.

1 In FY 2004 ,the company sold of
its recreation products segment
(ABRPO) .

Furthermore we previously discussed
that Bombardier acquired German
ADTranz in 2001. A a result of this
acquisition, Bombardier took several
restructuring initiatives to reduce the
cost struatre of the transportation
segment. While it can be argued that
these initiatives have helped Bombardier
achieve more sustainable earnings in the
alang run 2Her@ basframropetatiohs has
been quite high and stable since the
restructuring) they undertook are
several initiatives that may have
earnings management issues.

For instance, in determining the amount
of severance and involuntary costs (SIC)
for each period,management hadhe
opportunity to plg around with these
SIC accourd to make earnings in a
future period to look good by expensing
a huge amount of SIC in a current
period. For instance management
recorded a SIC expense of $3dlion

in 2004, $172 million in 2005 and
expected $96 million in 2006. We are
not saying that Bombardier managed
these accounts to create restructuring
reserves, but if we had the time and the



resources, we  would certainly
investigate this further. This

restructuri ngbastned,l st oof

say the least.

Furthermore  these restructuring
expenses appear on the income
statement as special items. However, in
the aerospace segment onoe
statement, $19million of SIC s
improperly included in the costs of sales.
We are not sure why they would do this,
but doing so certainly}causs earnings
quality to suffer By inappropritely
presening this one time loss off19
million as partof its ongoing business
operatons rather than separately
identifying it as special item
management ends up making
Bombardierds financi al
transparent to financial usel@wers its
guality of earnings

3.9 Short-Term Borrowing

Bombardier must maintain certain

financial covenants under banking

syndicate agreements. Starting in the
second quarter of fiscal year 2006,

Bombardier had to maintain a minimum

of $1billion in cash and cash egalents

at the end of each quarter. This renders
important the management of different
cash flows, i.e. operational, investing

and financial cash flows.
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4+ Finandrdtio and
Trend Analysis

4.1 Profitability

4.1.1 Effects of Special Items
and EOAPC on Income
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Analyzing the trend statements we found
that revenues were relatively constant
for the past five years while income
from continuing operations has steadily
increased over the same pericas
illustrated in the following graphWe
attribute this steady increase tdet
steady decrease in the expendes to
special items.
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Another reasonfor steadily increasing
income is the steadily diminishing
amortization due tcEOAPC Together
EOAPC and special items are possibly
being used by management to smooth
income.

Furthemore, the EOAPC account is
expected to expire by the end of this year
for several product lines. As a result the
related E@Q.PC expenses will no longer
exist. Consequently earnings will be
higher next year For more information
about this refer to article appendix A.

Ironically cash from operations has been
higher than income in the last few years
because€CFO has been dragged down by
EOAPC amortization Some would
argue that the EOAPC isa paper
expense
divergefrom their rerted earnings, and
that the company is in better financial
condition than earnings indicate. Others
would argue that the EOAPC account
exists because they undervalued their
inventory and COGS in previous years,
and that the reported earnings are a
closer i ndi cati on of t
underlying economic condition.

he

causi GEOtoBombar di



We see the merits of bo#rguments and
believe hat Bombardier seems primarily
interested inusing EOAPC to report
steadily increasing earnings.

4.1.2 Operating Profit Margin
and AssetTurnover

A

Bombardie 6 s operating
low. It ranges between three to four
percent. It increased from3.02% to
3.89%.According toMr. André Navarri,
President Bombardier Transportation
t his i ncrease S
margin enhancement program. This
progran focuses onwo key areas: first,
reducing B o mb a r daste stracture;
and, second, develo market
segments that generate higher margins.
For more information abou¥ir. André
Navarrb s notes pEreods e
Reference source not found.

While FY 2007 profit margin isindeed
higher than that of previous four years,
we believethatit is too early to consider
this a sustainable upward trend.
Mor eover,
turnover ratioFY 2003 0.7,FY 2007
0.82 indiate that Bombardier makes
money by focusing on volume they
currently relyingcost leadershipgather
than productdifferentiation Given that
Bombardier is a brand name with global
recognition, we believe thdtt should be
able to positiontself as a prodct leader
(i.,e. differentiation), instead  of
depending on high asset turnoveAs
things stand, e bottom line is that
competition seems to be fierce and this
i s eating i nt o
margin.

4.2 Liquidity

Bombardier Inc liquidity seems to be
sold. From the current ratio and quick
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ratio figuresin Appendix D it is evident
that the company is able to maintain a
current ratio of approximately equal to 1.
The current ratichas steadilymproved
from 0.91 to 1.8 from FY 20 to FY
2007, due to the improved cash position
of the company(Note: part of this
improvement inFY 2007 is due to

p investefl collataral)Algp;j the quiick ratio

of the company has consistently
improved from 0.3 to 097 from FY
20 to FY 20('. Given these positive
liquidity ratios, the market perception of

d Bembatdier InBis axbenhe faviorabled s

Bombardier actively manages its
liquidity position in order to effectivgl
leverage the capital markeés seen in
the issuance of debt iRY 2005 andFY
2007.

The gorapany actively adjusts its credit
line to match its current needs. For e.g.,

in June 2005, the company took out a
new credit line of $1.1B North American
syndicated crediine facility to
refinance its $1.7B credit facility that
came due in September 2005. In 2006,

Bombar di ethescomparty idrgvh$4.2%Bsfrene its total

creditline of $5.28B. Hece, the
company has 20% excess crdufie
facility to meet emergency cash

requirements.

In recent years, to improve its current
ratios and increase its cash reserves,
Bombardier has been restructuring and
selling off some of its nowore business
divisions as previously discussed.

The receivables collections period has

B o MEFTEaseslifranp/alays in v gog fo,

43 days in FY 200@. In the same period,
the total inventoryn hand has increased
from 95 days inFY 2003 to 112 inFY
2007. While Bombardier is collect its
receivables more quickly it is taking
longer to offload its inventoryPerhaps

1C






