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The stock markets have been strong this week. From my own portfolio’s point of view I can’t help feeling 
that some shares are going up a bit too much without any fundamental reasons to explain it. Investors in 
general seem quite happy to keep on buying shares.

Just like the start of 2016, gold is outperforming shares. Gold tends to do well when shares are doing 
badly so I am not sure I can explain what’s going on here, other than continued worries about rising 
inflation.

The pound has made a decent gain against the euro and continues to improve against the US dollar. 
Some investing commentators that I listen to feel that the dollar is overvalued and is due a correction. This 
means you need to keep a close eye on the £/$ exchange rate as the falling pound has provided a boost 
to the profits of companies with large overseas earnings. This could be reversed if the pound continues to 
gain ground.

Share Discussion: Rio Tinto (LSE:RIO)

Investing in shares of mining companies is very hard for long-term buy and hold investors. Their 
profits are extremely sensitive to the ups and downs of the economic cycle which can make them 
seem hugely profitably when times are good and appear very weak and vulnerable when times are 
bad.

Their share prices are also very volatile as they move up and down on news about the economy and 
changes in commodity prices. I see the big mining shares such as Rio Tinto as trading stocks. You 
can make good money in them if you get your timing right but it is unlikely to be a smooth ride.

Rio Tinto shares have been on a storming run over the last year as commodity prices have 
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recovered and profitability has started to improve. Yet, the company is nowhere near as profitable as 
it was during its heyday around a decade ago as shown in the chart below-right.

ROCE has plummeted since then and has moved up and down a lot. But could we be at the 
beginning of a sustained upturn in profitability and ROCE which could mean that Rio’s share price 
rally has further to run?

I’m not too sure about that mainly because trying to call the outlook for the economy and 
commodity prices is virtually impossible. However, Rio’s 2016 results which were released this week 
do give some grounds for optimism. 

Profits and cash flow were up, driven by a 17% increase in profits from the core iron ore business 
and a recovery in coal profits. The company has also taken out a lot of costs which allowed it to 
increase its profit margins despite lower average commodity prices throughout the year.

The big story of the results release was all about the company’s free cash flow.

In recent years many mining companies have embarked on huge capital expenditure (capex) 
programmes - spending money on new projects. Rio is no exception in this respect but as the 
ROCE chart above shows this spending has not really paid off.

Rio had been ploughing back a large chunk of its operating cash flow into new assets, but its capex 
ratio has been coming down and did so again in 2016.

Capex was cut by 36% in 2016 and net debt fell by 30% in US dollar terms (less so in sterling due 
to the appreciation of the dollar against sterling).

This progress of cash flow and debt saw Rio surprise investors by announcing a much bigger 
dividend than expected ($170 cents per share) as well as a $500m share buyback. The company 
reckons that there is more progress to be made on cash generation.
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What’s encouraging is that the company is prioritising profitability over volume growth. It reckons 
it can take out another $2bn of costs and improve free cash flow by $5bn over the next five years. 
I think this is sensible and it takes away some of the risks that come with investing in big mining 
projects - although the company still has new projects to come into production.

Trying to predict future profits for mining companies is notoriously difficult. It’s even more so for UK 
investors as you have to take a view on what the GBP/USD exchange rate will be. On a forecast 
PE of around 12 and a dividend yield of over 4% the shares do not look overly expensive given that 
profits and cash flows are expected to improve in 2017 with big improvements in free cash flow over 
the next five years.

That said, my view is that shares such as Rio are best suited to momentum and trading strategies. If 
you are going to go down this route then it will be helpful to keep an eye on changes in commodity 
prices and exchange rates as these have a big influence on sentiment and short-term share prices.

You can do this very 
easily in ShareScope 
and SharePad. My 
favourite way is to 
set up charts on the 
Market Overview page 
in SharePad. One for 
commodities is shown 
on the right.

Share Discussion: Redrow (LSE:RDW)

Half year results from housebuilder Redrow can be summed up in one word: stunning. In fact, if you 
wanted to see a company where profits were growing, ROCE was high and growing and debt was 
low then Redrow would be a very good example to use.
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These results were new records for the company. Sales increased by 22.6%, trading profits (EBIT) 
were up by 30.9% and operating margins increased from 18.2% to 19.5%. Equally impressive was 
the outlook which was underpinned by an order book that is 35% higher than a year ago.

In fact, Redrow is so confident about the future that it has given a forecast for the year to June 2019 
already - nearly two and half years away. It is predicting:

Sales of £1.9bn

Profit margin of 19.5%

EBIT of £370.5m

EPS of 77p

•

•

• 

•

•

•

• 

•

This compares with its 2016 results:

Sales of £1.38bn

Profit margin of 18.9%

EBIT £261m

EPS 55.2p

At the current share price of 471p, Redrow would have a PE on 2019 forecast EPS of just 6.1 times. 
To the uninformed this would have to make Redrow shares one of the biggest bargains on the stock 
market. They could well be but housebulding shares often look at their best just before things turn 
sour.

Those of you who follow my twitter feed (@PhilJOakley) will know that I have grave reservations 
about the state of the UK housing market. In short, I think it is something of a false market. I see 
houses as being vastly overpriced relative to measures such as wages or rents. 

The demand for houses is also being underpinned by the government’s Help to Buy scheme where 
buyers are given a 20% equity loan by the government on properties up to a price of £600,000. The 
size of the equity loan in London is up to 40%.

Ask yourself why Help to Buy exists in the first place?

It is because properties are so expensive that banks and building societies will not allow buyers 
to have 95% loan to value mortgages as they are scared that if house prices fall the value of the 
mortgage will be more than the value of the property (negative equity). This is why house prices and 
the housing market stagnated after the recession of 2008/09.

So in 2013, the government introduced 
Help to Buy which protected the banks 
from the risk of falling house prices. They 
then started lending and people started 
buying houses with 5% deposits again. 
The result was that house prices have 
rocketed and so have the profits of the 
housebuilders.
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Unsurprisingly, the housebuilders like Help to Buy and now seem to be very reliant on it. It accounts 
for around one third of Redrow’s sales and over 40% for builders such as Persimmon.

If you are an investor in a house building company then ask yourself what selling prices and sales 
volumes would be without Help to Buy? My guess is that they would be lower, as would profits and 
share prices.

The good news for investors is that the government is currently committed to Help to Buy until 2021 
so the market for new build properties is going to be propped up for a while yet it would seem. 
However, with house prices for family homes in the south of England (where Redrow has 40% of its 
land bank) already pushing over the £600,000 mark, it is possible that the effect of Help to Buy in 
some areas could begin to wear off.

In and around Chelmsford in Essex where I live, I can see signs that the housing market is slowing 
down. Family houses are staying unsold for months as vendors refuse to reduce their asking prices. 
The new build market is slowing down too with prices being cut on new developments.

A closer look at Redrow’s interim results presentation also reveals an interesting fact. The number of 
private houses sold only increased by 2%. Is this a blip or the start of a trend?

Turnover growth of 12% from private houses was largely down to a 10% increase in average selling 
prices. What happens to sales and profits if house prices stop rising or even fall?
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Redrow’s volume growth is coming from apartments where there has been a huge increase in the 
numbers sold and a big increase in the average selling price. But apartments are still quite a small 
part of Redrow’s business. Is it now reliant on apartments to meet its profit forecasts?

As long as the economy keeps growing, interest rates stay low and Help to Buy stays in place then 
Redrow’s profits are unlikely to fall. That said, I think there are grounds for caution for Redrow and 
the industry as a whole. 

The stock market seems to agree. A company in a less cyclical industry with a financial performance 
as good as Redrow’s would be trading on a PE ratio of more than 20 times in the current market not 
one of less than 9.

At 471p, the shares trade on 1.6 times December 2016 net asset value (NAV) per share. This does 
not look expensive for a company where return on equity (ROE) was 21% in 2016 and is expected 
to rise to 24% in 2019. However, this is only true if the ROE can be sustainably high. History 
suggests that it will not.

Redrow is obviously performing well 
and could continue to do so for some 
time but I would feel more comfortable 
if it was operating in a normal housing 
market and not one reliant on lots of 
support for buyers.
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Share Discussion: GlaxoSmithKline (LSE:GSK)

GSK has been a mainstay of many investors’ portfolios for years. It has been held up as an example 
of a high quality business and is liked for its high dividend yield.

However in recent years the company has been struggling to make headway as it has faced a 
number of challenges. From a financial analysis point of view, I see three areas for concern:

ROCE has collapsed in recent years 
from being a very good number to a 
very poor one.

The company has struggled to turn its 
profits into free cash flow.

Free cash flow per share has not been 
sufficient to pay the dividend per share.

1.

 
 
2.

 
3.

Despite this backdrop, the company is actually 
doing a good job of trying to get back on track. 
Full year results for 2016 were pretty decent 
to say the least with good growth across its 
Pharmaceutical, Vaccines and Consumer 
Healthcare businesses. It was also helped by 
the fall in the value of the pound as profits made 
overseas received a nice boost when they were 
translated back into pounds.

What is very encouraging is that sales growth 
from GSK’s new products in areas such as HIV, 
oncology and vaccines seem to have offset 
declines in its existing portfolio of drugs. The 
company is spending more than 12% of its sales 
on research and development to create new 
money-making products for the years ahead.
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However, it would be wrong to say that GSK is back on the front foot. It still faces two big problems. 
The first one is that some very profitable drugs - such as asthma drug Advair - are due to come off 
patent soon and will be opened up to competition. 

The company has flagged this as a big risk to its 2017 EPS forecast. If a generic competitor is 
released into the US market in 2016, the company has said that its EPS at constant exchange rate 
could be flat to slightly down. If there is no competition then EPS could increase by 5-7%.

The other problem is that governments - who are the main buyers of GSK’s drugs - are strapped for 
cash and are putting pressure on GSK to reduce its prices. This is unlikely to change in the future 
and could make it hard for GSK to improve its profits, cash flows and ROCE.

The company is likely to get some breathing space from the weakness of the pound in 2017 
- although this does increase the value of debts which are denominated in overseas currencies. 
Based on January’s exchange rates, this would boost GSK’s 2017 EPS by 9%.

GSK shares have struggled to make much progress over the last decade but shareholders have 
pocketed some decent dividend payments by way of compensation. Given that the shares are on a 
forward PE of just over 15 with a yield of 5.1% I don’t see 2017 being much different.

Filter of the week - Combining dividend yield with dividend growth

Many people invest for income. This can lead them to seek shares with very high dividend yields so that 
they can get the biggest bang for their buck. This can lead to problems as high yields can be a sign of a 
company with an unsustainable dividend or one that isn’t expected to grow that much in the future.

It can often be a better approach to select shares with lower yields but with strong dividend growth 
prospects. This can lead you to have higher dividend income over the long run and may see you make 
capital gains as well as the stock market places a higher value on the company’s dividend stream.

The filter below has three criteria.

Current dividend yield of 
at least 3%

Forecast dividend 
growth of at least 10%

Forecast dividend cover 
of at least 1.5 times

•

 
•

 
•
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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.

Remember, a filter is not a list of shares for you to go out and buy and sell. It is important to do some 
more research. In this instance, you should investigate the company’s current trading, debt position and 
dividend history to see if it will offer you a safe dividend or not. Pay particular attention to companies in 
the filter with high rates of expected dividend growth. Check to see if this is coming from a regular annual 
dividend or being boosted with one-off special dividends.

You can create this filter in SharePad and ShareScope.
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