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Phil Oakley’s Weekly Round-Up

The companies mentioned this week are:
B Morrisons

| JD Wetherspoon

W Purplebricks

mITV

B Marks & Spencer

B Persimmon

Morrisons

The business performance of WM Morrison (MRW) has
been on the up for the past few years. Chief executive David
Potts has tidied up the business and got the company back
to focus on the basics of good food retailing. By this I mean
selling good products at good prices with well-stocked
shelves and no big queues at checkouts. I can see plenty of
evidence of this on my visits to local Morrisons stores.

The strategy has worked with 12 quarters of like-for-like
(LFL) sales growth. What seems to have disappointed
analysts this week is that LFL sales growth from its super-
markets has slowed down to 1.3 per cent, which was lower
than had been expected. LFL sales from wholesaling — a
much smaller but growing part of the business — acceler-
ated to 4.3 per cent, compared with 3.8 per cent during the
second quarter. Consequently, Morrisons remains on track
to meet analysts’ forecast for the full year.

It’s difficult to see how Morrisons’ supermarkets can be
expected to grow much faster than they currently are. Food
retail is a fiercely competitive market with every scrap of
market share hard fought for. There are arguably still too
many supermarkets chasing too few shoppers which has
created an industry with low profit margins and low returns
on capital. Selling groceries online is barely profitable and
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often loss-making. This begs the question: why should
investors buy and own the shares of food retailers?

I think the case for doing so is rather weak given the
muted outlook for growth. Morrisons is one of the better
operators out there and looks to be a fairly stable and cash-
generative business. This should allow it to keep paying a
rising dividend to shareholders over the next few years.

Morrison (Wm) Supermarkets PLC (MRW)

FORECASTS £ millions unless stated
Year 2019 2020 2021
Turnowvear 17.870.5 3.5% 18,385.9 +2.9% 18,8854
EBITDA 911.7 959.0 +5.2% 9977
EBIT 4741 503.8 +6.3% 531.6
Pre-tax prafit 41189 458.0 +11.2% 491.3
Past-tax profit 316.2 3448 +9.1% 377.0
EPS p) 133 14.4 +8.3% 15.6
Dividand (p) 89 9.2 +3.4% 10.4
CAPEX 482 4 472.9 -2.0% 4833
Frea cash flow 3021 4038 +33.7% 4336
Net borrawing 916.5 769.8 -16.0% 660.6

Source: SharePad

The forecast free cash flow yield of 5 per cent is not des-
perately expensive given that free cash flow is expected
to keep on growing and underpins the forecast dividend
yield of 3.6 per cent. On the other hand, it’s difficult to see
the shares as a bargain either.

It would not surprise me if Morrisons became a takeover
target for Amazon, if the online behemoth wished to be-
come a significant food retailer in the UK. Failing that, the
shares look a reasonable safe home for investors seeking a
reliable source of dividend income.

JD Wetherspoon

To me, pubs are very similar to supermarkets from an
investor’s perspective. There are too many of them operat-
ing in an industry that has to operate under very challeng-
ing conditions. The key problems pubs face is being able
to grow their revenues enough to offset rising costs —
particularly wages and business rates.

JD Wetherspoon (JDW) has many detractors who
wouldn’t darken the doors of its pubs, but it has been the
best in the sector at growing its LFL sales in recent years.
It has done this by wooing customers with cheap drinks
and food in well maintained pubs.

Yet Wetherspoons has been closing more pubs than it has
been opening. It has been spending most of its strong un-
derlying free cash flows on buying the freeholds of its pubs
and shrinking its share count. Its shareholders have fared a
lot better than those of many other quoted pub groups.

But even Wetherspoons has now realised that it can’t keep
growing fast enough to offset rising costs given Wednesday’s
first quarter trading statement. Staff wages are increasing,
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and the company has decided not to pass this cost onto its
customers by raising prices. As a result, it currently expects
profits to be slightly below last year.

Wetherspoon (JD) PLC (JDW)

FORECASTS £ millions unless stated
Year 2019 2020 2021

Turmover 1,767.6 +44% 1831 +36% 18977 +3.6%
EBITDA 2222 +5.7% 2291 +3.1% 2378 +3.7%
EBIT 141.1 +7.9% 144.8 +2.6% 1488 +2 8%
Pre-tax profit 107.5 +3.0% 1.7 +3.9% 174 +5.1%
Posi-tax profit 83.2 +3.0% B6.3 +3.7% 891.2 +5.7%
EPS ip) 78.4 +2 5% 826 +5.4% B7.5 +5.9%
Dividend (p) 121 +0.8% 121 0.0% 122 +0.8%
CAPEX 102.0  +58.2% 930 147% 1099 +18.2%
Free cash flow 101.9 -5.2% 103.5 +1.6% 1142 +10.3%
Net borrowing 6841 -5.8% 636.2 T0% 589.2 T A%

Source: SharePad

Given pre-tax profits last year of £107.2m, this statement
does not imply a big forecast downgrade, but the market
punished the shares which had fallen 11.5 per cent by
early Wednesday afternoon.

This seems a bit of an overreaction to me. By not in-
creasing prices, Wetherspoons may make itself more com-
petitive and take customers from other pubs. The fall in
the share price may also see it buying back shares again.

Given Tim Martin’s dominance in this company, it’s dif-
ficult not to think that it is run as if it is a private business.
This is a good and a bad thing. Good because it can take
long-term decisions at the expense of short-term profits —
which may help the long term health of the company. Bad
because shareholders have to take the hit in the form of a
lower share price as a consequence.

I’'m not a fan of investing in pubs, but if I had to then
Wetherspoons is probably where I would put my money.
The company generates £100m of free cash flow per year
after maintaining its existing pubs and is well managed.
This gives an underlying free cash flow yield of around
8.2 per cent at a share price of 1,162p.

Wetherspoon (JD) PLC (JDW)
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Using a chunk of that free cash flow to start buying back
shares again looks a good idea to me. If Wetherspoons
becomes more competitive against its peers, it may also be
the case that its profit outlook is too cautious.

Purplebricks

Shares in online estate agency Purplebricks (Aim:PURP)
have had a torrid 2018 and are down over 56 per cent so
far this year. Despite having never made a profit at a group
level — and not likely to for a while — the company still has
a market capitalisation of £542m at a share price of 179p.

I have my doubts whether this company will make the
kind of profits needed to justify its current stock market
valuation. Estate agency is a cyclical business that typi-
cally doesn’t command high valuations. Assuming a PE of
10 times implies sustainable post-tax profits of £54m, and
it is a long way from that today.

My mother was a sales negotiator in an estate agency for
18 years. My wife’s parents ran their own surveying, estate
agency and lettings agency for over 30 years. This does
not make me an expert by any means, but I have a little
insight into the economics of the business and what goes
on behind the scenes.

I think high-street estate agents have overcharged their
customers for years. This is despite the barriers to entry
in the business being relatively low. Commission rates
received on the sale of large properties often bear no re-
semblance to the amount of work done by the agent. Yet,
what is often ignored is the fees that are not received for
homes that do not sell. In effect the sellers of properties
are subsidising a free service to those that don’t sell.

Purplebricks’ fixed fee, of £849 outside London and
£1199 in London, looks very attractive at first glance
in comparison to the percentage of value commissions
charged by traditional high street agents. Extra fees are
charged by Purplebricks for viewings (£300 and £399 in
London) and ancillary services such as conveyancing.

It is easy to tar estate agents with the same brush and
think that they are making lots of money for doing very
little. Good agents work very hard for their customers.
Chasing solicitors and keeping abreast of complicated
chains is easier said than done. They have to do this be-
cause they don’t get paid unless the property is sold.

This is why I would never sell my house with Purplebricks
where you pay a fixed fee regardless of whether your prop-
erty is sold or not. Yes, you can save a lot of money versus
a high street estate agent’s commission if your house sells
quickly but you could be paying a fee for nothing.

My view is that you should never pay in advance for a
service because once the seller of that service has your
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money the incentive for them to do a good job — despite
their best intentions — is reduced. If you have any prob-
lems with a traditional agent you can withhold their fee or
take your business elsewhere after an initial lock in period
without paying. That option doesn’t exist with
Purplebricks where you pay a fee upfront.

Purplebricks gets paid regardless of whether it sells a
property or not. In a slowing housing market, I think that
many sellers may wise up to this and recognise that the
fixed fee may not be the best option. A commission-based
agent has a strong incentive to sell a property and, with a lot
of overheads to cover, might offer a very competitive deal. I
see this as a significant risk to Purplebricks’ business model.

This of course is just my opinion. As with most compa-
nies, I prefer to let the numbers do the talking. On a posi-
tive note, the UK business is profitable and increased its
profits during the year to April 2018. It sold 81 per cent of
its listings during the year which is a good result.

Purplebricks UK 2017 2018
Instructions 41211 64376
Average revenue per instruction £1,088 £1,168
Cost per instruction £349 £332
Gross profit £739 £836
Gross margin 67.9% 71.6%
Total revenue (£m) 43.2 78.1
Operating profit (Em) 0.2 4.2
Margin 0.5% 5.4%
Incremental revenue (£m) - 34.9
Incremental operating profit (Em) - 4
Margin - 11.5%

Source: Company report & Investors Chronicle

If you want to get bullish about this company then you
need to look at the operational gearing that is in this busi-
ness. The business has a lot of fixed overheads —although a
lot lower in proportional terms than a chain of high street
agents — and this allows the incremental profit margin on
additional revenues to drive the overall profitability higher.

If the business can keep adding more instructions, then this
operational gearing can lead to a rapid growth in profits.

It’s always worth remembering that operational gearing
does work both ways. A downturn in the property market
would likely see profits fall and could see a consumer shift
back to commission based agents.

That said, UK profits should increase again in the year to
April 2019 given that sales are up by 20 per cent during the
first half of the year.

Apart from its cyclicality, my chief concern with
Purplebricks is that it is trying to run before it can walk. It
has entered the Australian and US markets where losses
are significant and instructions are currently small. It has
also recently entered the Canadian and German markets.
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Purplebricks Group PLC (PURP)

FORECASTS £ millions unless stated
Year 2019 2020 2021

Turnover 1723 +838% 2538 +47. 3% 3500 +37.8%
EBITDA -24.9 35.5 2098 -41.1%
EBIT -23.1 10.6 56.9 +437.6%
Pre-tax prafit -30.9 M6 10.8 -68.8%
Past-tax profit -27.4 6.3 B1  +2T7%
EPS (p) -10.8 2.3 2.8 +B8.7%
Dividand (p)

CAPEX 39 +4 2% 5.3 +37.3% 2.4 +2.2%
Frea cash flow -18.4 270 16.2 -40.0%
Net borrawing -34.9 -T1.8 -106.6

Source: SharePad

The company has said it is on track to achieve revenues
of between £165m-£185m for the year to April but losses
are expected to be significant. Looking further out,
estimating future profitability is difficult as consensus
forecasts are all over the place. Stockbroker Peel Hunt said
this week that it expects a profit in 2021.

Despite, a sharp reduction in its share price I still view
Purplebricks’ shares as a speculative punt on the un-
known, especially with regard to its overseas businesses.
I think the business is virtually impossible to value with
any degree of confidence whilst the high cyclical risk of
estate agency still remains.

ITV

Independent broadcaster ITV (ITV) has long been seen as
a takeover candidate. It has a lot of desirable characteris-
tics as a free to air broadcaster capable of delivering big
audiences to advertisers — for now — and a decent quality
and growing production business. The company is also
very profitable with profit margins of 17 per cent last year
and return on capital employed (ROCE) of 23 per cent.

Yet the company has not received a bid approach in
years and in my opinion may not do so for a while yet. De-
spite growing the scale and profits of the production busi-
ness, ITV remains far too reliant on advertising revenues
(49 per cent of year-to-date total revenues) and remains a
highly operationally geared business. This means that the
profits of its broadcasting business tend to get hammered
in a recession.

ITV’s problem is that people’s viewing habits are increas-
ingly shifting away from live to on-demand TV. They also
tend not to like adverts. Netflix, Amazon Prime and Now
TV, have no adverts and more (and arguably better) content
than ITV that many people are happy to pay for. The big
unknown for me is: does ITV have the content to manage
a decline in advertising revenue and create an on-demand
product that lots of people are willing to pay for?
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The BBC is aware of the threat of Netflix and wants to
expand its iPlayer service to offer more box sets free of
additional charges (on top of the licence fee) and without
adverts. Ofcom has stopped it from expanding for now be-
cause of the threat it would pose to commercial broadcast-
ers such as ITV and Channel 4. This highlights the precari-
ous competitive position that ITV is in despite its efforts to
grow the use and advertising revenues from its ITV Hub.

This changing landscape probably explains why no-one
has bid for ITV and why its shares have been a very disap-
pointing investment of late.

The risks of the business were highlighted in this week’s
third quarter trading update with the company warning
that net advertising revenues would be down by 3 per cent
in the fourth quarter and flat for the year as a whole. The
Studios business is expected to grow its organic revenues
by 3 per cent for the full year.

ITV PLC (ITV)

FORECASTS £ millions unless stated
Year 2018 2019 2020
Tumewvar 3.2183 +28% 33155 +3.0% 34261 +3.3%
EBITDA 847 4 +26.1% 8377 -1.1% 8936 +6.7%
EBIT 8034 +4B.8% 767.6 4.5% B29.7 +8.1%
Pra-tax prafit 764 2 +52 5% 759.9 -0.6% B24.5
Post-tax profit 610.8 -4.8% 597.6 -2.2% 640.6
EPS (p) 15.3 -4.4% 15.0 -2.0% 16.3
Dividend {p) 8.0 +2.6% 8.1 +1.2% 87 +7.4%
CAPEX 85.5 +34 5% 58.7 -38.5% 592 +0.8%
Free cash flow 504.0  -17.8% 541.3 +7.4% 580.1 +T.2%
Met barrowing BEE.0 -71% 6829  -21.1% 651.7 -4.6%

Source: SharePad

The softness of advertising revenues will understand-
ably lead to concerns that this is the start of a prolonged
weakening trend that could lead to a reduction in profit
forecasts, despite an ongoing cost-cutting plan.

ITV’s shares do look cheap. At 150p they offer a forecast
free cash flow yield of 8.1 per cent and a dividend yield of
5.1 per cent. Given an uncertain outlook, they may con-
tinue to stay cheap.

600 Yt Sencr G L Marks & Spencer
55050 SMA I'm not a fan of politics generally and tend to avoid mention-
ing it when discussing investments. However, I can’t help
thinking that Marks & Spencer (MKS) has many similari-
ties with the current Conservative party: Both are very reli-
200 : ant on the support of wealthy older people and will prob-
250 ably face terminal decline unless they change their ways.
P s e e Nets - Half-year results released this week show that the
company has much to do. LFL sales in clothing and
homeware were down by 1 per cent and Food LFL sales
were down by 2.9 per cent. The company is looking to
put things right by closing stores, opening better stores,
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refreshing its clothing ranges, improving its online busi-
ness and revamping its supply chain and cutting costs.

Can M&S become a successful and growing retailer
again? I'm not so sure it can.

In clothing, I think it has a very tough task. Competitors
such as Boohoo, Asos, Next and Primark offer a combina-
tion of better and cheaper ranges. With the exception of
Primark — which doesn’t sell online — all have good and
established online businesses and fulfilment.

I think M&S food is very good quality but its prices
are too expensive — with a few exceptions such as ready
meals — given what can be bought elsewhere. I think it’s
going to be hard for it to woo more customers.

Marks & Spencer Group PLC (MKS)

FORECASTS £ millions unless stated
Yoar 2019 2020 2021

Tumover 10,584.7 -1.1% 10,628.3 +04% 10,647.7 +0.2
EBITDA 1.171.8 -6.8% 1,146.3 -22% 1,089 -3.3%
EBIT 620.6 -7.5% 615.3 <0.9% 611.5 -0.6%
Pre-tax profit 544.8 -6.2% 547.2 +0.5% 546.4 0.2%
Post-tax profit 426.6 -5.6% 4259 -0.2% 4238 -0.5%
EPS (p) 26.3 -5.4% 26.4 +0.4% 26.3 -0.4%
Dividend (p) 18.7 -0.0% 18.9 +1.1 19.0 +0.5%
CAPEX 358.6 +2.7% IN.s +3.7 3699 -0.5%
Free cash flow 456.6 -26.8% 4339 -5.0% 458.6 +5.7
Net borrowing 1.684.8 +6.1% 1,544 -8.4% 14411 -6.7%

Source: SharePad

If it can prove doubters such as me wrong, then I would
say that M&S shares look quite interesting just now. The
business remains very good at generating cash flow, with
free cash flows increasing due to a tight rein on capex
spending. As a result, debt levels are coming down. But can
M&sS deliver meaningful growth in sales and free cash flow?

If it can, then the shares look cheap and offer a 2019
forecast free cash flow yield of 9.5 per cent at a share
price of 297p. This suggests that the dividend yield of 6.2
per cent looks safe for the time being. One for contrarian
investors to consider perhaps?

Persimmon

Those of you who used to follow me on Twitter (having
spent far too much of my time on there, I decided to quit a
couple of weeks ago) may be familiar with my rants about
the failings of the government’s Help to Buy scheme.

[ won’t go into the details, but for me this flawed policy
of taxpayer subsidised mortgages has pushed up the
premium of new home prices over existing ones (my view
is based on what I see in my local housing market and
industry studies) and created massive windfall profits
for builders. Persimmon (PSN) — and its outgoing chief
executive — have been major beneficiaries of this scheme
with every other home that it sells currently bought with

© The Financial Times Limited 2018. Investors Chronicle is a trademark of The Financial Times Limited. Registered office: Number One, Southwark Bridge, London SE1 9HL
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the assistance of a Help to Buy loan.

Persimmon has become extremely profitable on the back
of Help to Buy and is expected to have operating margins
of nearly 30 per cent in 2018 - the highest in the sector. Last
week’s budget extended Help to Buy out to 2023 — from
2021 — and whilst it is going to be limited to first time buy-
ers, this is good news for Persimmon and its peers. They
now have just over four years of visibility which should
enable them to sell homes on their current land banks at
attractive margins — as long as house prices hold up.

Persimmon PLC (PSN)

FORECASTS £ millions unless stated
Year 2018 2018 2020

Turnowver 3.644.1 +5.5 3,783.4 +3.8% 39267 +3.8
EBITDA 1,078.0 -] 1,110.7 1,155.4 +4.00
EBIT 1.069.4 1,100.7 1,143.5 +3.9
Pra-tax profit 1.080.7 1,118.2 1,162.0 38
Post-tax profit BT8.2 908.3 +3.4% 850.7

EPS (p) 2754 2845 +3.3% 25941

Dividend (p) 228.7 235.0 +2.8% 2350

CAPEX 16.4 14.8 -8.8% 14.4

Free cash flow B92.0 504.7 +1.4% 853.3

Nat bormowing -1,214.5 -1,263.2 =1,3574

NAY 31447 1.8% 331349 +54% 35176 +6.1%

Source: SharePad

This week’s third-quarter update said that current
forecasts for 2018 are in the bag, with forward sales for
2019 ahead of last year by 9 per cent. Private sales per out-
let are down slightly, but there’s nothing to suggest that
this business isn’t still in rude health.

TIDM

BDEWV
BWY
BKG
BV'S
CRST
MC3S
GLE
P3SN
RDW
TW.
TEE

Name

Barmratt Developments PLC
Bellway PLC

Berkeley Group Holdings (The) PLC
Bovis Homes Group PLC
Crest Nicholson Holdings Ltd
McCarthy & Stone PLC

MJ Gleeson PLC

Persimmon PLC

Redrow PLC

Taylor Wimpey PLC

Telford Homes PLC

Source: SharePad
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Price

533p
£30.12
£36.00
£10.12
362.8p
140p
710p
£23.69
549p
165.55p
334p

Market
Cap(m)

£5468.6
£3735.1
£4691.6
£13721
£940.4
£752.3
£387.6
£7538.8
£2030.2
£5450.9
£252.8

fcEBIT PEroll 1 Y Priceto NAVY  ROE fc ROE ROCE fcYield Y

margin
18.1 7.6 12 15.1 16.0 17.0 8.5
220 6.7 14 219 20.2 26.3 4.9
25.8 10.1 18 320 19.4 335 56
15.5 9.2 13 9.3 12.0 11.0 10.1
16.9 6.2 1.1 219 177 206 8.9
10.5 13.9 1.0 10.5 7.2 124 31
18.8 115 21 17.0 16.6 200 47
29.3 8.4 2.3 26.9 27.7 29.3 9.7
19.9 5.9 14 227 20.7 23.8 5.5
213 75 17 219 214 18.6 9.5
13.9 6.0 1.1 17.2 17.1 15.7 56

My problem with Persimmon and most of the sector
(except Telford Homes and Berkeley Group) is that they
are hooked on Help to Buy. The danger, as I see it, is the
size of new build premiums may have become too big and
that new homes look increasingly poor value for money
compared with equivalent existing homes.

Whilst early buyers of Help to Buy homes may be sitting
on a gain, I think there is a risk that recent buyers could
struggle to sell at the prices they have paid and risk nega-
tive equity if prices don’t continue to increase.
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The other unknown is what happens to new home
prices if Help to Buy ends in 20237

I think current trading conditions could be as good as
they get for Persimmon and that new build premiums can-
not get much bigger without creating further controversy.
Rising build cost inflation and moderating selling price
increases suggest that profit margins are close to peaking.
Whether it can offset this with materially higher volumes
remains to be seen. Current forecasts suggest modest
profit growth in 2019 and 2020.

That said, the security and predictability of profits that
Help to Buy is underpinning means that shareholders
should still expect capital returns of 235p per share in 2019
and 2020 and a further 110p per share in 2021. It would not
surprise me if Persimmon promises further capital returns
out to 2023 to coincide with the extension of Help to Buy.

10



CHRONICLE

pha ‘

www.investorschronicle.co.uk
telephone: +44 (0)20 7873 3000 email: icalpha.editorial@ft.com

© The Financial Times Limited 2018. Investors Chronicle is a trademark of The Finan-
cial Times Limited. “Financial Times” and “FT” are registered trademarks and service
marks of The Financial Times Limited. All rights reserved. No part of this publication
or information contained within it may be commercially exploited in any way without
prior permission in writing from the editor.

Permitted Use: By purchasing this magazine, you agree that the intellectual property
rights (including copyright and database rights) in its content belong to The Financial
Times Limited and/or its licensors. This magazine is for your own personal, non-com-
mercial use. You must not use any of the content as part of any commercial product
or service, including without limitation any which reduces the need for third parties
to use the Investors Chronicle magazine and/or website, or which creates revenue
from the content, or which is to the detriment of our own ability to generate revenues
from that content. For example, you must not use any of our content in any syndica-
tion, content aggregation, news aggregation, tips aggregation, library, archive or
similar service, and you must not capture any such content, whether systematically,
regularly or otherwise, in any form of database without our prior written permission.
These contractual rights are without prejudice to our rights to protect our intellectual
property rights under law.

Investors Chronicle adheres to a self-regulation regime under the FT Editorial Code
of Practice: A link to the FT Editorial Code of Practice can be found at www.ft.com/
editorialcode. Many of the charts in the magazine are based on material supplied by
Thomson Datastream and S&P Capital Q.

Material (including tips) contained in this magazine is for general information only
and is not intended to be relied upon by individual readers in making (or refraining
from making) any specific investment decision. Appropriate independent advice
should be obtained before making any such decisions. The Financial Times Limited
does not accept any liability for any loss suffered by any reader as a result of any such
decision.

Registered office: Number One, Southwark Bridge,
London SE1 9HL. ISSN 0261-3115.

© The Financial Times Limited 2018. Investors Chronicle is a trademark of The Financial Times Limited. Registered office: Number One, Southwark Bridge, London SE1 9HL

n



