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Phil Oakley’s Weekly Round-Up

The companies mentioned this week are:
B Domino’s Pizza

B Whitbread

B Stobart Group
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SOCMA A A couple of years ago I would have cited Domino’s Pizza

(DOM) as an example of an outstanding business, albeit

with an expensive valuation attached. I used the

company extensively in my book How to Pick Quality

L TR, o B I B B B Shares to illustrate the financial characteristics of a

150 high-quality business.

adnons s e e Nects - Many of those characteristics — high profit margins, high
ROCE (return on capital employed) and good cash conver-
sion — remain, but Domino’s is now having to work hard
to convince investors that its business model and growth
prospects are robust enough. Judging by its share price
performance over the past year, it would seem that the
company has not been convincing enough.

One of the main concerns is to do with the strategy of
opening new stores in existing territories in the UK where
there already is a Domino’s Pizza store or stores — referred
to as splitting territories.

Investors have good reasons to be concerned about
this splitting strategy. Whilst opening new stores can
lead to higher overall sales for a business, it can damage
the profitability of individual stores if the new stores
take sales from the existing ones — a process known as
sales cannibalisation.

Alpha Editor: James Norrington Sales cannibalisation can wreak havoc with a retail
or restaurant business. Tesco (TSCO) and Restaurant
Group (RTN) are good examples of this when they opened
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“As Domino’s future
growth in the UK is
largely down to its
franchisees opening
more stores, it needs
to keep them happy”
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too many new stores next to or near existing ones.

This issue has put Domino’s UK in conflict with some of
its franchisees. Domino’s makes most of its profits from
selling pizza ingredients to its franchisees. Opening more
stores and growing the number of pizzas sold is likely to
be good for its profits. A new store in the same local area
might not be so great for a franchisee’s profits if it takes
customers and sales away from its existing stores.

As Domino’s future growth in the UK is largely down
to its franchisees opening more stores, it needs to keep
them happy.

Let’s take a closer look at how Domino’s UK makes its
money to show how this conflict has arisen and may not
go away quickly.

How Domino’s UK & Ireland makes money

Before we can make a judgement on Domino’s UK
strategy it won’t do any harm to understand how this
business makes money.

Domino’s owns the master franchises to trade under the
Domino’s Pizza brand in the UK, Ireland, Switzerland,
Norway, Iceland, Sweden and Germany. These master
franchises are awarded by the US parent company
Domino’s Pizza Inc (US:DPZ).

The UK and Ireland is mainly a franchise business
where the stores are operated by franchisees as a stan-
dalone business. The UK franchising business makes
money from the following sources:

B Net royalties: Franchisees pay 5.5 per cent of their sales
in royalties to Domino’s UK. Domino’s UK then pays 2.7
per cent of the system sales (the sales of pizzas from all its
franchised and corporate stores) to Domino’s Pizza Inc as
a fee for the master franchise. Net royalties are therefore
2.8 per cent of system sales.

B Supply chain sales: The sale of pizza dough, other pizza
ingredients (such as cheese and toppings) and equipment
to franchisees. This is by far Domino’s biggest source of
profits.

B Rents: Domino’s has the lease contracts on all the rent-
ed stores in the UK. These are then sub-let to franchisees
at cost. Rents are a pass through and are not a source of
profits.

W Sales and profits from corporate stores: This is not a
large amount of money.

Franchisees also pay 4 per cent of their sales into
Domino’s national advertising fund (NAF), but this is
not classified as revenue since it is operated on a break-
even basis. The cash flows are treated as working capital
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with the difference between monies received from
franchisees and the amount spent shown on the balance
sheet as a debtor or creditor and the annual change as a
cash flow in the cash flow statement. The numbers here
are not very big.

The profitability of the UK and Ireland business is
shown in more detail below:

UK & ROI Profit (Em) ™™ H118 2017 H217 H117 2016 2015 2014 2013
System sales 1121.8 565.1 1079.4 556.7 522.7 988.8 865.6 748.2 650.9
Revenue 418.3 212.4 393.4 205.9 187.5 345.1 305.1 279.1 250.7
Supply chain revenue 310.5 156.7 297.4 153.8 143.6 265.1 241.0 221.8 199.7
Franchisee royalties 61.7 31.1 59.4 30.6 28.7 54.4 47.6 41.2 35.8
Royalty paid to DP Inc -30.3 -15.3 -29.1 -15.0 -14.1 -26.7 -23.4 -20.2 -17.6
Supply chain margin 90.0 45.5 87.6 44.5 43.1 83.3 713 60.8 54.6
Net overheads & depreciation -28.4 -15.2 -27.6 -13.2 -14.4 -26.5 -22.7 -18.9 -17.8
Corporate store profits 1.2 0.6 0.6 0.6 0.0 0.0 0.0 0.0 0.0
UK )V’s & Assocs profit 2.7 1.5 2.4 1.2 1.2 2.1 1.7 1.0 0.6
Total UK & ROI operating profit ~ 96.9 48.2 93.2 48.7 44.5 86.6 745 63.8 55.6
Op profit as % of system sales 8.6% 8.5% 8.6% 8.7% 8.5% 8.8% 8.6% 8.5% 8.5%
Op profit as % of revenue 23.2% 22.7% 23.7% 23.6% 23.8% 25.1% 24.4% 22.9% 22.2%
Supply chain as % of revenue 74.2% 73.8% 75.6% 74.7% 76.6% 76.8% 79.0% 79.5%  79.6%
Supply chain % margin 29.0% 29.0% 29.5% 28.9% 30.0% 31.4% 29.6% 27.4%  27.3%

Source: Domino’s Pizza

We can see a few interesting things here:

Firstly, the profit margin as a percentage of system sales
has been very consistent at around 8.6 per cent for the
past few years. This means that there has been a fairly
stable relationship between the value of food its fran-
chisees sell and the amount of profit ultimately made by
Domino’s. The profit margin as a percentage of revenue is
much higher at 23.2 per cent

Secondly, sales of dough and ingredients is by far the
biggest source of revenue and profits. It accounted for
more than three-quarters of total revenue in 2017 and is
extremely profitable with a profit margin of close to
30 per cent.

Thirdly, Domino’s is a relatively low fixed-cost business.
Net overheads and depreciation are just under 7 per cent
of revenues. Most of its costs — the cost of ingredients —
are variable and dependent on the level of pizza sales
by its franchisees. This means that there is not a huge
amount of apparent operational gearing in the busi-
ness where changes in revenues can lead to much bigger
changes in profits.

This may be just a coincidence, but the net royalty in-
come — franchise royalties received less the franchise fee
paid to DP Inc — pretty much covers Domino’s net over-
head and depreciation costs. This means that the supply
chain margin or profit is not far off the total amount of
operating profit for the business as a whole.
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fm ™™ H118 2017 H217 H117 2016 2015 2014 2013
Franchise royalties 61.7 31.1 59.4 30.6 28.7 54.4 47.6 41.2 35.8
Royalty paid to DP Inc -30.3 -15.3 -29.1 -15.0 -14.1 -26.7 -23.4 -20.2 -17.6
Net royalty income 31.4 15.8 30.2 15.6 14.6 27.7 24.2 20.9 18.2
Net overheads & depreciation 28.4 15.2 27.6 13.2 14.4 26.5 22.7 18.9 17.8
Difference 3.0 0.6 2.6 2.4 0.2 1.2 1.5 2.0 0.4
Supply chain margin 90.0 45.5 87.6 44.5 43.1 83.3 71.3 60.8 54.6
Total UK & ROl operating profit 96.9 48.2 93.2 48.7 44.5 86.6 74.5 63.8 55.6
Supply chain as % of op profit 92.9% 94.4% 94.0%  91.4%  96.8% 96.2%  95.7% 95.2%  98.2%

Source; Domino’s Pizza & Investors Chronicle

Whilst overall sales are still growing in the UK, I do
remain concerned that the splitting strategy could be
hurting Domino’s and its franchisees. A slide from its half-
year results presentation back in August showed that the
effect of splits offset more than half of the reported like-
for-like sales growth in the UK.

UK: VOLUME-DRIVEN GROWTH

SYSTEM ONLINE COLLECTION ORDER TICKET
SALES GROWTH SALES GROWTH SALES GROWTH GROWTH GROWTH

8.3% 14.0% 8.8% 8.1% 0.1%

(£m)
27.4 535.0
4941
H12017 LFL excluding New store growth Immature store Split territories H12018

splits growth

.
& Domino’s

Source: Domino’s Pizza
At its full-year results presentation in February, Domino’s
gave some details on the effect of splits on donor stores.
Donor stores affected by splits in 2014 have performed satis-
factorily but those in 2015, and particularly 2016, have fared
less well. An 11 per cent fall in average weekly sales from
2016 will have had a big impact on franchisee store profits.

Splitin 2014 (£) 2013 2017 % change
Donor stores 32836 34484 5.02%
New stores 0 16070 -
Total sales 32836 50554 53.96%
Splitin 2015 (£) 2014 2017 % change
Donor stores 37956 37666 -0.76%
New stores 0 16354 -
Total sales 37956 54020 42.32%
Splitin 2016 (£) 2015 2017 % change
Donor stores 36076 31951 -11.43%
New stores 0 14839 -
Total sales 36076 46790 29.70%

Source: Domino’s Pizza
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LFL sales growth — excluding splits — is also slowing
quite rapidly from 7 per cent in the first quarter of 2018 to
just 2.2 per cent during the third quarter. Overseas stores
are also not contributing any profits in aggregate yet.

Domina's Pizza Group PLC (DOM)

FORECASTS £ millions unless stated
Year 2018 2019 2020

Turnowver 556.1 +23.5% 607.7 +9.3% 656.5 +8.0%
EBITDA 115.0 +254% 126.7  +10.2% 137.7 +8.7%
EBIT 987 +27.7% 1081 +10.4% 119.6 +8.7%
Pre-tax profit 966  +28.1% 106.9  +10.6% 177 +102%
Pasi-tax profit T8I +24.3% B5.7 +0.4% 91.9 +7.2%
EPS (p) 16.3 +204% 18.1 +11.0% 19.9 +9.9%
Dividend (p) a5 +5.6% 105 +10.5% 1.5 +9.5%
CAPEX 3T -27.0% 328 +2.9% 329 +0.8%
Fras cash flow 716 +427% B5.0 +1B.7% 943  +10.9%
et borrowing 949 +105.6% 1574  -19.2% 1229 -219%

Source: SharePad

As a result, profit forecasts for 2018 have come down
during the year. I think there is a risk that profit forecasts
for 2019 are still too high given the slowing momentum in
the core UK business.

That said, Domino’s shares have been savagely derated
this year. They were trading on a one-year forecast rolling
PE of 19.5 times back in March but this has now fallen to
just 14.5 times, at the current share price of 259p. A lot of
caution seems to be priced in, but if forecasts are revised
down for 2019 then the risk is that the shares may fall
further from here.

Whitbread

Ownership of two very strong brands — Costa Coffee and
Premier Inn hotels — has been the basis of Whitbread’s
(WTB) attraction to investors. Now that Costa is in the
process of being sold, the company’s fortunes rest with its
budget hotel chain.

I’ve long thought that Premier Inn might be a target
st e s i a8 wevis | for another big hotel chain such as Intercontinental

snarefad | Hotels (IHG) or Accor. Its substantial ownership of
freehold property assets might also attract the interest of
financial buyers.

With Costa no longer included within the headline
results, this week’s half-year figures are a decent oppor-
tunity to weigh up Premier Inn on a standalone basis. In
short, I would say that the company is doing alright but
no more than that.

55 —Whithread PLC
200 SMA

50 SMA
80— T
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Premier Inn UK estate metrics

H1 FY19 H1FY18 Change

# hotels 795 7 3.1%
# rooms 74,070 70,120 5.6%
Direct booking 97% 95% 200bps
Occupancy 80.1% 81.8% {170)bps
Average room rate’ £66.16 £65.40 1.2%
Revenue per available room’ £52.97 £53.46 {0.9)%
Total accommodation sales growth 4.8% 8.5%
Like-for-like” accommodation sales growth* 0.2% 4.0%
Like-for-like food & beverage sales growth* (2.6)% 0.8%
Return on capital {before corporate costs) 13.0% 13.4%

* Like-for-like sales growth for H1 FY18 reflects refined definition
Source: Whitbread

Whitbread continues to roll out more rooms and hotels
in the UK, but it is operating in a tough and competitive
market. Occupancy rates remain good at just over 8o per
cent — although slightly lower than a year ago — and aver-
age room rates have nudged up a little. The key measure
of revenue per available room (RevPar) fell slightly.

The company has been adding a lot of rooms into the
London market — 4,400 over the past three years — which
is facilitating growth in this key market. That said, I do
have some concerns about the company’s strategy and
whether it can maintain its current rates of profitability
as ROCE has fallen slightly.

Growth is going to come from adding new rooms, but
whether REVPAR can increase remains to be seen. The
company thinks it can get to 100,000 rooms eventually
and still seems to have scope to open hotels where it is
not currently located — 37 per cent of its new space will be
directed to these areas.

I’ve stayed in a few Premier Inns and think the consumer
experience is good and represents good value for money. I
am slightly perplexed at the company’s decision to target
the cheaper end of the market with smaller, simpler rooms
and lower prices. It either thinks that it can take market
share in this area or feels that it has to compete against
others. It says it believes it can make the same returns on
capital as its existing formats — time will tell.

Germany has been seen as an opportunity to replicate
the success of Premier Inn in a bigger and more fragment-
ed market, but Whitbread is making slow progress here in
my opinion, with only one hotel open at the moment.

Premier Inn Germany network Organic To be acquired Total
Open and trading 1 hotel 13 hotels 14 hotels
(210 rooms) {2,140 rooms) (2,350 rooms)

Eommitted pipsline 13 hotels 6 hotels 19 hotels
{2,723 rooms) (970 rooms) (3,693 rooms)

14 hotels 19 hotels 33 hotels

Total (2,933 rooms) (3,110 rooms) (6,043 rooms)

Source: Whitbread
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Even with an existing pipeline and an acquisition it
will add only 6,000 rooms in Germany over the next few

“It seems that Premier

Inni S not expected years. This will bring additional profits, but whether it
. will make the same returns on investment as in the UK
to dehver muCh p roﬁt remains to be seen.
growth in the short Either way, it seems that Premier Inn is not expected to
deliver much profit growth in the short term due to sub-
term due tos Ubd ue d dued customer demand. A decent chunk of any growth
customer dem an d is likely t? come from cost-cutting, according to Ehe
company’s pretty downbeat outlook statement: “Given
A decent chunk Of the recent economic and political environment, along
P K with inflationary pressures in the consumer sector, there
any g TOWth IS llkf?ly is a degree of caution on demand. The combination of
to come f rom our commitment to the investment programme and the
cost-cuttin g» current UK consumer environment naturally means our

near-term profit growth may be lower than in previous
years. However, Whitbread is confident that the ongoing
efficiency programme can continue to offset a significant
proportion of inflation over the short to medium term.

Ongoing disciplined allocation of capital and focus on
executing Whitbread’s plans will continue to win market
share from the declining independent hotel sector in the
UK and Germany, which will deliver sustainable growth
in earnings and dividends and a strong return on capital
over the long-term.”

Despite this, I think Whitbread’s Premier Inn assets are
not being valued very highly based on its current profits.

Whitbread Value (Em)
Market capitalisation at 4354p 7,994
Add net debt and pension deficit 1,039
Enterprise value (EV) 9,033
Take away Costa proceeds net of tax (3,800)
Implied EV of Premier Inn 5,233
Trailing 12-month (TTM) operating profit 472.4
Implied EV/Operating profit 11.1times
Implied market cap of Premier Inn (current mkt cap less Costa proceeds) 4,144
TIM post-tax profit 353.8
Implied PE 11.7 times

Source: Company report and Investors Chronicle

According to my calculations, Premier Inn is trading
on 11.7 times its TTM post-tax profits, which suggests its
subdued outlook may well be priced into the shares. This
valuation may be low enough to flush out a bidder for the
company in my opinion.
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Stobart Group

For me, the only significant assets that should be of
interest to investors or potential investors in Stobart
Group (STOB) are its ownership of Southend Airport and
12.5 per cent stake in Eddie Stobart Logistics (ESL). The
company has a messy history and is still involved in a
dispute with its former chief executive. There was a bid
for airline Flybe in March, although its failure now looks
to have been a stroke of good fortune.

This is a company that looks suitable only for the most
committed of investors who are prepared to do a lot of dig-
ging and number-crunching. The half-year results state-
ment for the six months to the end of August is frankly a
mess. The word ‘Ebitda’ (earnings before interest, tax, de-
preciation and amortization) is plastered all over it, which
given its dodgy status as a measure of profit — particularly
for an asset intensive business with significant deprecia-
tion expenses and replacement capex requirements — is a
big red flag and enough for many investors to stop reading.

12 Cash generated from operations

Six months Six months Year ended
ended 31 ended 31 28 February
August 2018  August 2017 2018
Unaudited Unaudited Audited
£'000 £'000 £'000
(Loss)/profit before tax (18,816) 111,587 100,622
Adjustments to reconcile profit before tax to net cash flows:
Gain in value of investment properties (319) (939)
Realised profit on sale of property, plant and equipment
and investment properties (443) (192) (136)
Share of post-tax profits of associates and joint ventures
accounted for using the equity method 588 (474) (474)
Gain on conversion of loan (1,095) - -
Loss/(gain)/(profit) on disposal of assets held for sale 600 (400) (3,942)
Profit on disposal of associate - (123,870) (123,892)
Profit on sale and leaseback {710) - (4,064)
Profit on sale of property inventories - - (540)
Release of deferred profit on sale and leaseback &M] {2_391 (404)
Eain on redeliveE of aircraft (1,676) - 5‘
epreciation of property, plant and equipment 1‘6..‘931 6,540 15,3
Finance income (118) (979) (1,701)
j 1638 2.204 3411
éelease of ;rant income (4,867 (359 1390' I
elease of deferred premiums (1,308 l:l.n?i (2,
Amortisation of intangibles 1,969 1,969 3,938
Share option charge 674 1,093 1678
Recycling of other comprehensive income amounts on
disposal of associate - - (3,006)
Foreign exchange retranslation (1,292) (1,789) 30
(Gain)/loss on swaps mark to market valuation (3,579) 659 (971)
Retirement benefits and other provisions 4879 (267) (1,398)
Working capital adjustments:
Decrease/(increase) in inventories 406 (1,004) (1,789)
Decrease/(increase) in trade and other receivables (3.4‘33 9,867
3,

Cash used in continuing operations

(18,143) (7,006) (9,335)

Source: Stobart Group
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“Passenger numbers
during the first half of
the year increased by
37 per cent to 838,742
and are expected to
reach 2.5min 2019”
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The company says it made an underlying operating
profit of £9.6m during the period. Yet, it failed again
to generate any operating cash flow with an outflow of
£18m. A look at the calculation of operating cash flows
shows a number of adjustments.

Some such as a gain on delivery of aircraft and a release
of grant income - both non-cash additions profits — don’t
look as if they were included in non-underlying items, but
I could be wrong.

The reason for the big loss was the loss incurred running
franchise operations for Flybe out of Southend Airport,
which was £18m during the period. This has been used as
a way — a very expensive way — to highlight the viability
of Southend Airport to other commercial airlines and it
seems to have paid off.

Ryanair will base three aircrafts at the airport from sum-
mer 2019, which will bring in 1m passengers a year. EasyJet
has also added a fourth aircraft. Passenger numbers
during the first half of the year increased by 37 per cent to
838,742 and are expected to reach 2.5m in 2019.

The longer-term aim is to get to 5m passengers by 2022,
with operational gearing and new retail concessions tak-
ing Ebitda per passenger to £10, from £3.26 currently.

This looks to be quite an ambitious target, but having
used Southend Airport this year, I think it is a very attrac-
tive proposition for passengers and airlines, particularly
as nearby Stansted becomes more and more congested.
If Southend could be generating £50m of Ebitda by 2022
then its value would have significantly increased.

Whether this is enough to justify the current market
capitalisation of £772m, at a share price of 214p, I am
not sure. The stake in Eddie Stobart Logistics is currently
worth just over £50m, with the company saying that its
other investment and infrastructure assets have a balance
sheet value of £167m. The biomass business is worth
something, but has had problems with power station
customers and the utilisation of its plant assets. Rail
contracting and ground handling at airports are low-
margin businesses that will struggle to create much
value, in my view.

The company desperately needs to start generating
some positive free cash flow. Its dividend - currently
offering a yield of 8.3 per cent on the current share price —
is being paid from asset disposals which cannot last.

The shares are largely an all-in wager on the potential
future value of Southend Airport. A reasonable uplift
looks to be already priced in. The messy accounts and
poor cash flow would put me off.

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

9



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 1Q.

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

10





