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A fairly quiet week on the markets. The stock market has stopped rising but hasn’t fallen that much. 
The oil price has fallen slightly, whilst gold continues to make gains.

Despite falling significantly at the end of last week, the pound has made gains against both the dollar and 
the euro.

Top 10 FTSE All-Share winners Top 10 FTSE All-Share losers

If you haven’t already done so, don’t forget to check out my free Step-by-Step Guide to 
Investment Analysis, It’s a comprehensive handbook aimed at helping you identify high-quality 
stocks for your portfolio - without any of the jargon. You can read it for free here.
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Share Discussion: Burberry (LSE:BRBY)

Not so long ago, Burberry was seen as a very dependable share to own. Its luxury brand of clothes, 
bags and fashion accessories were very appealing to affluent customers around the world. The 
long-term outlook for the shares seemed promising.

Then life began to get a little difficult for Burberry in 2016. Its sales stopped growing and its profits 
fell. Investors began to question the effectiveness of its business strategy and management changes 
were announced.

The share price spent most of 
2015 falling but has bounced 
strongly since last summer. This 
is mainly due to the fall in the 
value of the pound since the EU 
referendum in June. Burberry 
makes most of its money 
overseas and the lower value of 
the pound has made its overseas 
earnings more valuable when 
they are translated back into 
pounds.

This is a nice benefit for Burberry but it cannot rely on favourable exchange rates to boost its profits 
every year. It needs to show investors that it can get back to sustainable sales and profits growth.

Burberry retains many of the hallmarks of a very decent business. ROCE has been consistently high, 
albeit lower than it was a decade ago and cash flow remains good.

However, look a little closely at how 
Burberry generates its ROCE and 
there is a worrying development.

The darker bars in the chart on the 
right show that Burberry’s profit 
margins have been falling. Some 
City analysts think that the company 
has a cost problem and is inefficient. 
The company is looking to cut costs 
but in my opinion the key issue with 
Burberry is sales growth.
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This week’s third quarter trading statement revealed a mixed picture on this. Like-for-like sales 
growth at constant exchange rates in its retail business was a reasonable 3%. Overall sales growth 
was 22% due to a fall in the value of the pound.

The UK has been the star performer with sales growth of 40% as the weak pound has made places 
like London more attractive to rich tourists who tend to buy Burberry’s products. Sales growth in 
China was also good.

But the key US market saw a disappointing sales performance and Europe remained weak. There 
was better news from online sales where there was growth in every region. If Burberry - like many 
retailers - is to prosper in the future then having a good internet sales operation will be essential.

Management said that profits for the year to March 2017 will be in line with current expectations, 
which is probably why the share price reacted well on the day of the announcement.

If you look at the current forecasts from City analysts then trading profit (EBIT) is only expected to be 
marginally higher than last year. Yet there has been around a £120m boost to profits from the falling 
value of the pound. Strip this effect out and Burberry’s profits are not growing.

Yet the shares at 1686p are trading on 21.5 times March 2018 forecast earnings per share (EPS). 
That’s a high valuation for a company which is struggling to grow its trading profits. I am also 
inclined to be slightly sceptical of profit forecasts for the year to March 2019 which assume an 
acceleration in sales growth from current levels and an improvement in profit margins.

Burberry’s ROCE suggests it is a high quality business. This can justify a high valuation for its shares 
on the stock exchange but it needs a combination of a high ROCE and growth in order to do so. 
Not growth from exchange rate gains but from selling more stuff profitably.

It seems that management still has a lot of work to do here.

Share Discussion: Dunelm Group (LSE:DNLM)

One of the first things that I do when I am looking for shares to invest in is to screen for companies 
with high and stable returns on capital employed (ROCE). I want to see consistent ROCE adjusted 
for hidden debts (or leases) of over 15% for the last 10 years.

In particular, I pay a lot of attention to how a company performs during a recession. Put simply, I do 
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not want to see that there was a 
sharp fall off in ROCE in 2008 or 
2009. If I do then I will move on 
to the next share. My investing 
strategy is based on owning 
highly resilient and high ROCE 
companies for a long time.

One of the companies that fits 
this ROCE criteria very well 
is leading homewares retailer 
Dunelm Group as shown in the 
chart below.

It also seems to have been reasonably good at turning most its profits into free cash flow which is 
another feature that I look for.

Yet, Dunelm shares have fallen significantly in price since last summer. On the day of the EU 
referendum (23rd June), its closing share price was 966p. This equated to around 18 times 
expected July 2017 EPS. Since then, the company’s trading performance has worsened and 
analysts have cut their forecasts. At the time of writing, the shares are 670p and are on a July 2017 
PE of 14.6 times.

Last week’s second quarter trading update showed that the company is still having a tough time, 
although not as tough as the first quarter. As far as I can see, Dunelm is going through a typical 
phase that is experienced by many retailing companies:

Open up lots of new stores.

Those new stores mature and give the impression of strong like-for-like sales (LFL) growth.

The store base gets to a big enough size so that opening new stores has a reduced effect 
on the overall performance of the company.

LFL growth rates slow down or even start shrinking.

Over my 20 year investing career I have seen this happen so many times with retailers and pub 
companies. Growth is dependent on spending lots of money on opening new outlets which masks 
the fact that the underlying business isn’t actually growing that much. 

During the build out phase, analysts and investors think they are purchasing a genuine growth 
business and bid up the price and valuation of the shares. Sooner or later, the capex driven growth 
loses it effectiveness and the shares lose their attraction.
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A look at Dunelm’s recent LFL sales performance suggests that this 
scenario could be playing out.

To be fair to Dunelm, it has done a very good job with its store roll 
out. It has a very good business model of selling lots of homeware 
products at attractive prices. It has opened up over 60 new stores 
during the last five years and has been able to sustain levels of ROCE 
that most retailers would love to have. Of the bricks and mortar 
retailers, I think only Next has been able to produce better sustainable 
ROCE figures than Dunelm.

Like Next, Dunelm seems to be struggling to adapt to a changing retail market. Rising levels of 
urban congestion and poor parking availability mean that lots of people do not want to visit retail 
stores. Instead they want to shop online. When you have 157 stores of around 30,000 square feet 
each - and the overhead that goes with it - that’s not a good position to be in.

In fact, you get the distinct impression that the management would not open any more stores if they 
could based on this comment in last week’s trading statement:

“We are now legally committed to a further seven new stores of which five are due to open 
in the current financial year.”

Unsurprisingly, lots of time and resources are going into the online and home delivery side of the 
business. This is still less than 10% of total sales but it did grow by 21% in the second quarter. This 
part of the business will be the key to restoring Dunelm’s fortunes.

One cloud on the horizon is the rising inflation caused by the fall in the value of the pound. This will 
increase Dunelm’s buying costs and could hurt its profit margins. It could also reduce the amount of 
disposable income its customers have in their pockets.

Dunelm shares could be an interesting investment at the right price as I think it is a good business. It 
needs to start growing its profits again.

However, I have a couple of concerns. Firstly, I think consensus profit forecasts for 2018 and 2019 
could be too high given current rates of underlying growth. Secondly, the shares aren’t particularly 
cheap. The shares of Next, which has similar problems to Dunelm, can be bought for less than 10 
times forecast earnings compared with a PE of 14.6 for Dunelm.

Period LFL Sales (%)

Q1 2016 5.5

Q2 2016 3.9

Q3 2016 1.1

Q4 2016 -0.6

Q1 2017 -3.8

Q2 2017 0.2
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Share Discussion: JD Wetherspoon (LSE:JDW)

One of the best ways to understand a company as a potential investment is to be a customer of it. 
If you like a company’s products then there’s a good chance that other people might do as well. You 
can learn a lot from this approach.

When it comes to pubs, in my opinion there is potentially a lot to like about JD Wetherspoon. It 
offers drinks and food at value for money prices; it trains it staff well and keeps its pubs in good 
condition so that they are nice places to visit.

This has proven to be a decent business strategy for the company. It has the highest and most 
consistent ROCE of all the major pub companies but I would not go as far as saying that it is an 
outstanding business - ROCE is just over 10%.

However, it achieves this ROCE by 
selling a lot more beer and food per 
£1 of money invested (its capital 
turnover) than other managed pub 
operators who rely more on high 
profit margins to make their returns. 
Wetherspoons is doing this by selling 
cheaper beer and food than its 
competitors.

This week’s second quarter trading 
update showed that Wetherspoon 
is doing well. Like-for-like sales were 
up by 3.2% for the quarter and 
by 3.4% for the year as a whole. 
Encouragingly, it said that profit 
margins were 1.7% higher than a year 
ago.

However, it did sound a note of 
caution on its outlook for the second 
half of its financial year:
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“As previously indicated, the Company anticipates significantly higher costs in the second 
half of the financial year. On an annualised basis, these are expected to rise by about 4% 
for wages, by GBP7m for business rates and by GBP2m for the Apprenticeship Levy, 
in addition to cost increases at around the level of inflation in other areas. As previously 
announced, the Company intends to increase the level of capital investment in existing pubs 
from GBP34m in 2015/6 to around GBP60m in the current year.

“In view of these additional costs and our expectation that like-for-like sales will be lower 
in the next six months, the Company remains cautious about the second half of the year. 
Nevertheless, as a result of modestly better-than-expected year-to-date sales, we currently 
anticipate a slightly improved trading outcome for the current financial year, compared with 
our expectations at the last update.”

Wetherspoon shares are richly valued on 18 times forecast EPS at a share price of 935p. That’s 
not very cheap especially as profits are not expected to grow that much. That said, if the UK is 
to experience a period of higher inflation which eats into consumers’ disposable incomes then 
Wetherspoon’s value for money offering could see it taking customers from its rivals.

Filter of the week - buying companies for nothing

Can you buy a company for nothing? The answer is that you can. There are some companies out there 
where the value of their net cash balances (cash less debt) is more than the market value of all their 
shares. This means that they have negative enterprise values implying that you can buy the company for 
free.

This screen is a form of extreme bargain hunting which comes with a few caveats:

Year end debt and cash balances might be higher than balances throughout the year. This would 
increase enterprise value (EV).

EV usually ignores hidden debts.

The company may have large outstanding creditors that have not been paid yet.

The company’s prospects may be so woeful that it isn’t really worth much at all.

All this considered, you might just unearth an overlooked and unloved bargain from this filter. 

Happy hunting!
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This newsletter is for educational purposes only. It is not a recommendation to buy or sell shares or other investments. Do your own 
research before buying or selling any investment or seek professional financial advice.
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