
Government struggles to face UK’s debt problem

5 March 2021

Budget offers little cheer for investors

Stock markets continue to show signs of worry about economic recovery, interest rates and
inflation. As a result, many shares are struggling to make much progress right now and might
not do so for some time.

Report by Phil Oakley

After a very strong 2020 when share prices ignored what was happening to profits, it

would not surprise me if we ended 2021 with markets down by 10 to 15 per cent, and I

don’t think that this would be a bad thing for long-term investors in shares.

With valuations on growth shares very high and a strong recovery in many cyclical shares

increasingly priced in, it's difficult to see what’s going to push markets higher in the short

term.

The problem that investors continue to face is that growth shares are expensive, while

many cheaper shares have no long-term growth. Cheaper shares may therefore

outperform growth shares for a while, but when they have rerated where do they go?

Growth is what drives share prices over the long haul and I continue to take the view that

it is better to own expensive shares with growth potential rather than cheap shares with

little growth potential if you want to grow the purchasing power of your money over the

long haul.

This week’s budget offered little cheer for UK investors, in my view. The freeze in the

£1,073,000 lifetime allowance (LTA) on what people can build up in a pension pot before

extra taxes are payable was a disappointing decision that discourages saving and a culture

of self-reliance.

1



It also continues to discriminate against private sector defined contribution pension pots

compared with final salary pensions, which still have plenty of members in the public

sector. The value of a final salary pension pot is calculated by multiplying the final salary

pension income by 20. This means that someone can have an annual pension income of

£53,650 before they are deemed to exceed the LTA. Try getting that kind of income on a

pot of money invested without taking lots of risk. I don’t expect this unfairness to be

corrected any time soon, if ever.

Sadly, I think higher-income pension savers – who are not by definition rich in any sense

of the word – will get clobbered again later in the year when the chancellor is likely to

take away higher-rate tax relief on pension contributions because it is an easy source of

plentiful extra cash.

And the government certainly needs to get money from somewhere. Much to my wife’s

surprise, I refrained from shouting at the television when Rishi Sunak almost seemed to

be boasting about how much of other people’s money he was throwing at the pandemic.

Don’t get me wrong, the government has done the right thing by stepping in to save us

from an economic collapse, but the furlough scheme could be considered to be overly

generous and  taxpayers and companies are going to be paying the bill for many years to

come.

The increase in corporation tax from 19 per cent to 25 per cent in 2023 cannot be seen

as anything but negative for the value of UK shares. The key unknown is what domestic

earnings companies will make.

What we do not know is how much permanent damage has been done. Will habits have

changed forever? The Office for Budget Responsibility (OBR) reckons that Covid has cut

the productive potential of the UK economy by 3 per cent. It also forecasts that the

economy will not recover its pre-Covid level until the middle of 2022 at the earliest.

The tax burden on the economy will increase to 35 per cent, which will be the highest

since Roy Jenkins was chancellor of the exchequer in the late 1960s. The risk has to be

that taxes have to increase further because the government is continuing to spend more

than it takes in.

I’d even go as far to say that government spending is out of control. Government debt is

forecast to rise from £1.8 trillion at the end of 2019 to £2.8trn at the end of 2025.
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Forecasts for healthcare spending do not take into account the cost of meeting the

backlog of patient procedures, while spending on pensioner benefits is also forecast to

rise strongly.

The uncomfortable  truth is that the country has made promises that it cannot afford

without taking more of people’s income or savings. Economic growth is seen as the

saviour, but that growth expectation is based on people spending money rather than

creating real sustainable wealth by producing stuff.

The current policy of relying on pumping house prices to create a housing wealth effect to

get people to spend has gone on for a long time, but is backed by a dangerous and

unsustainable pile of debt.

No government will face up to the issues because to do so is a sure vote loser.

Low interest rates make the debts serviceable – for now – but there is no North Sea oil

bonanza or selling off the family silver to bail the country out as there has been in the

past.

Perhaps we will have a green energy revolution that will reduce people’s bills and put

more money in people’s pockets or tax incentives will create a business investment boom.

Let’s hope so.

Thankfully, there is some comfort for investors away from this at best lacklustre and at

worst grim outlook. It comes in the form of opportunities offered by good businesses with

good products that sell on a global scale. I see nothing to change my long-term preference

for global earners and my dislike for the shares of domestic UK earners no matter how

cheap the latter are  or appear to be.

This is not doing me any favours as far as the performance of my fantasy portfolios are

concerned. Maybe one day I will have to admit that I misread things, but at the moment

I’m going to stick with my approach that has served me quite well over the long haul.
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UK Quality shares vs comparators

Portfolio % returns 1 month

Year to

date 1 year 2 years 3 years
Vanguard FTSE 250 UCITS

ETF 3.2 4.8 10.3 14.6 17.6

FTSE All-Share – Total

Return 3.1 4.1 3.0 4.0 8.9

Vanguard FTSE 100 ETF 2.9 3.5 0.2 0.5 5.6

Baillie Gifford UK Growth

Fund 1.3 2.7 25.7 32.1 45.7

Castlefield CFP SDL UK

Buffettology -2.0 -1.6 9.7 22.4 30.3

Finsbury Growth & Income

Trust -1.6 -2.6 5.2 9.6 22.4

Phil Oakley UK Quality
Shares -3.6 -2.8 0.5

Source:SharePad

Fantasy Sipp vs comparators

Portfolio % returns 1 month

Year to

date 1 year 2 years 3 years

Vanguard S&P 500 ETF -1.9 1.4 17.6 34.8 49.9

iShares MSCI World Acc -1.7 0.8 16.5 29.2 39.1

Fundsmith Equity T Acc 0.8 -0.2 21.4 35.1 56.7

Mid Wynd International

Inv Trust -4.1 -0.8 21.8 42.3 47.3

Martin Currie Global

Portfolio Trust -3.4 -1.4 19.0 44.1 60.3

iShares NASDAQ 100

UCITS ETF -5.8 -1.6 35.9 72.7 92.6

LF Blue Whale Growth

Fund -1.5 -2.3 23.6 43.8 69.1

Scottish Mortgage

Investment Trust -12.2 -4.3 91.0 136.0 160.0

Phil Oakley Fantasy Sipp -4.4 -5.6 5.8 28.8 47.8

Smithson Investment Trust -5.2 -6.7 24.9 43.8

Lindsell Train Investment

Trust -2.2 -8.1 22.9 -0.1 56.4
Source:SharePad
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What I am trying to show is the process of running a sufficiently diversified portfolio of

the shares of good businesses which looks to earn reasonable returns, while not taking

big risks. The risks come with bad businesses or paying too much for good ones.

This is not easy and the underperformance over the past year has been pretty stark, while

the Fantasy Sipp is beating the MSCI World index on a three-year view. However, I find

the process of going through this to be fascinating and very educational and hope you find

it as useful as I do.

Companies round-up

The six companies this week are:

● Rentokil Initial

● Taylor Wimpey

● Bunzl

● Intertek

● Croda

● Ashtead

Rentokil Initial

I did a detailed analysis of Rentokil (RTO) a few weeks ago in my Investors’ Chronicle

magazine column and liked a lot of what I discovered about it. So much so that last week it

replaced Reckitt Benckiser in both fantasy portfolios at a cost of 476.6p per share

(including £10 assumed dealing charge and stamp duty). It accounts for 3.2 per cent of

the UK Quality portfolio and 3.7 per cent of the Fantasy Sipp.
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Rentokil has many of the characteristics I seek in a long-term equity investment:

● It has strong competitive positions in its core Pest Control and Hygiene

businesses.

● The business is exposed to a large global growth opportunity and is not overly

exposed to a sluggish UK economy.

● The business is very profitable with high operating margins with a high degree of

recession resilience.

● It makes good returns and operating capital employed (ROOCE) and is good at

turning its profits into free cash flow.

● Debt levels are not excessive and there is not a problem pension fund.

● The valuation of its shares is not horrendously expensive, but admittedly they are

not cheap.

Rentokil’s resilience has been shown with a very good set of full-year results for 2020

reported on Thursday. Operating profits came in better than expected at £384m, which

was 5 per cent higher than a year ago.

The main reason for this was a stonking performance from its Hygiene business. Strong

demand for disinfection services from businesses saw second-half revenues increase by

nearly 63 per cent, as the company has been able to charge high prices whilst doing lots

of work. As a result, Hygiene operating profits increased by nearly 80 per cent to

£172.8m and profit margins increased from 17.8 per cent to 23.6 per cent.

This kind of performance is exceptional and is not going to continue at current levels, but

the first half of 2021 should still see decent demand for disinfection services. The

company is very bullish about its Hygiene business and thinks that there will be an

increased focus by businesses on cleanliness when the current pandemic eventually

comes to an end. I think this is not an unreasonable view.

Having taken Hygiene into 20 new markets last year (initially piggybacking off the

infrastructure of an existing Pest Control business), the company is now targeting annual

organic revenue growth of 4-6 per cent, which is the same as its Pest Control business.

Pest Control had a tougher time in 2020. Revenues were up marginally as it was deemed

to be an essential service and has a lot of contract backing. But profits fell by nearly 10

per cent. However, profit margins still stayed high at 16.2 per cent (17.9 per cent).
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Business conditions should be better this year and the longer-term outlook remains very

positive. Rentokil has arguably the strongest global brand in the industry, which helps it

win and retain customers and enter new and emerging markets. The company is serving

its customers well with innovative and digital products and services.

The core US market remains highly fragmented and there is a huge consolidation

opportunity. Bolting on businesses can improve local route density (serving more

customers in the same postcode) and improve cross-selling opportunities which should

produce higher margins.

Some City analysts have been sceptical of Rentokil’s North American business hitting a

2021 target of $1.5bn in revenues and operating margins of 18 per cent. 2020 saw the

revenue target exceeded ($1,587m) with margins of 17.3 per cent. That said, this needs

to be interpreted with caution as the revenue and margin target was based on Pest

Control only.

The underlying Pest Control business in North America generated revenues of $1.3bn

(underlying growth of 6.5 per cent), but the target was exceeded due to a high volume of

very lucrative disinfection business.

2021 is likely to see North American margins of between 16.5 per cent and 17 per cent

with the company targeting 18 per cent in 2022 when it expects to see benefits from a

completed IT project.

2021 is shaping up quite well. The outcome is somewhat dependent on the recovery of

HORECA (hotels, restaurants and cafes), which have suffered terribly due to Covid-19

and are significant customers of both the Pest Control and Hygiene businesses. A

recovery in the French economy is needed to see a recovery in the smaller Protect &

Enhance division where workwear sales were hammered last year.

At the moment, the company is guiding for organic revenue growth of 3-4 per cent, which

will increase to 5-8 per cent with acquisitions. Operating profits are expected to grow by

10 per cent. This suggests to me that forecast upgrades are unlikely, but current forecasts

are doable.

At 470p, the shares trade on a 2021F PE of 29.2 times. This is not cheap, and time will tell

whether it is too expensive, but I’m comfortable that this is a business that can deliver

respectable long-term returns (more than five years) from its current price point.
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Rentokil Initial forecasts

Year (£m) 2020 2021 2022

Turnover 2,807.50 3,001.70 3,118.50

Ebitda 590.6 654.3 708.5

Ebit 370.7 420.1 466

Pre-tax profit 339.9 382.7 429.6

Post-tax profit 258.7 295.1 334.3

EPS (p) 14 16.1 18

Dividend (p) 4.2 5.5 6.1

Capex 206 225.4 234.9

Free cash flow 255.9 293.1 318.6

Net borrowing 1,036.20 981.2 843
Source:SharePad

Taylor Wimpey

Taylor Wimpey’s (TW.) 2020 results are largely irrelevant. It was a horrible year for

housebuilders as building sites were closed last spring and sales volumes collapsed.

Operating profit followed suite and fell from £850.5m to £300m at a margin of 10.8 per

cent.

What’s more important is what happens going forward. At the moment, the outlook does

not look too bad. Housebuilders are very effective lobbyists and we currently have a

government that sees keeping house prices high as a key tool of its economic policy.

The stamp duty holiday on prices up to £500,000 was expected to last until the end of

this month, but will continue until the end of June (when it will reduce to £250,000)

before getting back to its previous level of £125,000 at the beginning of October.
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The policy has had the desired effect with annual UK house price inflation running at 7

per cent in February and Taylor Wimpey saying that it was able to realise higher selling

prices since the start of 2021. With the taxpayer set to underwrite 95 per cent

loan-to-value (LTV) mortgages (essentially another subsidy for banks) house prices could

stay high for a while yet, although the expectation of higher unemployment could yet

cause problems.

Despite tough conditions, Taylor Wimpey managed to increase its private average selling

price (ASP) to £323,000 from £306,000 in 2019. This was mainly due to changes in mix

towards higher value properties.

The introduction of the new Help to Buy scheme, which introduces regional price caps,

should in theory make it slightly harder for builders to match their  high margins of recent

years on existing land banks, but Taylor Wimpey is relatively upbeat.

It expects to deliver around 85-90 per cent of 2019 completions in 2021 –

c13,000-14,000 – at operating margins of 18.5-19 per cent.  Looking further out, it is

very confident that its recent spending spree of £1.3bn on land buying will deliver

bumper profits.

“Between re-entering the land market and 31 December 2020, we had agreed terms on and
authorised c.£1.3 billion of gross land purchases across our business that are in line with our
operating margin targets of 21-22 per cent with an average return on capital employed of c.34
per cent, comprising 93 sites and c.22,600 plots, significantly ahead of our normal rate of
acquisition. We have continued to progress land buying this year, as land market conditions
have begun to normalise and competition has returned in most areas.”

A 34 per cent return on capital is very good in anyone’s book and no doubt many

shareholders will be delighted about this.

Normally, high profits attract new entrants and compete them away. While Taylor

Wimpey is alluding to this, builders continue to buy land with the prospect of  very high

returns if current selling prices hold up.

Builders have long bought land with target margins of around 20 per cent. They have

done this to protect themselves from a fall in house prices when they eventually build on

it so that they can avoid losses. The margin is a buffer of protection.

If house prices don’t fall and even go up, the profits on the land bank go up and profit

margins can soar. This is essentially what happened to most housebuilders in the past

decade and especially since Help to Buy was introduced in 2013. This leveraging of house
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prices on land costs has been the main driver of housebuilders’ margins in recent years

and can be illustrated by looking at the declining land cost on a home as a percentage of

its average selling price.

Source:Taylor Wimpey/Investors Chronicle

Taylor Wimpey forecasts

Year (£m) 2021 2022 2023

Turnover 4,070.00 4,387.60 4,796.40

Ebitda 728 820.1 967.1

Ebit 764.2 818.5 965.4

Pre-tax profit 745.3 809.5 942.3

Post-tax profit 607.9 654.6 782.6

EPS (p) 15.8 17.8 20.7

Dividend (p) 8.1 11.9 11.8

Capex 7.2 8 6.4

Free cash flow 205.2 404.5 575.7

Net borrowing -544.9 -709.9 -625.6

NAV 4,309.00 4,635.00 5,168.00
Source:SharePad

In the current stock market, many companies with high margins and high ROCE trade on

punchy valuations. At 175p, Taylor Wimpey trades on just 11 times 2021F earnings.

Those earnings are expected to grow as build volumes recover and the recent land

purchases start to kick in in 2023.
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The low valuation can be explained by the high risk and high leverage on the relationship

between house prices and land prices. Amazingly, 2020 did not see that leverage inflict a

lot of damage. In the meantime, house prices continue to increase faster than wages and

are underpinned by cheap money and low unemployment. These are not strong

foundations, in my view.

Bunzl

Bunzl (BNZL) is a business that I would have dismissed not so long ago. Distribution is

not a particularly exciting activity and has fairly low profit margins attached to it. A

reliance on acquisitions to grow also causes many investors to pass on the shares.

The truth is that Bunzl does its job for its customers very well and in doing so creates a lot

of value for its shareholders. Its return on operating capital is an impressive 45 per cent

and despite spending lots of money on acquisitions over the years its return on capital

invested is a very good 16 per cent.

2020 was a pretty good year for Bunzl. While general retail and food service sales took a

battering, surging demand for gloves, masks, sanitisers, gloves, disinfectants and wipes to

cope with Covid saw hygiene sales rise from £830m to £2.2bn and represented 22 per

cent of total sales.

Overall sales increased by 9.4 per cent to £10.1bn, with operating profit increasing by 21

per cent to £778.4m. Operating margins increased from 7 per cent to 7.7 per cent.

As with Rentokil, this sales strength is not going to continue, but is expected to be better

than before the pandemic. The rest of Bunzl’s business saw underlying sales fall by nearly

10 per cent. The total dividend per share for the year was increased by 5.5 per cent,

which was the 28th consecutive year of dividend increase.
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The long-term potential of Bunzl remains significant, in my view. The company has

highlighted that there is a lot of scope to enter new countries and new markets, while

continuing to consolidate its markets through acquisitions.

Profits in 2021 are likely to be driven by acquisitions as sales from hygiene fall back, while

retail and  food services hopefully recover. Margins are expected to go back to just under

7 per cent. As a result, 2020’s profits are unlikely to be seen again anytime soon.

That said, I think the shares at 2,223p are not expensive on 16.3 times 2021F EPS given

the company’s proven business model and its ability to create value. I’m happy to hold on

to them in the UK Quality shares portfolio.

Bunzl forecasts
Year(£m) 2021 2022 2023

Turnover 9,581.60 9,759.30 9,857.30

Ebitda 833.5 854 867

Ebit 661.4 684.1 700.3

Pre-tax profit 600.5 629.7 645.4

Post-tax profit 460.7 477.7 487.9

EPS (p) 136.6 140.3 143.9

Dividend (p) 54.3 56.7 57.4

Capex 31.2 34.2 32.8

Free cash flow 503.2 513.3 545.5

Net borrowing 1,437.60 1,141.50 770.9
Source:SharePad

Continued on next page
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Intertek

Intertek (ITRK) is one of the world’s leading assurance, testing, inspection and

certification (ATIC) companies. It has over 1,000 laboratories across the world employing

people testing products to see if they meet the necessary standards in areas such as

quality, safety, sustainability and performance.

This is a business that is underpinned by very decent long term fundamentals such as the

growth in consumer brands, increased product innovation, smart products and increased

regulatory compliance standards. A growing middle class in emerging markets suggests

that the global growth of these products will increase over time.

ATIC is a $250bn global market, but only $50bn of this is currently outsourced, with the

rest being done in house. Outsourcing of contracts to global providers such as Intertek

offers to complement the favourable underlying growth outlook for the company.

In addition to testing products, which provide the vast majority of its profits, Intertek also

scrutinises company supply chains for compliance with various regulatory, ethical and

provenance standards, as well as providing customs services to make sure goods can

travel across borders. It also offers testing and assurance services to oil, gas, nuclear and

mining sectors through its Resources division.

2020 was a mixed year for Intertek with revenues falling by 8.3 per cent to £2.7bn and

operating profit falling by 18.4 per cent to £427.7m as Covid-19 closures reduced

business volumes. What was encouraging was that the company recovered very strongly

in the second half of the year with record profit margins of 18.4 per cent.

This is still a good business with overall profit margins of 15.6 per cent and ROCE of 21.6

per cent in 2020. The company’s cash flow performance continued to improve with

13



working capital as a percentage of revenues, which was nearly 9 per cent in 2015 turning

negative in 2020.

Intertek forecasts

Year (£m) 2021 2022 2023

Turnover 2,807.40 2,956.20 3,083.70

Ebitda 651.6 696.9 753.3

Ebit 470.3 510.7 553.9

Pre-tax profit 453.3 488.2 545

Post-tax profit 312.7 342.2 373.7

EPS (p) 192 211.6 229.6

Dividend (p) 107.8 113.5 122.3

Capex 122.6 131 126.5

Free cash flow 325.7 373 423.2

Net borrowing 529.1 407.9 136
Source:SharePad

As with many UK companies with large overseas revenues, the strength of the pound

could put pressure on 2021 forecasts. Excluding this, Intertek is expected to see some

modest like-for-life (LFL) revenue growth and margin improvement.

I like this business as there are not many other companies out there that can compete

with it on a global basis. Only Swiss company SGS is bigger than it. At 5,368p, the shares

trade on a 2021F PE of 28 times, which given the long-term global growth opportunity

looks okay to me. I’m happy to hang on to the shares in both fantasy portfolios.

Continued on next page
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Croda

I’m a fan of Croda’s (CRDA) speciality chemicals business. I like its role as a problem

solver and product enhancer for its customers in areas such as beauty products, crop

protection and seed enhancements, which have provided the bulk of its profits.

I also like the fact that nearly two thirds of its products are made from sustainable and

natural ingredients, which gives it a key point of differentiation against its competitors

who are more reliant on petrochemicals. Add in its direct selling model and the customer

relationship benefits that this brings and a refusal to chase growth for growth’s sake and

there’s a lot to admire.

The business is very profitable and makes good returns on capital, but I have been

concerned that it could not grow sufficiently to compound in value for its shareholders.

Its two recent acquisitions look to have solved this issue and the outlook for growth now

looks as good as it has been for some time.

While its Personal Care business had a tough 2020 as lockdowns hit the sales of its

customers’ beauty products, Life Sciences had a record year with very strong sales

growth from crop protection and seed enhancement products.

Keeping the fall in operating profit to just under 6 per cent to £319.6m was a creditable

result last year, but the outlook looks more promising.

The acquisition of Avanti has taken Croda into the exciting area of drug delivery

technology and the potential offered by lipids in mRNA vaccines and gene therapy. Avanti

has a contract to provide ingredients in the Pfizer-BioNTech Covid-19 vaccine, which

could deliver strong sales and profits for a good while.
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Buying Iberchem, a fragrance and flavours business at the back end of last year has taken

Croda into attractive areas of emerging market growth in personal and home care

products. This has cost money, but has made Croda a quality business with growth

potential again.

I continue to hold Croda in both fantasy portfolios.

Croda forecasts
Year (£m) 2021 2022 2023

Turnover 1,687.10 1,756.80 1,830.90

Ebitda 485.5 516.5 546.6

Ebit 396.7 426.6 454.1

Pre-tax profit 371.4 406 418.7

Post-tax profit 279.8 307.2 318.4

EPS (p) 200.2 220.9 231.7

Dividend (p) 96.6 106.7 107.3

Capex 113.2 111.3 110.1

Free cash flow 196.2 251.9 336

Net borrowing 721.5 618.5 513.5
Source:SharePad

Ashtead

Ashtead (AHT) makes its money by buying equipment and renting it out to construction
companies, special events, facilities maintenance, local authorities and emergency
services. The  equipment includes  aerial platforms, forklift trucks, tools, diggers, cranes,
power generators, fencing, barriers and pumps. The company makes most of its profits in
North America (Sunbelt), but also has an established business in the UK (A-Plant). It tends
to own equipment for seven years before selling it on.
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Ashtead may be a business that is sensitive to the ups and down of the economy, but it is

also on a very strong medium- to long-term growth trajectory. Its main attraction to

investors is that it can invest in equipment and machinery and make very high returns on

it. By growing its fleet of equipment over the years, profits have grown significantly, which

has made Ashtead a great share to own over the long haul. I think there’s still more to

come.

Covid lockdowns have hurt the business, but it is recovering strongly, as seen with this

week’s third-quarter results. Rental sales are now almost back where they were a year

ago, while profits are being held back by extra costs.

That said, the recovery in the business has been better than management expected and

profits for the full year to April 2021 are now forecast to be ahead of expectations.

Ashtead has also benefited from having a very well-invested business, which has kept its

capex spending on new equipment low and free cash flow strong so that debt has come

down.

As a result, it is now ready to start investing heavily again. Capex is expected to increase

from £700m this year to £1.3bn-£1.5bn next year, which should help deliver

mid-single-digit percentage rental revenue increases in the US.

The company’s Canadian business is also growing nicely from a much lower base, while

the UK business, which has disappointed for years, is seeing much improved profits off

the back of a restructuring plan.

Ashtead forecasts

Year (£m) 2021 2022 2023

Turnover 4,862.20 5,012.40 5,426.20

Ebitda 2,232.10 2,350.50 2,579.70

Ebit 1,113.30 1,237.60 1,431.10

Pre-tax profit 914.4 1,053.20 1,241.10

Post-tax profit 676.4 796.7 941.9

EPS (p) 151.3 176 210.1

Dividend (p) 40.4 45.9 52.2

Capex 520.2 1,149.00 1,080.20

Free cash flow 1,297.10 905.3 860.1

Net borrowing 3,891.70 3,526.70 3,526.60
Source:SharePad
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The shares have performed really well so far in 2021 and are up by 19 per cent. The

positive momentum in the business is only reinforced by the fact that the US has a lot of

worn out infrastructure that needs replacing and probably has a government that will put

up the money to fix it.

Consequently, I think further profit forecast upgrades are possible and that the shares on

23.2 times 2022F EPS are still attractive.
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