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Commentary on STATEMENT OF ACCOUNTS AND ANNUAL REPORT 2008-09 by Nigel Phillips
“Money, money everywhere but not a lot spent” – Off field performance to be raised?
“Based on financial information that only they have, the Board has informed us that they are confident that they have adequate financial resources to support the manager to strengthen the squad, to weather the property downturn, to renegotiate the Highbury Square loan on good terms and to deal with the continuing difficult economic conditions. We do not share their view….” (8 July 2009)
This was the view of Arsenal’s second largest shareholder, Red & White Holdings (25.4%), 11 weeks before the financial results for the year to 31 May 2009 were announced, and crucially before two significant post-balance sheet events occurred: the sales of two players to Manchester City for a reported £41m and the sale of almost 250 Highbury Square apartments for £84m. These events gave the Arsenal Board the confidence to reject Red & White’s rights issue proposal (issuance of new shares) to raise anywhere from £70-150m.
As always it is important to analyse the football business and the property development business separately because, although they are inextricably linked despite their “ring fenced” nature, one hopes that within five years Arsenal will be able to concentrate solely on football. From the conception of the new stadium plan to the final exit from property matters is likely to prove a 15 year journey. Others be warned!

There are some clear and welcome messages in the statements accompanying the accounts: “making and reporting profit is not in itself the primary objective for directors”; and “we must ensure that Arsenal is not just keeping pace but setting the pace, both on and off the field.” The other key message is the now familiar mantra regarding self-sustainability and living within one’s own means.

The Arsenal Football Business 
Football turnover increased by 8% to £225m (last year £208m) due to four extra home games, extra TV income and the €/£ exchange rate effect on Champions League money. The football operating profit (before debt service costs), excluding player sales and the depreciation cost on the squad (depreciation of intangible assets, a non-cash cost), was £62.7m (£59.6m) and profit before tax was flat at £39.9m (£39.7m). 

Arsenal’s football income (excluding player trading) comprised four separately identified revenue streams:


Match day 

£100.1m (£94.6m) 

45%
(46%) of football revenue

Broadcasting 
£73.2m (£68.4m)

33%
(33%) of football revenue

Commercial

£34.3m (£31.3m)

16%
(15%) of football revenue


Retail


£13.9m (£13.1m)

6% 
(6%) 
of football revenue

Football “cash” costs rose by 8% to £159.4m (£147.9m), although the increase in staff costs was a modest 3% to £104m (£101.3m). This payroll is probably the fourth highest in the Premier League but at 46% (49%) of football income is by far the lowest percentage of turnover in the league. Other operating costs jumped by 19% to £55.4m (£46.6m) and the lack of a breakdown in these costs which account for 25% (22%) of football income continues to disappoint. Stadium operating costs may be up to £25m, but this still leaves £30m in retail costs, team travel and training and other unidentified costs. The commercial confidentiality argument against better disclosure is not clear to me.
Cash balances appear high at £99.6m (£99.3m) but as always this reflects the season ticket renewals in May. £33.3m (£31.6m) of the total is held in specific debt service reserve accounts related to stadium financing and hence the use is “restricted”. A further £25.8m (£21.6m) is also held in restricted accounts as security for lenders. The new stadium debt has fallen in line with expectations to £245m (£250m). A £5m capital repayment was made, in addition to the £15m of interest costs. Supporters are owed £26m in connection with the debentures (A, B, C and D bonds); £14.4m is repayable in 2142 and £10.2m in 2028. 

Player trading again proved a very profitable activity, generating a surplus of £23.2m (£26.5m) before the sales to City. The “disposal profit” was mainly from the sales of Hleb and Hoyte and on-sale fees for Bentley and Diarra. Combined fees / premium of £3.6m was received from the loan of 13 players during the year. It is stated that all proceeds from player sale transactions are made available to the manager. Under the terms of the new stadium financing 70% of all net sale proceeds have to be reinvested in players or secured in a Transfer Proceeds Account (TPA) for later player / wage spend. TPAs are a common feature of structured finance transactions and this is positive for the Club.
The Arsenal Property Business
Given the significant post balance sheet date sales it makes sense to include these multiple unit sales in this commentary. At the accounting year end completed sales at Highbury Square were 208 of the 655 private apartments and the loan against the development was £124m (£133m). The summer sales activity (mainly 150 units to London & Stamford) reduced the loan to £47m and completed sales to 445 units. The loan, now provided solely by Barclays Bank, has had its final repayment date extended by 8 months to December 2010. Taking an average revenue per unit of £390k (£172m sales revenue / 445 sold units) implies that of the remaining 210 units, 120 (57%) need to be sold to clear the loan. If all 210 units achieved this average selling price and the FULLY SOLD boards were hung out, then the surplus property revenues available to the football club would be £35m. Sensibly no one is predicting this as a firm outcome. However, there is clearly light at the end of this tunnel and we await the next sales update (February 2010 when interim figures are announced?), as when this loan is finally repaid executive attention can once again be totally dedicated to the football club.

The other property project is at Queensland Road, which now has planning permission for 730 residential units of which up to 400 will be “affordable housing”. A deal may be close for the sale of all these affordable units to Arsenal’s long term partner Newlon Housing Trust. This sale would repay the £5m loan and recoup some of the near £30m carrying cost of the project. The retention of the rights to build 300+ units of market priced housing could be profitable when the economy recovers and property developers recommence operations. It’s difficult to guess what these development rights may be worth, but it is to be hoped that Arsenal sell when they can rather than self-develop as they did at Highbury, which was a unique and iconic Arsenal site. This I believe is the intention.
Summary 
The combined sales of Adebayor and Toure and 247 Highbury Square units in the 11 weeks after the accounts were published have been transformational to the finances of the Club. 
The £100m of match day income almost exactly matches the £104m of the wage bill. This is generated by the 59,453 average crowd last season (59,720 in 2007-08). This impressive attendance has continued this season with an average over the ten home games so far of 59,491. The major sensitivity remains the 9,000 premium priced seats (Club Level and boxes) which generate approximately 35% of match day revenue.
The key question remains this: With the highest seat prices in European (or World?) football, playing to a 60,000 sell out stadium and with the lowest wages to football revenue ratio in top class football, one would expect significant annual surpluses for squad investment – where are they? New stadium debt service is modest at £20m pa (9% of football income); “other costs” are stubbornly high at £55m (25%) and after tax and other accounting adjustments there should be at least £30m pa for squad investment (wages and/or new players). However, we must not confuse accounting profits with cash to spend, as close to £15m of accounting profit is believed to be an accounting number and not cash and hence not available to spend. 
The long term commercial deals with Emirates (shirts until 2014/15 and stadium naming rights 2020/21) and Nike (recently extended by three years to 2013/14) were front loaded to generate cash needed for the stadium build, alongside the debt funding (£260m) and the near £80m Granada/ITV new share money. These deals were important to get the stadium fully funded but replacing these annual football revenues from the expected property profits has not happened. They generate a reducing amount of cash and are way below fair market pricing, as demonstrated by recent deals at other clubs. The estimated opportunity cost is now close to £20m pa, with total commercial revenues (£34m) about half those achieved by competitor clubs [Deloitte Football Money League 2009]. The Commercial team has been strengthened, but even if the two big deals are not renegotiated, new commercial partners need to be brought on board and overseas markets further developed.
Arsène Wenger’s delivery of Champions League football for 12 consecutive years is incredible, even more so when recent years show a net nil transfer spend (wages have risen by 50% in this time). The continual surpluses from player sales have been vital, and something no other manager seems capable of. This operating model, plus an appreciation of the need to rebuild and replace flagging commercial revenues and the absolute requirement to provide showcase football (and trophies?) that fills 9,000 premium seats in particular, will hold Arsenal in good stead for the duration of his next contract. By then Arsenal’s two billionaire owners, currently with over 50% of the Club between them, can fight it out to agree on the financial strategy to take Arsenal to the pinnacle of European football whilst safeguarding its future for generations of supporters.
As an Arsenal Supporters’ Trust member, if you have any comments on the financial accounts please get in contact with us at info@arsenaltrust.org or on 07775 671345
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