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The Federal Reserve this week signalled that it may be running 
out of ammunition, which should cause concern for investors 
given the values being attributed to some companies right now

The actions of the US Federal Reserve to prop up and 
stoke the US stock market has been one of the most bla-

tant and shameful acts of crony capitalism in recent times.
The stunning recovery in the US market from its March 

lows has come entirely from Jerome Powell pushing the but-
ton on the magic money-creating machine to stop the bond 
market rolling over and taking the stock market with it.

Mirroring the banking crisis back in 2007-09, the main 
aim of the US central bank has been to keep the rich rich 
while doing very little for those living on main street.

This has ingrained the view that the Federal Reserve can 
effectively underwrite the markets and stop people from 
losing money if they hang on in there.

Perhaps things changed a bit this week.
Those expecting some more petrol to be poured on the 

stock market fire were disappointed. US interest rates are 
not going up for years, which is kind of what everyone 
knows anyway.

The reason is that the Federal Reserve is scared stiff of a 
huge deflationary shock taking a grip in the US. I think it 
is right to be.

I am grateful to @Financial_Orbit on Twitter who drew 
my attention to this really interesting chart a couple of days 
ago (see left). It shows the velocity of money – how fast 
people spend money – in the US over the past 60 years.

What we can see is that since the global financial crisis 
it has collapsed, with a further kick downwards this year. 
This proves that you can print as much money as you 
want, but if people don’t spend it the economy will have a 
hard time. 

One of the main reasons that money has not been spent 
is that not much of the extra amounts that have been cre-
ated have ended up in the pockets of households. Most of 
it has been used to juice financial markets and destroy the 
rate of interest on savings.
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The big fear for years is that the US will turn into Japan 
and have outright deflation. For an economy stuffed full of 
debt this would not be a good outcome.

This has not happened yet, but in many ways America 
has been repeating Japan’s mistakes. Weak businesses have 
been propped up and kept the economy sluggish – apart 
from a brief sugar rush from Donald Trump’s tax cuts.

It may well be the case that unless people start spend-
ing money the economy will remain sluggish and that 
the Federal Reserve can do nothing about it and is now 
dangerously close to pushing on a piece of string.

If so, then it may have run out of ammunition and this 
could be why the US stock market is showing signs of run-
ning out of puff.

I realise that this is not heartwarming stuff, but low 
inflation is the friend of the investor in companies with 
steady growing and predictable earnings and cash flows 
just as it has been for the past decade.

There are good grounds for thinking that the stock  
market has got ahead of itself when it comes to the prices 
of good businesses and a pause for breath is long overdue.

Investing is hard and for me it’s never felt harder. There 
are no safe havens that offer a real return on savers’  
money which is why the stock market remains the one 
pond to fish in. It does not feel great to admit this, but we 
just have to get on with it, stick with a strategy you are 
comfortable with and stay the course. 

I’ve sold Smith & Nephew (SN.) shares from both Fantasy 
portfolios this week. The business has suffered a collapse in 
surgical operations in hospitals, but even without this has 
struggled to make the best of its assets and I’m not sure it will.

Fantasy Portfolios

Portfolio returns (%) 1 month Year to date 1 year 2 years
Scottish Mortgage Investment Trust 9.2 67.2 86.0 78.3

LF Blue Whale Growth Fund  4.4 22.4 23.4 39.4

Smithson Investment Trust 0.6 16.6 21.0 

Martin Currie Global Portfolio Trust 6.6 16.3 21.2 37.3

Fundsmith Equity T Acc 3.1 13.9 14.4 31.0

Mid Wynd International Inv Trust 4.1 10.6 12.8 27.5

Vanguard S&P 500 ETF 2.7 9.5 11.3 23.0

Phil Oakley Fantasy Sipp 4.2 8.8 14.0 36.1
Lindsell Train Global Funds 2.9 6.2 1.0 19.4

Finsbury Growth & Income Trust 3.0 -3.2 -5.7 8.2

Phil Oakley UK Quality Shares 2.2 -5.6  

Castlefield CFP SDL UK Buffettology  1.1 -6.2 2.7 5.8

FTSE All-Share - Total Return 0.3 -17.1 -12.9 -9.3

Vanguard FTSE 100 ETF 0.3 -17.4 -13.6 -9.1

Vanguard FTSE 250 UCITS ETF 0.4 -18.5 -9.8 -8.8
Source: SharePad
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It has been replaced by Frontier Developments (FDEV) 
in the Fantasy Sipp, which I added to the UK portfolio last 
week. I have added a bit more to the UK portfolio as well 
and have increased the position in YouGov.

As I’ve mentioned before, the UK portfolio has been a 
real struggle this year. I have made lots of mistakes and 
many of the companies I initially selected in January have 
been found out by the fallout from Covid-19. It may be a 
case of famous last words, but I feel much happier with 
the portfolio now and have been more aggressive with it 
by trying not to be afraid to pay up for expensive, high-
quality growth stocks.

The Fantasy Sipp is doing ok and has picked up in  
recent months. It has its three-year anniversary next 
month, which will see another column added to the  
performance table that appears every week.

Redrow
Housebuilders have been hit hard by the economic  
lockdown in the UK. The effects of this were seen in  
Redrow’s (RDW) full-year results to June 2020 announced 
this week. With legal completions down by 37 per cent 
to 4,032 homes it was not really a surprise to see pre-tax 
profits fall heavily from £406m to £140m.

As usual, what’s more important is what the future 
might look like. 

My view is that housebuilders like Redrow will do quite 
well – perhaps very well – over the next six months. The lack 
of stamp duty payable on homes and the big benefits of the 
Help to Buy scheme are due to end in March 2021 and build-
ers will look to make as much hay as possible while the sun 
shines with these two bits of help from the government. 

Redrow has upped its build rate and has significantly 
more work in progress compared with a year ago (some of 
this will be related to delayed sales from earlier in the year).

From March next year the Help to Buy scheme will 
change. It will last for a further two years, but will be lim-
ited to first-time buyers and will have price caps applied. I 
think it will become a lot harder for builders to make good 
money from sales on this scheme.

Last year Help to Buy accounted for 42.8 per cent of 
private sales from just under 42 per cent the year before. I 
think most of the sector has become hooked on this very 
generous taxpayer subsidy, which has undoubtedly led to 
windfall profits for it. 

Help to Buy makes it easier for buyers of new-builds to 
get a mortgage. They put 5 per cent of their own money in, 
the government gives an equity loan of 20 per cent (or 40 
per cent in London), with the mortgage provider providing 
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the remaining 75 per cent up to a maximum selling price 
of £600,000.  

Lenders obviously face less risk to their loan providing 
75 per cent of a home’s value rather than 95 per cent. My 
suspicion is that builders have used this buffer of loan 
security to push up the prices of new builds as long as 
the lender feels comfortable that there is no risk to them 
recovering their money if the borrower gets into trouble.

Builders will deny this, but I find it a strange coin-
cidence that the premium on new builds – which has 
always existed – has got bigger in recent years but varies 
between local markets and property type.

What then happens in a world without Help to Buy? I 
think it will be difficult for the likes of Redrow to find the 
first-time buyers to make up 42 per cent of its sales to re-
place the existing Help to Buy customers. I note with inter-
est the company’s comment in its results presentation that 
mortgage affordability and pricing is currently good for 
loan to value (LTV) ratios up to 85 per cent. It remains to 
be seen what this means for people wanting to buy with a 
95 per cent LTV mortgage.

The concern will be that it might be more difficult and 
therefore Redrow could struggle to shift houses at current 
selling prices as lenders will be taking on more risk.

This does not seem to be worrying the company, as at the 
moment its land values – that have to be valued at the lower 
of cost or net realisable value and are a geared play on house 
prices – have not suffered any impairment (apart from its 
London operations, where it is getting out of the market).

At the end of June 2020, Redrow owned and controlled 
27,000 plots with a strategic land bank of just over 30,000 
plots. This has an estimated gross development value of 
around £19bn, which equates to an average selling price 
(ASP) of £333,000 per plot. This is very similar to last 
year’s ASP of £330,000 and is a roundabout way of seeing 
that Redrow is not expecting a fall in ASPs.

Redrow forecasts

Year (£m) 2020 2021 2022
Turnover 1,366.40 1,610.50 1,841.50

Ebitda 192.7 248.9 310.8

Ebit 187.7 245.6 305.5

Pre-tax profit 181 236.6 303.4

Post-tax profit 149.7 186.3 253.7

EPS (p) 41.5 55.8 69.6

Dividend (p) 3.8 18.3 19

Capex 3 3.5 3.8

Free cash flow -151.2 227.5 241.3

Net borrowing 31.6 -95.3 -357.3

NAV 1,700.50 1,923.00 2,110.00
Source: SharePad
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This may turn out to be true, but it seems that the  
current valuation of Redrow’s shares does not have lofty 
expectations of future profits baked into it. At 433p, its 
shares trade at a slight discount to its 462p June 2020 net 
asset value per share. I do not see this as a sign that the 
shares are good value now, but more of a reflection that 
the risks associated with the value of Redrow’s land are 
significant and arguably increasing.

Ocado
Food retailing is a cut-throat business. Competition is 
fierce and profit margins are wafer thin. Throw in the ex-
tra costs of delivering food to people’s homes at the same 
prices as they pay in store and margins are even thinner. 
I am yet to see any hard evidence that UK supermarket 
companies are making any meaningful profits at all from 
selling groceries over the internet.

So where does this backdrop leave a company like  
Ocado (OCDO), which has a stock market valuation of 
£19.8bn at a share price of 2,641p at the time of writing?

The company has seen a huge benefit from the shift to 
online groceries during the Covid-19 pandemic, which 
fed through to a very impressive 52 per cent increase in 
retail sales in the 13 weeks to 30 August. This has seen an 
upgrade in full-year earnings before interest, tax, depre-
ciation and amortisation (Ebitda) to £40m. But it’s worth 
noting that this time last year analysts were expecting it to 
make £70m in the year to November 2020.

The new Marks & Spencer contract, which began on 1 
September, is a good upgrade in product quality on offer 
for Ocado customers in my view, but I do not see it as be-
ing a game changer for the shares.

What I always come back to when discussing Ocado is 
what its very clever robots and automated warehouses 
(customer fulfilment centres or CFCs) offer its customers. 
Ocado has a high valuation based on the view that its 
technology is transformative for internet grocery retailers. 
I don’t think it is.

I base this simply on the view that Ocado’s own retail 
business, which uses the same technology that it is sell-
ing to others – such as Kroger in the US - is not making 
much money and certainly does not yet deliver a great 
return on investment.

Ocado’s retail Ebitda margins are expected to be just 
over 4 per cent over the next few years, which compares 
with Tesco making over 7 per cent and Morrisons around  
6 per cent. Put simply, it does not transform the econom-
ics of food retail – the margins are inferior.

Investors are somehow meant to believe that supermarkets 
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across the world will buy Ocado technology in droves. They 
may think they have no choice, but I continue to believe that 
internet grocery is a disaster zone as far as shareholders are 
concerned. Spending lots of money on assets that deliver 
worse returns than existing stores does not seem a great way 
to create lots of value for shareholders.

In its latest annual report, Ocado disclosed its expecta-
tion of £2.4bn of future cumulative profits to come from its 
Solutions contracts signed with other retailers so far. That 
number will go up in the next report as Kroger announced 
in June that it has ordered another three CFCs, taking its 
total to six and potentially as high as 20. This is positive, 
but I’m still not sure how it comes anywhere close to justi-
fying a market capitalisation of nearly £20bn.

Kroger faces fierce competition in its core US market from 
grocery giants such as Walmart and Costco, but it is Amazon 
– which bought WholeFoods a few years ago – that it is really 
scared of. Its current profit margins are around 2.6 per cent 
and it remains to be seen what it buys from Ocado does for 
its shareholders. Management obviously feels that it needs 
more of what Ocado offers, but this seems a more defensive 
move than something that will make its investors better off.

If we take a look at some detailed analysts’ forecasts 
for Ocado from FactSet, we can see that the company is 
not expected to make an operating profit until November 
2024. UK retail and UK solutions Ebitda is expected to 
grow, but the international solutions business is expected 
to see heavy losses in 2021 and 2022.

There’s no doubt that once Ocado has got rid of the costs 
of building out CFCs and revenue starts coming in that 
profits have the potential to rise rapidly. My view is that 
this expectation is already priced in and then some.

  Ocado detailed forecasts

 Nov 2019 Nov 2020E Nov 2021E Nov 2022E Nov 2023E Nov 2024E
Sales 1,757 2,314 2,595 2,915 3,478 3,935

Retail 1,618 2,180 2,418 2,587 – –

UK solutions 583 660 785 914 – –

- Morrisons Recharges – – – – – –

- Morrisons Fees – – – – – –

International solutions 1 9 71 222 – –

Other 10 0 113 210 – –

Group eliminations -454 -559 -642 -740 – –

Ebit -93 -129 -116 -45 -80 16

Retail 20 – – – – –

UK solutions – – – – – –

Other -21 – – – – –

Ebitda 43 32 79 170 277 420

Retail 35 90 101 115 150 180

UK solutions – 69 84 105 – –

International solutions – -83 -84 -12 – –

Other -14 -13 -8 -13 – –
Source: FactSet
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I don’t mean to sound unkind, but I view Ocado in the 
same light as a business like Tesla (TSLA). Investors in 
both seem to have let their enthusiasm for the technology 
involved dominate the thoughts of how much profit will 
actually come from it.

Ocado currently has invested capital of around £2.5bn. 
To cover its cost of capital on this, a return of 10 per cent 
before tax – operating profits of £250m – is what investors 
would look for. It is a long way from doing this and I’m 
happy to admit that valuing this business at nearly £20bn 
is beyond me.

Next
No-one expected Next’s (NXT) half-year results to be 
good, and they weren’t. Full-price sales fell by a third and 
the company reported meagre pre-tax profits of just £9m.

But I think these results again demonstrated what a 
brilliant retailer Next is and how it continues to lay the 
foundations to become an even bigger force in internet 
fashion and homewares than it is now.

Again, its online business did much better than its 
stores, which is no surprise given that they were shut for 
weeks. Online sales fell by 14 per cent and it saw its profits 
fall from £177m to £138m. Retail stores saw sales fall by 
more than 60 per cent and profits fall from £175m to a loss 
of £56m. As with Primark last week, Next reported that 
its stores in retail parks performed a lot better than those 
in city centres. Given that most of Next’s store sales come 
from retail park stores this is a good thing.

One of the big concerns for any investor looking at 
Next as a potential investment is that it is very reliant on 
providing credit to its customers to drive sales. Net inter-
est income on credit purchases is a big earner for Next on 
a loan book of around £1bn. In tough times like now the 
worry will be that some customers cannot pay Next what 
they owe and that bad debts will increase.

There was no evidence of this in the first half of the year, 
but Next has increased its bad debt provision for the year 
as a whole by £20m.

Aside from trading, there are some real positives to take 
away from what Next disclosed in its results release. The com-
pany’s stock control has been very good. It was able to get rid 
of more stock than it thought it could and generate a decent 
amount of cash flow in doing so – and importantly reducing 
the amount of stuff it had to discount and harm its profits.

The company has also done a great job in renegotiating 
the leases on some of its stores. On 60 of them it has cut 
its rents in half, while 82 per cent of its retail estate now 
has a break clause in five years or sooner.
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When this development is combined with a shift in 
capex spending towards warehouses and away from 
stores, the business is clearly in an improving competi-
tive position. Over the next few years, Next will become 
predominantly an internet retailer and will be less capital 
intensive – and therefore more cash generative – than it is 
now. This is a big positive for me.

The other good news is that profit guidance for the year 
to January 2021 has moved up significantly from July. Pre-
tax profit is now expected to be £300m, compared with 
£195m just a couple of months’ ago.

While I am not a fan of fashion retailers (too volatile 
and competitive), if you forced me to invest in one of them 
then Next would probably be my choice. It has the busi-
ness model and management that has served its investors 
well over the years and when the world gets more back to 
normal will look like doing so again.

Smart Metering Systems
Smart Metering Systems (SMS) owns, connects,  
operates and maintains metering systems and data boxes 
for energy suppliers. I first looked at this business around 
three years ago and could see why investors would be  
attracted to it – especially if the installation of smart  
meters took off in the UK.

The main attraction of the business model is that SMS can 
buy and own assets that can last up to 25 years and receive 
a very profitable inflation-proofed income stream in return.

The past couple of years doesn’t seem to have seen as 
much progress as shareholders might have liked, with the 
annual run rate of annualised recurring revenues from 
the meter portfolio not changing that much. That said, the 
company has sold off some of its older meter assets and 
used the cash received to pay off all its debts. It now has a 
portfolio of 3.8m meters, of which 1.3m are smart meters.

The smart meter roll-out in the UK has been slow and is 

Next forecasts

Year (£m) 2021 2022 2023
Turnover 3,391.70 4,166.80 4,361.00

Ebitda 621.5 947.5 1,013.00

Ebit 385.5 698.2 764.9

Pre-tax profit 287.5 612.8 678.6

Post-tax profit 224.4 491.8 548.4

EPS (p) 178.3 384.4 431.9

Dividend (p) 44.7 158.4 165.8

Capex 110.8 134.1 128.2

Free cash flow 365.6 439.1 500

Net borrowing 1,998.60 1,775.90 1,696.40
Source: SharePad
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well behind schedule. That said, the future prospects for 
SMS look quite reasonable. It has a pipeline of 2m new 
meter installations and has some interesting projects in its 
carbon reduction business in the form of battery storage, 
electric vehicle charging points and solar batteries.

With a debt-free balance sheet, financing the meter 
roll-out looks as if it will not be an issue. The company 
had asked shareholders for more money back in 2017, but 
doesn’t need to now. 

The attraction of the shares is the outlook for dividend 
payments, which can be financed from the cash flows 
from its existing meter assets. The company has a divi-
dend of 25p for 2020, and aims to increase it by 10 per cent 
a year until 2024, to 36.6p. At 646p, this puts the shares 
on a dividend yield of 3.9 per cent, rising to 5.7 per cent in 
four years’ time. 

If this dividend is sustainable further out, then the shares 
look worthy of consideration for income-seeking investors.

SMS forecasts

Year (£m) 2020 2021 2022
Turnover 99.2 102.1 109

Ebitda 47.8 54 61.3

Ebit 17.9 19.3 22.5

Pre-tax profit 12.6 14.6 16.4

Post-tax profit 11.4 11.6 12.4

EPS (p) 8.9 11.6 12.6

Dividend (p) 21.4 22.7 28.2

Capex 46.9 82.1 101.5

Free cash flow -48 -40 -50

Net borrowing -1.6 63 145.1
Source: SharePad
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