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Dovish central bankers shouldn’t surprise anyone

The US and British economies are built on debt-financed consumption and cheap money. So
when the Federal Reserve governor, Jerome Powell, came out this week and said that interest
rates would not go up until 2023 at the earliest, it should not have been news to anyone.

Report by Phil Oakley

Don’t worry about things you can’t control

One of the most boring things about the financial media over the past decade or so has

been its obsession with central bankers and what they say. For most long-term investors,

it has ceased to matter that much.

This is because the way the cards are stacked are already well known by most people who

follow the financial markets. Central bankers have been shown to have very little ability to

predict the future better than anyone else. In fact, they proved to be particularly inept in

improving the welfare of the people they supposedly work for.

The Federal Reserve has caused a lot of the problems for people on the main street, while

making - and keeping - people in Wall Street  rich.

The US and British economies are built on debt-financed consumption and cheap money.

So when the Federal Reserve governor, Jerome Powell, came out this week and said that

interest rates would not go up until 2023 at the earliest, it should not have been news to

anyone.

The Federal Reserve  is not interested in stopping the prices people pay for goods from

rising. It is only interested in keeping interest rates very low so that the wealth effect this

creates through the financial and property markets stays intact, while the US government

can finance big budget deficits for years to come.
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In short. I don’t think the interest rates set by central banks in the US and the UK are

going up for a very long time.

What we have seen in recent weeks is that the interest rates set by investors in the bond

market have been going up. This has negatively  affected certain parts of the stock

market, but the US markets in general are at or close to record highs, as rising yields are

interpreted as a sign that strong economic growth will boost company profits.

Yields have been allowed to run up, butI think it’s only a matter of time before the Federal

Reserve starts printing money again to keep a lid on bond yields and I think the Bank of

England will do the same as well.

This will keep interest rates in check, but central bankers cannot control the value of the

money they are printing in order to do this. This is the major flaw of Modern Monetary

Theory (MMT), which thinks that money printing is the solution to all our economic

problems. That so many people actually believe this and give so much attention and

credibility to it is something that I find deeply troubling.

The reason for this is very simple because for me, investing is all about preserving and

growing the buying power of your money. You need the value of your savings and

investments to grow faster than prices, so that it will buy more stuff in the future than it

does today.

For years, investors have not had to worry about inflation because globalisation has

brought more cheap goods and cheap labour into our markets and kept prices down. But

if central banks and governments are going to print shedloads of money because

economies cannot produce the wealth to pay for their spending, then it means that the

value of printed money is going to fall and therefore buy less stuff.

If this money gets into the pockets of households – as it is with the $1.9 trillion US

stimulus bill – then we could have a classic case of too much money chasing too few

goods, which is the root cause of most serious inflation cases. Whether households spend

or save the cash that the government gives them is not known with any certainty. There’s

no guarantee that they will spend it and trigger inflation as the supply of goods and

services takes time to get up to speed after lockdowns.

A lot depends on whether any inflation is temporary or becomes more permanently

entrenched.
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I’ve said before that the power of organised labour has all but disappeared and so a wage

price spiral that we saw in the 1970s is unlikely to happen. In my view, there are plenty of

unemployed and underemployed workers to stop wages in many jobs from going through

the roof.

A commodity or cost-related shock is more likely and that’s what I think we are seeing

signs of right now. A trip to the supermarket is getting more expensive as is filling up your

car with fuel. Businesses are increasingly talking about higher transportation costs and a

shortage of containers to move stuff.

I also think we will see headlines of higher prices for restaurants and holidays as things

open up, but this will not last as there is too much competition in both areas to make price

increases stick.

At the moment, I think any inflation will be short-lived.

So what do investors do?

Whether inflation takes off or doesn’t, I think it’s safe to say that the buying power of

paper-based money is going to keep falling as it has done for decades.

Bonds are a no go. The income streams on offer are pitifully low and do not grow with the

exception of ones linked to inflation. Neither will grow the buying power of your money

unless deflation takes hold.

Precious metals such as gold and silver are often touted as solutions, but if you look at

their current prices it does not seem to indicate that inflation is a serious threat –

however, they do come with serious levels of volatility (more than shares) than can

seriously unsettle investors. The price of bitcoin has all the signs of a speculative mania,

although I’m sure that a good case can be made for saying it is a better option than paper

money.

This leads us back to shares which continue to be the best home for your money and

where I have the vast majority of my own money invested.

While it is true that in the long run we are all dead, a portfolio of shares backed by good

businesses that can grow their profits over the long haul seems to be the best place to

grow the buying power of your money. Hopefully, we get enough time for this approach to

do its job and have the temperament to stick with it when it doesn’t appear to be working

as it won’t from time to time.
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The valuation of good businesses today means that the initial earnings or free cash flow

yields you get from buying them is not much bigger than bond yields or inflation and

certainly not as big as it has been in the past. This raises the risk that you are paying too

much and have insufficient protection against the inevitable bumps in the road.

That said, while valuation risk is a real one it is nowhere near as bad as owning the shares

of inferior, risky and highly cyclical businesses.

I am aware that a lot of my writings in these weekly updates are in danger of becoming

overly repetitive if they have not already done so. In some ways they are meant to be. As I

wrote last week, we can drown in information and overthink things too much.

It may sound simple and in some cases complacent, but we should only worry about

things we can control and none of us can control what goes on in the markets or the rate

of inflation. We can only decide how much exposure we need or want to have and the risk

we can cope with. Once this has been decided, a watchful eye on our investments is

needed, but anything more than this can often do more harm than good.

I have chosen to invest my money largely in the shares of what I see as good and resilient

companies that I hope can grow in value more than inflation over the rest of my days. I’m

not going to worry too much about them as I feel it’s the only decent choice I have and

frankly there are more important things in life.

So, yes, be aware of the risks that you face and try and invest your money accordingly to

suit your needs. Then leave it alone.

Continued on the next page
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Fantasy Sipp vs comparators

Portfolio % returns 1 month

Year to

date 1 year 2 years 3 years

Vanguard S&P 500 ETF 0.8 4.2 39.2 37.9 50.4

iShares MSCI World Acc 0.1 3.2 40.6 31.9 39.6

Fundsmith Equity T Acc -1.0 0.9 34.5 33.8 53.6

Mid Wynd International Inv

Trust -2.2 0.4 55.0 46.4 48.2

iShares NASDAQ 100 UCITS

ETF -4.6 -0.6 52.8 71.3 88.3

LF Blue Whale Growth Fund -3.4 -1.7 42.1 42.8 63.1

Martin Currie Global Portfolio

Trust -8.4 -3.0 38.8 40.4 53.8

Phil Oakley Fantasy Sipp -2.1 -3.2 31.8 30.4 47.9

Smithson Investment Trust -1.4 -3.9 68.6 47.2

Scottish Mortgage Investment

Trust -16.4 -5.6 127.0 132.0 146.0

Lindsell Train Investment Trust -2.5 -7.1 58.1 -2.7 49.0
Source:SharePad

UK Quality shares vs comparators

Portfolio % returns 1 month

Year to

date 1 year 2 year 3 year

Vanguard FTSE 250 UCITS ETF 2.4 5.8 58.5 15.0 16.3

FTSE All-Share - Total Return 1.8 5.7 36.9 4.3 8.9

Vanguard FTSE 100 ETF 1.6 5.4 30.8 0.8 5.7

Baillie Gifford UK Growth Fund

PLC -1.9 2.4 77.1 32.0 41.5

Castlefield CFP SDL UK

Buffettology -0.1 -0.8 51.7 22.7 30.1

Finsbury Growth & Income

Trust PLC -1.6 -1.6 32.4 9.1 21.3

Phil Oakley UK Quality Shares -3.4 -1.8 39.0
Source:SharePad

5



Companies round-up

The five companies this week are:

● Games Workshop

● Fevertree

● BT

● Greggs

● Ocado

Games Workshop

Games Workshop (GAW) released a trading update on Wednesday afternoon, which

said that its third-quarter trading performance was in line with expectations and left it at

that.

Investors who have become used to this company doing better than expectations and

analysts upgrading their forecasts were disappointed and the shares fell by 7 per cent.

I think the lack of detailed comment on revenue trends and goings-on in the business was

disappointing, but not surprising, as the company issued a trading statement at around

the same time last year and said very little.

Games Workshop does not waste any time indulging the City, and in many ways I quite

like this kind of aloofness and letting the numbers do the talking.

There is a commonly held view among private investors on social media that this company

plays games with the market and low-balls forecasts so it can smash them. I think this is to

misunderstand the duty of a listed company to allow an orderly market in its shares. Just

because the company has beaten forecasts handsomely for the past few years does not

mean it is gaming investors.

What is more likely is that the strength of the company’s sales volumes has surprised on

the upside in the past. These sales have very high gross profit margins attached to them

(c70 per cent) and are based on a very high fixed and operationally geared cost base. Put

the two together and you can have what is needed for very big increases in profit that

lead to profit forecast upgrades or results that beat forecasts. It’s as simple as this.
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December’s trading was broadly in line with expectations as mentioned at the half-year

results in January and that trend has kept on for the rest of the third quarter.

The point made by the company about the result being achieved, despite many of its

shops being closed in lockdowns, could be seen as a little bit misleading. It could be taken

as the closed shops holding the company back when, in fact, internet sales have been

booming and a major driver of improved profit margins over the past nine months.

What were investors realistically expecting?

This is a company that saw a 30 per cent increase in production volumes in the first half of

the year. It’s very difficult to keep this kind of momentum and I think some of it may well

prove to have been temporary due to the spending of saved lockdown cash, as well as a

recovery from the production shutdown in the spring of last year. Some pause for breath

is not unreasonable.

The company is now up against a very weak comparative from last year as it enters the

last quarter. This was when its factory and shops were closed and year-on-year growth

should be very good.

I fully expect the company to make at least £150m of operating profit for the year to May

2021 and it should be capable of decent growth in the years ahead. This would represent

tremendous year-on-year progress and is something to be happy about.

Long-term shareholders have done very well from owning the shares. They have

benefited from a transformation in customer engagement, brand building and product

launches. When mixed with the very favourable economics of the business and operating

leverage, the results have been outstanding.

This story is still intact, in my view. The company has a huge amount of intellectual

property that can be turned into profitable products and has invested in the capacity to

grow the business over the medium to long term. Some moderation of growth rates

compared with last year is to be expected, but still leave the company with a more than

decent outlook.

The shares have been significantly derated from a rolling one-year forecast PE of over 40

times to less than 25, which looks to me to be offering decent long-term value for patient

investors. Short-term traders looking for a fast buck may have to fish elsewhere.
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Games Workshop forecasts

Year (£m) 2021 2022 2023

Turnover 352.5 384.7 411.6

Ebitda 168.7 182.7 193

Ebit 146.2 162.6 180.1

Pre-tax profit 144.4 158.7 171.4

Post-tax profit 114.6 129.1 152.9

EPS (p) 352.1 385.6 412.8

Dividend (p) 197.3 224 249.9

Capex 18.1 18.1 -

Free cash flow 119.8 133.2 156.7

Net borrowing -81.5 -130.5 -142.7
Source:SharePad

Fevertree
I’ve been at best lukewarm on Fevertree (FEVR) shares for a long time now. I see it as a

great triumph of marketing in getting people to buy overpriced premium mixer drinks. Its

asset-light business model has allowed it to make very big profits as it has ridden a boom

in premium spirits, especially gin in the UK.

In the past year or so, the company has done some good things such as getting a bottling

partner and beefing up its distribution in the US. It has also been good at growing sales in

the off-trade across its markets in the pandemic.

The main problem is that its shares are still very expensive and Thursday’s outlook

statement makes them look even more so.

What we learned from this company during the downturn is that it was making very big

profits from supplying pubs and bars. It has also made lower gross margins in the US

because it has been supplying the market from the UK and cutting prices to drive sales.

Gross margins fell by 430 basis points in 2020 to 46.2 per cent. While sales only fell by 3

per cent, higher costs and operating leverage saw earnings before interest, tax,

depreciation and amortisation (Ebitda) margins fall from 29.6 per cent to 22.6 per cent.

While the company felt confident to give financial guidance again, the message in it got a

big thumbs down and the shares are down over 10 per cent to 2,279p as I type this.
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Sales are expected to grow by between 12 per cent and 16 per cent, but gross and Ebitda

margins are expected to stay the same as 2020. You’d have expected the opening up of

pubs to boost the sales mix towards higher gross margins, while a more efficient US

supply chain should also benefit gross margins.

The fact that they are not does beg questions. I think it will probably be 2022 before the

pub reopening and US bottling investments help margins, but I can’t help thinking that the

company could be cutting prices to stay competitive and this is why gross margins are not

going up (there is also a mix effect in the acquisition of a German distributor).

If prices are being cut, then this would not surprise me as I think its products are

overpriced. What’s more concerning is that Ebitda margins are expected to be flat in

2021, which suggests that there is no operating leverage from sales growth.

This all means that forecasts will be getting slashed. At the top end of the sales guidance,

Ebitda would be £66m, compared with a current forecast of £75.3m and £77m in 2019.

My rough and ready calculation gives an EPS downgrade of around 15 per cent to 41.5p.

At 2,279p, this values the shares at 55 times forecast earnings, which looks very hard to

justify.

I buy into the premiumisation theme and see grounds for optimism on consumer demand

for premium and differentiated mixers, but not at this valuation. At sub 30 times I might

be interested, but I fear that the margin story will spook investors and they are right to be

worried about it.

Fevertree forecasts

Year (£m) 2020 2021 2022

Turnover 252.1 295.4 337.9

Ebitda 55.8 75.3 90.8

Ebit 50.8 69.7 84.8

Pre-tax profit 51.3 69.5 84.2

Post-tax profit 41.2 56.4 68.6

EPS (p) 35.4 48.6 59.1

Dividend (p) 15 17.5 20.1

Capex 2.5 2.8 3.1

Free cash flow 41.1 50.6 65.1

Net borrowing -143.8 -175.2 -213.9
Source:SharePad
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BT
It has been a good week for BT (BT.A). It picked up 80 Mhz of spectrum in the UK’s 5G

auction for £452m, which underpins its EE business’s position as the leading mobile

operator in the country.

The rollout of 5G has been slow, but it will be transformational in terms of what users will

be able to do with mobile data compared with 4G, and EE is now in a good position to

exploit this.

On Thursday, Ofcom gave the company more good news. It said it would not regulate the

prices BT could charge for fibre to the premises (FTTP) broadband which the country is

crying out for.

I have had 67 Mbps fibre to the cabinet broadband for quite a few years now and it does a

good job. However, with two teenagers streaming and gaming I no longer think it’s as

good as it used to be. I’d definitely consider upgrading to FTTP if it was in my local

exchange, which unfortunately it isn’t.

BT is currently offering a 900 Mbps FTTP broadband for £60 per month, compared with

around £30 for 74 Mbps Superfast, which Ofcom continues to regulate the price for the

next five years. It’s a price I think many households would be prepared to pay.

By not regulating the price for FTTP, Ofcom is hoping that BT and others such as City

Fibre will now get cracking and roll it out. BT has said it will and intends to spend £12bn

on extending its FTTP network to 20 million homes by the end of the decade from just

over 2 million now. It said it expects to earn a fair return on this investment, which

suggests returns of 10-12 per cent.

This is good news for BT’s Openreach network business, which is now a more attractive

asset than it was.

BT still has things to sort out. Its Global Services IT business looks out of place and lacks

scale, while it is still spending a lot of money on TV sports rights which has been a very

expensive way of hanging on to broadband customers.

BT arguably paid too much for its last set of Premier League Football rights and needs to

put this right in the upcoming auction. It may also consider getting out of sports

altogether and could sell its existing rights.
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At 148p, BT shares are cheap on 7.8 times one-year forecast EPS, but lack a catalyst to

unlock value. The departure of the chairman may embolden the CEO to shake it up and a

long suggested spin off of OpenReach with a leaner Consumer business could see upside

to the current share price.

BT forecasts

Year (£m) 2021 2022 2023

Turnover 21,373.70 21,221.80 21,244.90

Ebitda 7,449.70 7,539.90 7,759.80

Ebit 3,072.70 3,141.90 3,276.80

Pre-tax profit 2,264.50 2,354.60 2,517.70

Post-tax profit 1,848.60 1,914.80 1,999.30

EPS (p) 18.7 19.6 20.8

Dividend (p) - 7 7.5

Capex 4,380.40 4,414.40 4,617.90

Free cash flow 1,438.10 1,610.80 1,684.80

Net borrowing 17,383.10 17,905.80 18,064.30
Source:SharePad

Greggs
I’ve always been a fan of Greggs (GRG) as a business. The main reason is that it has long

offered its customers outstanding value for money compared with other bakery or food

on-the-go chains. It has been able to use the benefits of vertical integration by making a

lot of the food it sells in its shops and supplying them with a good logistics operation.

The business has also proven to be very adaptable. Before Covid-19 came along, it was

already shifting its shops away from high streets to places with higher and growing levels

of footfall such as transport hubs, university campuses and hospitals.

Covid-19 is now changing the business again, but once more Greggs looks like it is rising

to the challenge well.

This week, the company set out its ambition to take its size from just over 2,000 shops

currently to 2,500 by 2024 and ultimately to 3,000. A decade ago, nearly 80 per cent of

its shops were on the high street compared with 56 per cent currently and ultimately

below 50 per cent by 2024.

Greggs has moved into the delivery business with Just Eat and the initial signs are

encouraging. Its store focus will increasingly be on locations that can be accessed by cars

with drive-thrus, click and collect and dedicated delivery outlets.
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All this is backed up by the same value for money products it has always offered, but with

attractive additions such as its vegan range, bake-at-home products sold through Iceland

supermarkets, pizzas and a very good coffee at much cheaper prices than dedicated

coffee shops.

Greggs has built up a very good reputation as a go to place for breakfast and lunch and

has now set its site on the evening trade backed by its investment in delivery and click and

collect.

While people will probably work from home more often, Greggs still remains well

positioned in terms of the office trade here.

The evolution of Greggs’ strategy looks good to me and I can see the company prospering

in the years ahead.

Its shares have recovered a lot of their losses from last year, but operating profits are not

forecast to exceed the £115m made in 2019 until next year.  At 2,072p, the shares look

up with events on a 2022F PE of 23.8 times, but there remains quite a lot to like with this

company.

Greggs forecasts

Year (£m) 2021 2022 2023

Turnover 1,031.00 1,179.10 1,263.50

Ebitda 184.9 227.9 245.4

Ebit 72.1 117.2 124.8

Pre-tax profit 60.9 108.4 116.6

Post-tax profit 51.2 88.6 94.7

EPS (p) 48.7 87 94.2

Dividend (p) 20.8 39.6 47

Capex 71.5 90.1 100

Free cash flow 79.3 100.5 113.2

Net borrowing 72.5 57.1 25.8
Source:SharePad

Ocado
Regular readers will know that I’m not a fan of Ocado (OCDO) shares. I think the shares

assume way too much in terms of future profits that can be made from selling its

undoubtedly very clever online grocery picking and warehouse services.
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I also struggle to see how Ocado’s technology solves the problem of delivery costs, which

means that selling groceries online at the moment tends to be less profitable than from

physical stores.

That said, last week’s results from Morrisons showed a big improvement in the

profitability of its in-store picking using Ocado’s software. So much so that the previous

impairments of some of its supermarkets were written back. This has led me to view

Ocado and certain bits of its technology more favourably given the tangible benefits

delivered to Morrisons.

Its development of mini customer fulfilment centres (CFCs), initially in London, will

undoubtedly improve its customer service and delivery economics, but if the market

moves towards dark stores and click and collect it may be at a disadvantage to its rivals

elsewhere in the country.

Whether this is enough to make the current market capitalisation of £15.6bn stack up is

another matter.

The UK retail business is currently performing very well, as evidenced by revenue growth

of 39.7 per cent in the first quarter of its financial year. M&S products are proving to be a

hit and the addition of new capacity, including several mini customer fulfilment centres,

means it has the scope to keep on growing if it can stay competitive on price and service

quality, which it seems to be doing.

The management said on Thursday’s conference call that first-quarter profits are better

than expected, but that it was not upping its guidance for full-year profits, as it expects

the big basket sizes it has seen to shrink and remove some of the benefits of operating

leverage.

According to FactSet, UK retail Ebitda is expected to fall from £149m last year to £125m

this year before rising to £137m in 2022. Losses from the Solutions business mean that

the company is still not expected to get to an operating profit breakeven level until 2024.

The shares have fallen almost a third since peaking at nearly £29 back in September last

year, but still take a lot for granted, in my view. I’m warming to the business and how it

develops, but the valuation still looks too rich.
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Ocado forecasts

Year 2021 2022 2023

Turnover 2,699.90 3,129.50 3,688.20

Ebitda 68.3 162.5 269.9

Ebit -114.8 -91.1 -30.4

Pre-tax profit -159.5 -116.9 -74.1

Post-tax profit -191.6 -157.5 -138.4

EPS (p) -26.3 -21 -21.5

Dividend (p) - - -

Capex 647.2 645.5 661.1

Free cash flow -464.6 -321.5 -221.1

Net borrowing 214.7 714.1 760.4
Source:SharePad
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