
Valuation comes to matter for shares eventually

21 May 2021

Finally, investors are baulking at high share prices

Stock markets are struggling to move higher. Low interest rates and low inflation which has
supported higher valuations are now being questioned. Even strong profits growth is failing to
move share prices up from their current elevated levels.

Report by Phil Oakley

Valuation matters (eventually)

This week we have seen some of the biggest signs of speculative excess deflate as has

been the case with bitcoin.

I firmly side with those that think bitcoin is a gigantic speculative bubble that will end

badly. I totally get why people question the value of paper money but bitcoin cannot yet

function as money.

Yes, you can buy things with it. You can even measure things in it, but where it falls down

badly is that it cannot be a reliable store of value.

Precious metals and cigarettes have intrinsic value because you can do something with

them. This is why they have been used as money in the past. What intrinsic value does

bitcoin have? I can’t see that it has any.

Instead, it has been punted around like a tulip bulb in the hope that buyers can sell it on to

somebody else. This has been the case in recent times when the price of bitcoin surged

this year.
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This week the bubble burst, at least for now. That said, I found it highly amusing that

Cathie Wood of Ark Investments was all over the financial media firmly stating her belief

that bitcoin would ultimately go to a price of $500,000. This was truly desperate stuff.

To many, Wood and Ark are geniuses that have made people lots of money. To me, they

are typical of speculators and rampers that you see in a bubble. Time will tell if Ark’s

investments and bitcoin will soar from here, but the risk is that they won't because in

many cases there is nothing behind them.

In a world of social media and a speculative mania, naysayers are trolled and bullied and

we have seen plenty of that in recent times. Those that take a more conservative and

traditional approach to investment are portrayed as dinosaurs.

I don’t think there’s anything wrong with trying to identify the next winning stock or

industry that will transform the way that humans do things. Not at all. However, the same

rules of investing still apply.

Most companies will be losers. Very few will have the products and services that will have

genuine long-term competitive advantage to make the huge profits that are implied by

their crazy valuations. That’s not to say there’s not a lot of money to be made by trading

the story.

There is also a lot of money to be lost when it is revealed that the emperor indeed has no

clothes. It may take a while for this to come about but when it does someone is left

nursing big losses. This is what was seen in the dot com bubble and if bitcoin evaporates I

would not be surprised either.

As with all bubbles it can be hard to sit by and watch people make fortunes, but they are

taking huge risks to do so.

The same can be said with other vehicles of speculative excess such as SPACs and the

froth looks to be coming out of them.

Being conscious of valuation has always been important. I’ve learned very important

lessons in recent years that you can pay more than you might think for a very good

business, but I also think this has been underpinned by the favourable backdrop of low

interest rates and low inflation. Take those away and valuation takes on a different and

lower level and that is arguably the risk equity investors are facing now.
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Fantasy Sipp vs comparators

Portfolio % returns 1 month

Year to

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

ETF -3.0 6.2 21.1 31.6 50.1

iShares MSCI World Acc -2.5 4.9 22.6 26.8 37.4

Fundsmith Equity T Acc -1.3 3.6 18.2 29.4 54.8

Mid Wynd International Inv

Trust -3.9 0.4 19.7 37.1 44.7

Phil Oakley Fantasy Sipp -2.6 -0.8 13.4 21.8 43.5

LF Blue Whale Growth

Fund -3.6 -1.2 16.3 32.6 61.8

iShares NASDAQ 100

UCITS ETF -7.4 -2.0 20.4 56.0 83.0

Martin Currie Global

Portfolio Trust -5.3 -2.7 22.7 32.4 50.8

Lindsell Train Investment

Trust -3.6 -3.6 20.1 -20.4 43.9

Smithson Investment Trust -4.9 -3.9 17.1 37.0

Scottish Mortgage

Investment Trust -8.5 -8.3 53.5 114.0 121.0
Source:SharePad

UK Quality Shares vs comparators year to date

Portfolio % returns 1 month YTD 1 year 2 years 3 years
FTSE All-Share - Total

Return -0.4 9.5 23.9 5.4 3.4

Vanguard FTSE 250

UCITS ETF -1.2 8.7 39.2 17.5 11.6

Vanguard FTSE 100 ETF -0.2 8.0 19.3 1.2 -0.3

Castlefield CFP SDL UK

Buffettology 0.2 3.8 28.3 16.6 32.3

Baillie Gifford UK Growth

Fund -5.5 3.3 37.6 25.4 24.2

Finsbury Growth &

Income Trust -0.7 2.7 13.1 3.6 17.7

Phil Oakley UK Quality
Shares -3.4 1.8 16.5

Source:SharePad
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Diligent stock selection with a focus on business risk remains key, as it always has been,

but the price you pay for a share which has almost seemed an afterthought in recent

times looks to be reasserting its importance. Some would say this is long overdue.

Companies round-up

The seven companies this week are:

● Future

● Homeserve

● Cranswick

● Britvic

● Diploma

● Premier Foods

● Games Workshop

Future

The sceptics who have been waiting for Future (FUTR) to fall flat on its face looks as if

they are going to face a long wait. It’s not unreasonable to be wary of aggressively

acquiring companies like Future, but it’s hard to see what is going to blow this company

up, at least in the short term.

I had a dig into the company’s accounts a few months ago and while there were a few bits

of arguably aggressive accounting here and there, I didn’t find anything to suggest that it

was a business that represented a ticking time bomb. Of course, I could have easily

missed something that turns out to derail the company in the future but I also found some

good things going on too.

4



The company’s strategy is to monetise its digital media assets through the traditional

route of subscriptions and advertising, but also tapping into the potential of e-commerce

commissions and events. While there are generous cost savings on offer bringing new

businesses under one roof, the company also knows that its titles will only attract readers

with good content and it has been investing heavily in its editorial writing teams.

This week’s half-year results showed that Future is firing on all cylinders. Revenues were

up by 89 per cent to £272.6m, with operating profits up by 124 per cent to £89.2m. This

performance has been driven by acquisitions, but its US Media business posted an

impressive rate of organic sales growth of 24 per cent on the back of strong digital

advertising sales and e-commerce commissions.

Future: H1 organic revenue growth

Division Organic sales growth (%)

US +25

UK +5

Media +30

Magazines -15

Total Company +17.5

Source: Future

The TI Media acquisition is going well despite a difficult magazine market with online user

growth of 54 per cent and e-commerce revenues up by 277 per cent, albeit from a low

base.

The recent acquisition of the Go-Compare price comparison site seems to be bedding in

well, with Future adding some of its digital media expertise to the business with an

improvement in the  ranking of its car insurance offers, from number four in the market

before the acquisition to the leading position now.

It cannot be denied that Future is churning out some impressive financial numbers with

operating margins of 33 per cent and a return on operating capital employed of 28 per

cent, according to my calculations. Cash generation also looks to be pretty decent. There

are grounds for thinking that this can at least be maintained.

Things are looking so good right now that the company expects full-year profits to be

materially ahead of previous expectations. Consensus forecasts before the results were
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for post-tax profits of £113.3m/99.6p EPS. The company has already made £109.5m year

to date. Go Compare only contributed £3m of profit but would have delivered £18m if it

had been owned since the start of the financial year. With increased cost savings, revenue

momentum and some decent operating leverage the upgrades are likely to be big. I don’t

think £135m/118.6p or more is impossible. At 2,613p, that would put the shares on a

forecast PE of 22 times.

Future’s buy and build strategy is delivering impressive results. As the company gets

bigger it will get more difficult to generate big step changes in profits, but it has  done a

very good job up until now and its investors are reaping the benefits.

Future forecasts

Year (£m) 2021 2022 2023

Turnover 554.6 656.4 687.8

Ebitda 166.1 207.6 221.3

Ebit 150.8 187.3 201.9

Pre-tax profit 143.2 180.4 197

Post-tax profit 113.3 141.2 154.8

EPS (p) 99.6 114.9 125.1

Dividend (p) 2 2.6 3.4

Capex 13.3 17.5 18

Free cash flow 105.5 133.1 152.8

Net borrowing 218.9 95.7 -45.6
Source:SharePad

Homeserve
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I added Homeserve (HSV) to the UK Quality Shares portfolio a few months ago. I’m not

too keen on its Checkatrade acquisition, but I think the potential for its US business is big

and the share price looked to be undervaluing that opportunity.

Full-year results have given a very mixed picture of the business. The US business has had

a very good year with profit growth of 23 percent on the back of customer and policy

growth and a very good performance from its heating, ventilation and air conditioning

(HVAC) business. The elocal, home experts business has also delivered strong profit

growth.

Elsewhere, things don’t look too good. The UK business continues to hemorrhage

customers with profits down by 10 per cent. However, it is the decision to write down the

value of  the business’s customer relationship management (CRM) system by a whopping

£84.8m that has raised eyebrows. This system was only commissioned in 2013 and now

looks like a very expensive mistake.

It will be replaced by a Salesforce cloud-based solution which is much better suited to

today’s world. The write-down will reduce amortisation expenses by £9m next year,

which are a real cost in this case and would have boosted profits if it was not for the

expected £10m currency headwind the group is expected to face in the current year.

Checkatrade continues to look like a very underwhelming acquisition, but I continue to

believe that it will not do a lot of damage to future cash flows. Whether it adds a lot of

value is highly doubtful, in my opinion.

Of the 115,000 trades booked through the site last year, 70 per cent went to

tradespeople who weren’t even paying to be listed on the site (on the freemium service).

Despite lots of people spending money on their houses, revenues actually fell from

£38.9m to £38.5m, with the average sales per trade falling by 8 per cent to £959. Paying

trades increased by 11 per cent to 44,000. The business lost £16.9m

The company is sticking by its target of £45m to £90m of profit eventually from

Checkatrade, with profitability being reached in 2023. This looks very ambitious given

where it is now and I think the risk of disappointment is high. The main problem I think

this business faces is that many tradespeople do not see it as good value for money and

that word of mouth is a much better way to win customers.

Profits are still expected to make progress, driven by the US, with hopefully the UK

business getting back onto an even keel. The potential of HVAC installation in the US and

UK could also bear fruit.
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Homeserve forecasts

Year (£m) 2021 2022 2023

Turnover 1,258.20 1,341.90 1,446.60

Ebitda 291.2 316.5 347.4

Ebit 214.6 242.9 267.5

Pre-tax profit 190.2 218.4 244.1

Post-tax profit 144.6 166.8 187.6

EPS (p) 42.7 48.9 55.5

Dividend (p) 24.8 28.2 32

Capex 76 71.6 73.6

Free cash flow 116.2 141.5 175

Net borrowing 513.1 443.1 393.9
Source:SharePad

At 945p, the shares trade on a one-year rolling forecast PE of 18.9 times, which is not

unreasonable for a business that is asset-light with high profit margins. That said,

management’s credibility with the CRM write-down and Checkatrade acquisition does

not feel great right now and could weigh down the shares for a while.

Cranswick

Cranswick (CWK) makes its money by turning pigs and chickens into food and has made

a big success of its business. Its shareholders have also done very well from it with 31

years of consecutive dividend increases. Not many businesses can claim to have done

this.

The company literally operates in an industry where margins are very thin. It makes things

for 86p and sells them for £1, which doesn’t leave much money left over to pay other
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costs and make a lot of money for investors. Its operating profit margins are just 7 per

cent, which means it needs to sell lots of meat to make a lot of money and leverage the

substantial investments it has made in food processing.

The good news is that Cranswick has done just that and makes a very respectable return

on capital employed (ROCE) of over 17 per cent.

However, its success is not as simple as this. It has shifted from being a commoditised

supplier of pork and bacon, where it sells to supermarket customers with huge buying

power, to premium and gourmet products where it has a bit more pricing power. Fresh

pork is now just 30 per cent of its sales. You can get a feel of this pricing effect by looking

at the difference between the sales value (money coming in) with the sales volumes.

Source:Cranswick

Trends such as increased home working and cooking from scratch, the popularity of roast

dinners and barbecues all lend themselves to a robust demand for Cranswick’s products.

The pork deficit in China due to the ongoing problem of Asian swine flu means that it also

has a thriving export business.

Cranswick has met the increased demand for premium products by investing heavily in its

production assets and is going to keep on doing so, which bodes well for future profits

growth.

Last year saw the benefits of its strategy and favourable end markets paying off

handsomely. Like-for-like (LFL) revenues increased by over 12 per cent and pre-tax
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profits rose by 26.8 per cent to £129.7m/199.3p EPS. Good cash generation also led to a

healthy reduction in debt levels, but they were not a problem in any case.

The outlook continues to look promising for Cranswick. It is winning new contracts and

expanding its product ranges, while a recovery in the foodservice industry should give

revenues and profits a nice boost. That said, it is warning about the rise in corporation tax

rates which seems to have been brushed under the carpet by many investors and is likely

to slow earnings growth at most businesses.

High investment spending will keep Cranswick’s tax rate low at 15-16 per cent this year,

but it is expected to be 25 per cent by 2024. Forecasts for 2023 assume a tax rate of just

over 20 per cent, which suggests a big earnings drag is coming.

Cranswick forecasts

Year (£m) 2021 2022 2023

Turnover 1,878.10 1,946.80 2,010.80

Ebitda 186.8 196.5 203.5

Ebit 126 131.2 134.7

Pre-tax profit 121.4 128.2 132.7

Post-tax profit 96.9 105 105.8

EPS (p) 189.1 199.6 202.5

Dividend (p) 67.4 71.7 73.9

Capex 101 104.6 93.7

Free cash flow 54.6 79.8 98.7

Net borrowing 116.2 63.5 6.2
Source:SharePad

At 3,968p, the shares trade on a one-year rolling forecast PE of 19.8 times. That looks fair

enough to me, but I don’t expect the valuation to rerate upwards.

Continued below

Britvic
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Britvic (BVIC) is a business that I have liked for some time. Its licensing agreements

means that it has two very strong sugar free brands in Pepsi Max and 7-Up to

complement its own Tango and Robinsons brands. It has not always done a great job of

monetising them though, but recent investments and disposals have cleaned the

company up and put it on a much sounder footing.

The last year has not been an easy one for soft drinks companies, as the closure of pubs

and leisure outlets has robbed them of a source of higher margin sales. Britvic has worked

hard to control its substantial fixed cost base, but the half-year results this week saw a 6.3

per cent reduction in revenues to £617m feed through to a 15.4 per cent reduction in

operating profits to £60.1m.

The pub and leisure trade should come back, but I think the company now has a product

portfolio that is well placed to exploit the growing trend for healthier soft drinks. It has

got rid of problematic businesses in France and Ireland that could have offset progress,

which is good news.

It has also picked up the UK Rockstar energy drink production license from AG Barr after

the brand was bought by Pepsico last year. Barr struggled with Rockstar and the brand is

being launched later this year. It gives Britvic exposure to a growth market and it will be

interesting to see how it gets on.

The re-opening of the on-trade will see a shift in Britivic sales and packaging mix towards

higher-margin products, but the gains here will be offset by higher investment in

marketing spend. Given the strong momentum that Pepsi and 7-UP have right now this

looks like a good decision which could build on recent market share gains.
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The shares have performed well so far in 2021 with gains of around 15 per cent. At 940p,

they trade on a rolling one-year forecast PE of 17.6 times, which looks reasonable value

to me.

Britvic forecasts

Year (£m) 2021 2022 2023

Turnover 1,398.10 1,489.00 1,540.40

Ebitda 237 273.3 282.7

Ebit 175.1 209.1 222.7

Pre-tax profit 151.1 184.9 202.1

Post-tax profit 122.5 150.6 161.8

EPS (p) 46.2 56.6 61

Dividend (p) 24.3 28.7 30.8

Capex 73.2 72.8 71.7

Free cash flow 86.6 126.3 140.4

Net borrowing 529.5 479.9 428.1
Source:SharePad

Diploma

Diploma (DPLM) is one of the best examples of buy and build companies listed on the UK

stock market, in my opinion. Distributors are often derided as low quality businesses with

little value added, but Diploma has built its business around giving its customers what

they want and doing it very well. Its niche markets allow it to earn very good profit

margins and make very decent returns on investment.

Its acquisition of Windy City Wire last year is one of the best I have seen in a long while,

not only in terms of the strategic fit but also the price paid for it. This week’s half-year
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results revealed that it is performing better than initially expected, which underpins

expectations that it is going to create a lot of value for Diploma shareholders.

Half-year organic sales growth was respectable at 2 per cent, with Life Sciences the star

performer with growth of 14 per cent. Margins improved despite the Controls and Seals

business seeing a small decline in organic sales.

The good news is that sales are recovering very strongly as economies open up and are

tending better than was previously expected. Currency risk is something to be watched,

but full-year forecasts look well underpinned here.

Diploma is a great example of how shares that look expensive can continue to deliver for

investors. In Diploma’s case this is because it has been able to generate results from its

existing business whilst buying well.

Back in 2017, I wrote that I thought the shares were looking expensive at £12 when they

were trading on 22 times forecast EPS. Today they are £28.48 and trade on over 33 times

next 12 months’ forecast earnings.

Hindsight is a wonderful thing, especially when it comes to writing about investments, but

running a winner in this case has paid off.

I’m happy to keep these shares in the UK Quality portfolio, but I’m expecting a more

steady performance from the shares going forward.

Diploma forecasts

Year (£m) 2021 2022 2023

Turnover 771.5 815.1 858.4

Ebitda 164.3 166.6 176.4

Ebit 147.1 150.2 159.7

Pre-tax profit 141.2 144.4 155.6

Post-tax profit 105.4 110.6 119.5

EPS (p) 83.7 87 93.1

Dividend (p) 39.7 38.7 40.9

Capex 11.3 12.4 12.8

Free cash flow 93.5 112.5 119.3

Net borrowing 42.3 42.1 20.6
Source:SharePad
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Premier Foods

If I wanted to highlight a case study in the damages of financial engineering and corporate

butchery that can be inflicted by the greed of the private equity industry, then look no

further than Premier Foods (PFD).

Despite having some great food brands, the business was loaded with debt,

underinvested in and saddled with a horrendous pension deficit. With the willing help of

investment bankers and some gullible fund managers, it managed to float the shares on

the stock market for more than £10 back in 2004. The company has teetered on the edge

of bankruptcy since then and lots of value has been subsequently destroyed.

The good news is that Premier Foods today makes a good case study in corporate

recovery. It is being well managed and has found a winning formula that is growing the

sales of its core brands: Mr Kipling, Bachelor’s, Bisto, Oxo, Ambrosia and Sharwoods

Sales last year increased by just over 10 per cent, with operating profits up by 12 per cent

to £148m. After many years of these profits going to pay lenders and the pension funds,

shareholders are now getting some with the reinstatement of a dividend after a break of

13 years.

There’s no doubt that the pandemic has helped this business, but this should take nothing

away from its marketing strategy with some very good results in supermarkets and great

success selling products over the internet. It has taken market share as a result.

The company is taking the lessons it has learned well in the UK and is rolling it out to

international markets. New product launches and a successful reduced sugar offering are

winning lots of new customers.
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Revenue growth is slowing down, but investment in better distribution should bring

efficiency gains, while deleveraging and refinancing will see lower interest costs.

Full-year forecasts look very doable. The shares have soared in the last year and currently

trade on a one-year rolling forecast PE of just under 11 times at a price of 102p. These

could continue to re-rate to a higher valuation but the risks of cost inflation needs to be

watched closely.

Premier Foods forecasts

Year (£m) 2021 2022 2023

Turnover 929.9 890.5 909.5

Ebitda 168.4 157 161.4

Ebit 145.8 135.5 139

Pre-tax profit 103 102.3 104.7

Post-tax profit 82.8 78.6 82.2

EPS (p) 9.9 9.7 9.9

Dividend (p) - 1.1 1.2

Capex 25 24.9 25

Free cash flow 74.2 70.6 77

Net borrowing 385 329.6 286.8
Source:SharePad

Games Workshop

Thursday saw a trading update from Games Workshop (GAW) which was customarily

brief and to the point. Full-year, pre-tax profits are expected to be not less than £150m,

which will include £12m of bonuses paid to staff compared with £2m last year.

15



This treatment of workers is great to see and is something that many highly successful

and very profitable companies have not done enough of for too long. Hats off to Games

Workshop management for this.

This is a tremendous profit improvement for the company, but bulls of the shares may be

a bit disappointed given that current consensus estimates are £144m, but the big staff

bonus needs to be taken into account here. The use of ‘at least’ suggests that the eventual

outcome may be a little better than £150m

Games Workshop: Progression of revenues and profits
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Source:Games Workshop/Investors’ Chronicle

With this guidance we can have a look at the performance of the business over the

second half of the year. Unsurprisingly, it is a lot better than a year ago when its factory

and shops were closed between March and May.

However, it reveals a sharp reduction in the profitability of the first half of the year when

profits were exceptionally good given the surge in sales volumes leveraging the

manufacturing footprint.

By my estimates, operating margins (excluding royalties) were around 32.9 per cent in

H2, compared with 44.6 per cent in H1 and 50 per cent in Q1.

This suggests a change in mix and or lower operational gearing benefits from lower

volumes. What has not been mentioned is cost pressures. I know from an industry
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contact that some private gaming companies are seeing very big increases in shipping

costs and it would not surprise me at all if Games Workshop has seen similar pressures.

What has always concerned me about Games Workshop is the sustainability of its

revenues and profits. I think the long-term outlook remains good, but investors may have

to accept that 2020/21 was an exceptionally good year and that the levels of profitability

may not be repeated any time soon.

What does this mean for 2022 forecasts?

Consensus forecasts currently assume margins of 42.3 per cent, including royalties. This

compares with an H2 run rate of 36.8 per cent on the same basis. I therefore think

upgrades are unlikely and that this could hold the share price back for a while.

Games Workshop forecasts

Year (£m) 2021 2022 2023

Turnover 352.5 384.7 417.2

Ebitda 168.7 182.7 194.2

Ebit 146.3 162.9 181.9

Pre-tax profit 144.4 158.9 172.7

Post-tax profit 114.6 129.2 152.9

EPS (p) 351.5 385.1 415.7

Dividend (p) 197.3 224 249.9

Capex 21.9 19.4 6.9

Free cash flow 119.8 133.2 156.7

Net borrowing -86 -138.5 -177.8
Source:SharePad
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