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Corporation tax is moving up governments’ agendas

While there have been lots of cheers to governments splashing the cash to revive economies,
the question as to who is going to pay for it is gaining attention

Report by Phil Oakley

Is payback time approaching for big business?

If you have a large chunk of your portfolio invested in shares, then my guess is that you

will feel all is quite well right now. Despite there being plenty to worry about, share prices

are continuing to go up. After suffering due to a flock to cheaper, cyclical shares, we have

seen a resurgence in quality growth and tech shares over the past month.

There is still a lot of optimism out there. Despite the daily stories about vaccines, the

potential problems with them and their availability, there is still a view that the world will

vaccine its way out of Covid-19 this year to a better place. Let’s hope so.

However, as always there’s another thing for investors to worry about. While there have

been lots of cheers to governments splashing the cash to revive economies, the question

as to who is going to pay for it is gaining attention.

It looks as if companies are going to be asked to pick up a large share of the bill.

Despite the talk of things such as wealth taxes, politicians know deep down that they are

unpopular and difficult to implement. Raising income taxes is a vote loser and is

understandably a road that those currently in power don’t want to go down.

Companies and their lobbyists may have a lot of power, but they don’t vote in large

numbers. They also arguably have the broadest backs to bear the brunt of the costs of the

pandemic. Going after companies is also popular – or at least not unpopular – with lots of

voters.
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There are good reasons for this.

For years, big business has wielded its power and governments have largely given it what

it wants or helped it on its way.

The power of unionised labour has all but gone, while the payment of tax has for some

become  almost optional. Globalisation has seen them offshore large chunks of their

supply chains to save money and has come at the expense of well-paid blue-collar jobs.

Governments, via taxpayers, have picked up the tab by subsidising lower paid jobs.

All this has been very helpful in boosting company profit margins and payouts to

shareholders, but these could now be under threat.

Governments in the UK and US have both announced big increases in the tax rates on

company profits, while there is a continued push for digital sales taxes on tech companies.

This week, Janet Yellen, the US Treasury Secretary, backed a push for global tax

harmonisation to end a race to the bottom among countries wooing businesses with low

tax rates and the loss to home country coffers this leads to.

A minimum rate of 21 per cent is being proposed and is also backed by the EU. I’m sure

the Irish government with its current low company tax rate of 12 per cent will not be

pleased about this and nor will the likes of Apple and Google that benefit from it.

At the moment stock markets have not been rattled by this, but the likes of you and I have

our investments tied to the fortunes of the companies that stand to lose out. If

governments start taking a bigger slice of the corporate pie, then there’s a good chance

that sooner or later we will feel the effects of this in the value of our portfolios.

Continued on the next page

2



Fantasy Sipp vs Comparators year to date

Portfolio % returns 1 month

Year to

date 1 year 2 years 3 years
iShares S&P 500 - B UCITS

ETF 9.1 8.3 35.4 36.9 65.5

iShares MSCI World Acc 7.9 6.4 35.1 30.6 50.0

iShares NASDAQ 100

UCITS ETF 11.0 4.5 48.6 70.4 116.0

Fundsmith Equity T Acc 4.7 3.3 29.9 30.7 60.8

Mid Wynd International Inv

Trust 6.8 2.8 36.9 41.1 58.9

LF Blue Whale Growth

Fund 6.2 1.3 37.7 40.8 73.8

Phil Oakley Fantasy Sipp 6.7 0.1 24.9 29.6 54.4

Smithson Investment Trust 9.6 -0.2 40.3 44.8

Scottish Mortgage

Investment Trust 18.6 -0.7 103.0 129.0 182.0

Martin Currie Global

Portfolio Trust 0.7 -1.9 30.4 35.5 62.3

Lindsell Train Investment

Trust 9.4 -3.8 15.6 -0.8 41.9
Source:SharePad

UK Quality Shares vs Comparators year to data

Portfolio % returns 1 month

Year to

date 1 year 2 years 3 years

FTSE All-Share - Total Return 4.4 7.8 28.8 3.5 10.8

Vanguard FTSE 250 UCITS ETF 5.6 7.8 44.3 17.0 19.8

Vanguard FTSE 100 ETF 4.2 6.1 23.9 -1.1 7.0

Baillie Gifford UK Growth Fund 6.0 6.0 57.5 35.1 48.8

Phil Oakley UK Quality Shares 7.1 2.0 26.5

Castlefield CFP SDL UK

Buffettology 4.6 1.7 36.3 23.3 32.9

Finsbury Growth & Income Trust 5.8 0.3 18.1 7.7 23.2
Source: SharePad
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Companies round-up:

The six companies this week are:

● Asos

● Homeserve

● Dunelm

● Lookers

● Saga

● Next

Asos

I added Asos (ASC) to my UK portfolio in January and so far it has performed well with

total returns of just over 18 per cent. The shares were also added to the Fantasy Sipp in

February and have returned just over 14 per cent.

The main reason for this is because Asos as a business is doing very well and better than

people expected.

I don’t tend to like low profit margin businesses, but if they are tied to a business that can

deliver high rates of revenue growth and leverage the investment made in the business,

then they can make good returns on capital. Costco is a good example of a business that

does this and it seems that Asos is now doing the same. Its return on capital employed

(ROCE) based on its last year’s operating profit is now 18.1 per cent, according to my

calculations.
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The key question now is whether these kinds of returns are sustainable given that Asos

has gone through a period of exceptional profitability as shown with this week’s half-year

results.

Revenue growth of 25 per cent was driven by a very strong performance from the UK

business (+39 per cent) and even though gross profit margins fell by 200 basis points to

45 per cent, operating profits grew by 236 per cent to £116.2m, with operating margins

improving from 2.2 per cent to 5.9 per cent.

Asos is a volume-based revenue business rather than a price-based one. It has chosen to

keep prices low and grow by winning new customers and growing its orders, as seen in its

key performance indicators.

Source:Asos

Lockdowns have changed the sales mix from occasionwear towards activewear and

sportswear and this is resulting in lower product returns (which Asos pays for) and

consequently lower distribution and warehouse costs as a percentage of sales. The

company is also successfully bearing down on non-essential costs in order to boost

profits.

It's natural to think that some of the distribution and warehouse benefits will reverse

when more normal buying patterns come back. I agree with this view, but think that the

good sales momentum in its own-label brands, the integration of its new brands such as

Topshop and the benefits from the new Lichfield warehouse and automation in the US will

put the business on a sustainably higher margin path. Despite investing in prices to keep

them competitive, there should also be some margin improvement from the operating

leverage should the company choose to pocket it.
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I like Asos because it is a business that offers a global growth opportunity with growing

brand strength amongst its target twentysomethings consumer. The continued

consolidation of retail to online means that it is well placed to continue to grow and grow

profitably, in my view.

The shares sold off on Thursday morning despite the company upping its guidance for the

full year. This is due to the outperformance coming in the first half year with the company

remaining cautious on its second half outlook given the uncertainty in the jobs market for

its core customer base.

Current forecasts assume that the company will make around £60m in operating profit in

the second half of the year, which implies that they will halve from last year’s level. That’s

possible if buying patterns and returns go back to what they were, but could end up being

too cautious. Asos has made £232m of operating profit in the past year and while some of

it represents a probable one-off gain, I question whether analysts are too pessimistic on

their numbers. Time will tell.

Asos forecasts

Year (£m) 2021 2022 2023

Turnover 3,938.10 4,640.00 5,350.90

Ebitda 320.2 367.9 441.1

Ebit 176.5 201.2 253

Pre-tax profit 171 194.7 240.8

Post-tax profit 137.2 157.1 201.7

EPS (p) 141 160 194.7

Capex 221.9 211 211.8

Free cash flow 13.8 161.1 202.6

Net borrowing -159.1 -292.9 -528.4
Source:SharePad

Continued on the next page
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Homeserve

When I first came across Homeserve (HSV) about 15 years ago, I was not particularly

impressed with it. I thought it was making too much money selling insurance policies to

homeowners to protect against their water supply pipe leaking, which doesn’t happen

very often and in some cases would be fixed by the local water company if it did.

The business has changed since then for the better. I also think I have become less cynical

about it and understand it better, especially after having a couple of positive customer

experiences with it over the past year.

Its core membership business is essentially selling peace of mind to its customers. If they

have a plumbing or electrical problem or their boiler breaks down, Homeserve will come

and fix it in return for a fixed monthly or annual payment.

Many people who have home emergency cover tagged on to their home insurance will be

indirect customers of Homeserve. Having this cover is not that expensive – £60 extra a

year in my case – and is a lot cheaper than the call-out charge for a plumber, electrician or

heating engineer.

Membership is very profitable as Homeserve’s costs of fixing its customers’ homes is

underwritten by insurance companies. The gap between what it takes in from customers

and the commission from underwriters and its marketing and employee costs has been

very healthy.

It is a little bit concerning that its UK membership business has lost half a million

customers in the past two and half years (now down to 1.6m), but what it has left is more

profitable and does not claim as much.

7



The reason I like this business is the growth opportunity in the US and Canada where

customer numbers have grown by 7 per cent to 4.7m in the last year. There’s still a lot of

untapped potential to take on more insurance and utility affinity partners in this huge

market and a lot of value that can be created in my own view.

The company’s decision to buy up heating, boiler and air-conditioning installation

companies – 22 this year – looks like a shrewd move to me. I think there is going to be a

boom in installations over the next decade.

Some households will install air or ground source heating systems at great cost, but

despite environmental concerns, I also think that lots of people will replace old gas boilers

before they are banned when they look at how much more expensive it is to heat many

homes with electricity compared with gas.

I continue to believe that the acquisition of Checkatrade is an expensive gamble by

Homeserve and question whether enough consumers and tradespeople value and trust it

enough for it to be a success. I take the view that it will not do a lot of long-term damage

and anything better than this will be a bonus.

The core business and the profitability of it remains attractive, in my view. Full-year

pre-tax profits for the year to March 2021 are expected to be slightly better than

expected at £191m, compared with £181m last year, and look well placed to move on this

year.  The shares have returned 11 per cent since I added them to the UK portfolio and I

remain happy to hold on to them.

Continued on the next page
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Homeserve forecasts

Year (£m) 2021 2022 2023

Turnover 1,262.80 1,340.20 1,437.20

Ebitda 293.1 321.5 350.1

Ebit 207.4 232 261

Pre-tax profit 189.3 213.3 242

Post-tax profit 143.4 163.6 184.9

EPS (p) 42.5 48.3 55.2

Dividend (p) 24.7 27.8 31.6

Capex 76.7 73 73.8

Free cash flow 115.9 161.2 185.5

Net borrowing 513.4 457.8 391.2
Source:SharePad

Dunelm

Dunelm (DNLM) has been a great retail success story of recent times. From having next

to no presence online just a few years ago, it has become one of the best exponents of it.

I’ve used its click and collect a few times over the past year and like it as well as the prices

and quality of its product range. I am clearly not alone in this view. The company has

profited from the weakness of competitors such as Homebase and the poor price

positioning  (in my view) of John Lewis in a growing UK homewares market.
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While Dunelm has taken market share, it has lost out over the past few months, as its

stores have been closed and supermarkets have benefited from very strong levels of

demand.

That said, it has continued to help itself with better buying and the gross margin gains

that come with. It is well stocked in advance of reopening on 12 April and anticipates

strong trading for the rest of the year. So much so that full-year profits are now expected

to be ahead of the top end of current analysts’ forecasts.

There’s a lot to like about this business. With a well supported housing market, pent-up

demand from households that have saved a lot of cash during lockdown and the potential

to keep market share, Dunelm is in a good place. Longer term, I’m less convinced where

the sustainable growth is likely to come from.

Dunelm forecasts

Year (£m) 2021 2022 2023

Turnover 1,222.40 1,313.20 1,394.80

Ebitda 212.1 241.6 261.9

Ebit 131.6 164.2 173.1

Pre-tax profit 122.4 155.7 168.4

Post-tax profit 99.7 126.1 136.1

EPS (p) 48.1 61.2 66.3

Dividend (p) 27.6 32.3 34.1

Capex 18.8 31.8 33.8

Free cash flow 59.1 152.2 162.9

Net borrowing 21.4 48.1 13.4
Source:SharePad

Continued on the next page
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Lookers

I struggle to see the long-term attractions of car dealership shares. The customer

experience from most of them is generally very cold and detached and while I have

bought my cars from them, I stay well clear of their servicing departments, which are

often very overpriced with underwhelming service, and take my car to an independent

specialist instead.

Most people are not like me. With most new cars now effectively rented through three to

four- year PCP deals, the dealerships have a lot of captive customers – for now.

Whether it stays this way remains to be seen. The franchised dealer network has been

the way for manufacturers to connect with customers, but the shift towards internet

retailing might mean that this middleman can be removed eventually. We are already

seeing this with used cars with the likes of Cazoo and Cinch, while Motorpoint has been a

big seller for years.

Used cars and after-sales are where franchised dealers make their profits. Sales could

shift to big bulk buyers selling over the internet (although I’m not sure I’d buy a used

vehicle without seeing it in the flesh), while servicing represents an entrepreneurial

opportunity for mechanics who hate working for dealers and can link up with the

manufacturers’ training and IT systems.

This will take a while to develop, but I definitely see it as a threat, especially as electric

vehicles (which need less frequent servicing) become a bigger part of the overall car

market. At the moment, Lookers (LOOK) is doing okay, despite its troubles in recent

years. In the first quarter of 2001 it has sold more cars than it expected and pre-tax

profits for the year are now expected to be materially ahead of the £22.6m consensus of

City analysts.
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Car dealership shares tend to always look cheap on most valuation measures and there

are generally good reasons for this. At 69p, Lookers’ shares trade on less than 10 times

2022F EPS before any upgrades.

Despite not liking the fundamentals of the industry, I would not be surprised to see more

forecast upgrades as consumers spend out of lockdown. If this view has legs, then I think

Lookers’ shares could still go up a lot further from here.

Lookers forecasts
Year (£m) 2020 2021 2022

Turnover 3,842.80 4,047.70 4,322.50

Ebitda 87.8 107.5 120.1

Ebit 31.3 53.9 65.4

Pre-tax profit 0.4 22.6 36.4

Post-tax profit -2 19.6 33.5

EPS (p) 0.1 4.6 7.4

Capex 12.5 13.2 12.5

Free cash flow 1 4.2 25.3

Net borrowing 45.1 40.4 32.5
Source:SharePad

Continued on the next page
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Saga

If you want to see a great example of the kind of corporate vandalism that can be inflicted

by private equity owners, then look no further than Saga (SAGA). This is a business that

was stuffed full of debt and floated on the stock exchange with a convincing story that it

was a great way to play the theme of the ageing and affluent consumer.

In order for any business to exploit favourable trends well, it needs to be capable of doing

something that not many competitors can. I’ve no doubt that there are plenty of capable

people at Saga trying their best to make this business a success, but I don’t see what

competitive edge it has.

The bottom line here is that this is an insurance company with a tour operator and cruise

business bolted on. Both businesses are very competitive, while the latter makes very

little money even in a good year.

The insurance business has tried to differentiate itself by offering three-year fixed price

policies with some success. However, it will have to face up to new rules later this year,

which means that existing customers will have to be charged no more than a new

customer pays for an equivalent policy.
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For years, insurance companies have exploited the inertia and profitability provided by

loyal customers to subsidise cheap policy to win new business. This game is over and it

remains to be seen what it means for insurers and their profits.

What it will mean is that premiums will increase across the board and that there may be

less churn from the existing customer base. This could mean higher profits, but it blunts

one of the key weapons in insurance companies’ competitive armour that they use to

grow their customer base.

I can’t get excited about Saga’s long-term prospects, but its profits should recover when

its Travel business gets back to making modest profits. What it needs to do is generate

free cash flow and pay down debt which is still far too high.

The combination of a profit recovery and deleveraging may well build a higher equity

value for this business over the next few years that could make investors money from

here. That said, its long-term compounding capability remains underwhelming.

Saga forecasts

Year (£m) 2021 2022 2023

Turnover 349.4 550.9 793.3

Ebitda 82.2 111.1 179.8

Ebit 40.6 80.3 126.4

Pre-tax profit 9.1 40.3 101.4

Post-tax profit -4.8 40.8 81.2

EPS (p) -5.4 24.7 55.9

Dividend (p) - - 4.7

Capex 112.3 16 17

Net borrowing 808.5 738.3 582.5
Source:SharePad

Continued on the next page
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Next

Next (NXT) is rightly one of the most admired companies on the London market. This is

mainly due to its high levels of profitability and the exemplary way it communicates with

investors in helping them to understand its business.

My only quibble with it is whether it is capable of long-term and sustainable profits

growth. Even before Covid-19, the company has essentially been a story of profits

shifting away from its high street stores to its online business, with overall profits not

growing that much.

If I look at current consensus profit forecasts from City analysts, then Next will still not be

making as much pre-tax profit in 2024 as it was in 2016. Then there is the question of its

very high profit margins in its online business. Asos is currently taking operating margins

of just under 6 per cent, which is not expected to be sustainable. Yet Next is expected to

make 20 per cent margins from its online business this year, which excludes the very fat

margins it makes from its £1.1bn of credit sales.

When I see a business with fat margins these days I’m not sure whether to admire them

or to treat them with suspicion. The key thing is to try and understand why they are as

high as they are and much higher than other online fashion and homewares retailers.

There’s no doubt that Next has got a lot of things going for it that can help it earn high

margins. It has a big sourcing business based in Hong Kong and a lot of sales from its own

label NEXT brand which has higher selling margins. It also has a very well invested and
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efficient distribution network in the UK with several depots, warehouses and a lot of

shops. In normal times a lot of its online sales and returns are collected and processed

through its high street stores which saves it a lot of money.

Next forecasts

Year (£m) 2022 2023 2024

Turnover 4,357.20 4,691.90 4,922.10

Ebitda 1,028.00 1,098.70 1,135.10

Ebit 795.5 876.3 923.2

Pre-tax profit 697.4 750.8 809.1

Post-tax profit 574.9 618.4 658.7

EPS (p) 440.6 495.8 522.1

Dividend (p) 168.4 192.6 192.6

Capex 182.2 138.1 123

Free cash flow 443.6 608.5 680.9

Net borrowing 1,697.00 1,580.10 1,353.50
Source:SharePad

If I had the conviction that this online business could deliver significant revenue growth at

the current high margins rather than replacing high street sales, I’d own it in preference

to Asos in the UK portfolio. I don’t currently have it, but would be happy to be proven

wrong.
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