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I think there are two economic indicators which investors should be thinking about more and both of them 
are related to each other. I am talking about the value of the pound and the rate of inflation.

The fall in the value of the pound since 
the EU referendum has boosted the 
value of companies’ overseas profits 
when they are translated back into 
pounds. This effect is beginning to 
wear off as the pound’s value against 
the dollar is not much different from 
a year ago. The benefit to translated 
overseas profits going forward is not 
big unless we get a further devaluation.

The value of the pound has also 
pushed up the price of imported 
goods. Yet this week it was revealed that the rate of inflation was lower than expected mainly due to a 
lower oil price. The currency will also stop inflation rising if it doesn’t fall in value which leads me to believe 
that inflation threats may be overplayed.

This is good news for investors as lower inflation is beneficial for the buying power of money and the value 
of future company profits and dividends.
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Share Discussion: Safestyle UK (LSE:SFE)

Selling replacement windows 
and doors is a cutthroat business 
where competition between 
suppliers is fierce. Safestyle is 
the UK market leader with just 
over 10% of the market which 
was accounted for by 288,640 
window and door installations in 
2016.

Historically this market has 
exhibited significant boom & bust 
characteristics. Back in 2007 at 
the top of the last housing market there were around 4.6 million new replacement windows and 
doors installed in the UK. Today that figure is less than 3 million which shows the toll taken on the 
industry from the last recession.

Despite this backdrop, Safestyle has been doing well and has more than doubled its share of the 
market during the last decade. It makes its own windows and doors from its manufacturing sites in 
Yorkshire. This gives it a competitive advantage which allows it to position itself as one of the lowest-
cost providers in the market and follow a strategy of targeting lower and middle-income households.

It has 36 sales branches and 13 installation depots across the UK. The company is looking to 
increase its market share further by targeting areas in the south of England.

A strategy of low-cost manufacturing and low 
selling prices combined with strong marketing 
and promotional finance deals (Safestyle offers 
two years interest free payment terms through 
third party providers and pays a fee for this) has 
seen the company prosper in recent years with 
strong sales and profits growth.

At the same time, it has been able to earn very 
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respectable profit margins and returns on capital employed (ROCE).

The darker bars in the chart above highlight that the company has been pretty good at generating 
free cash flow as evidenced by a very respectable CROCI performance.

This is a company that has measured up well on key metrics such as profit margins, free cash flow, 
cash conversions and returns on capital over the last five years as shown in the table below.

This excellent performance combined with 
growth goes a long way to explaining why 
Safestyle’s shares more than doubled since it 
floated on AIM at the back end of 2013.

The company also has a debt-free balance 
sheet. This is not only a good sign for 
shareholders as it makes the shares less risky 
but it is a key marketing tool with which to 
reassure customers. Smaller windows and 
doors companies do have a tendency to go bust on a regular basis which can leave customers in 
difficulties if there is a problem with their purchases.

However, it now seems that Safestyle has hit a sticky patch having announced a profits warning this 
week. This is not totally unexpected as the company’s previous trading statements have highlighted 
a weakening order intake.

Back in March it said that order intake was up by 4% year on year. That fell to 2% in May and has 
stayed at that level. The trouble for Safestyle is that it seems that the market has fallen off a cliff. 
According to FENSA - the industry body – market volumes for the five months to May 2017 fell by 
more than 10%.

This weak consumer backdrop has led Safestyle to warn that sales growth will be minimal for both 
its half year and full year results. Profits will be lower for the half year to June and flat for the year to 
December. Unsurprisingly, Safestyle’s shares tanked on this news.

But could there be worse to come?

This has to be a legitimate fear for shareholders. A weak market will see companies scrapping for 
business. Safestyle is also about to open up a new factory and will be anxious to keep it busy in 
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order to cover the increased fixed costs that will come with it. This raises the possibilities that prices 
may have to be cut in order to defend market share and keep factory utilisation levels high.

It is also important to acknowledge that Safestyle is operating in a market where quite a few 
customers fund their purchases with borrowed money. Safestyle’s average order size is just over 
£3,000 which is due to its focus on windows and doors. This leaves it less reliant on credit than 
companies selling large conservatories. However, weaker consumer confidence may mean that 
customers decide they can wait to have their windows and doors replaced until they feel more 
comfortable about their finances.

According to Safestyle around three quarters of the domestic repairs, maintenance and 
improvement market comes from the over 50s age group who can fund their purchases from 
pension pots or equity release. It believes that this section of the market will be more resilient.

Revised analyst forecasts are now reflecting a subdued growth outlook but assume no deterioration 
in EBIT margins. Along with a continued downturn in trading, I see this as the key risk to forecasts.

The shares have lost over 30% of their value over the last week or so and have been savagely 
derated. They now trade below earning power value which implies that current profits - which are 
expected to be maintained in 2017 - are not sustainable.

Share Discussion: 
Dairy Crest (LSE:DCG)

For years Dairy Crest struggled 
to make decent money from 
selling milk to supermarkets. 
This business was very capital-
intensive and consequently 
the company struggled to 
make decent returns on capital 
employed (ROCE). In fact, ROCE 
is actually quite poor and nothing 
to shout about at all.
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A look at the chart on the right shows that Dairy 
Crest has been a very modest business indeed 
in terms of its profitability and returns. But I think 
there are grounds for thinking that the future 
could be more promising than the past.

Dairy Crest is now out of the milk business and is 
pursuing a growth strategy focused on four key 
brands and its whey-based ingredients products. 
This is expected to feed through to higher profit 
margins in the years ahead.

The company has four very good food brands 
in the form of Cathedral City cheese, Clover 
spread, Country Life butter and Frylight - a one 
calorie cooking spray - and is putting most of 
its marketing efforts behind them. These brands 
regularly find themselves in shoppers’ grocery 
baskets and have significant value.

However, a study of recent results suggests that these brands do not have the same degree of 
pricing power as some more powerful consumer brands might have. For example, in 2016 there 
was too much cheese on the UK market and prices fell. Dairy Crest refused to discount aggressively 
in order to preserve its premium pricing and lost out because of it.

The company is also a big buyer of milk - 500 million litres a year - and is subject to volatile swings 
in its price that take some time to adjust to. Cream prices have more than doubled over the last year 
and this is reducing the profit margins of its butter and spreads products.

2017 has started better for the cheese and spreads business with sales for the three months to 
the end of June up by 7% with Cathedral City sales up 15%. This bodes well for 2017 profits but I 
expect that profits in future years will continue to have a tendency to move up and down depending 
on what is happening with milk and cream prices.

What interests me about Dairy Crest as a potential investment is what’s going on in its ingredients 
business. The company has spent a lot of money developing facilities to produce high grade 
demineralised whey and galacto-oligosaccharide (GOS) which is used in infant formula products. 
GOS - a prebiotic which helps digestion and gut health - also has the potential to be used in animal 
feed and human food products. It is selling these high value products under contract to a New 
Zealand company called Fonterra, the world’s biggest milk supplier.

Dairy Crest has invested £75m at its plant in Davidstow, Cornwall to pursue this project which will 
take a few years to pay off. But if it does, I would expect it may well be able to contribute to an 
improvement in Dairy Crest’s profit margins and ROCE.

One thing that Dairy Crest has to improve on is its awful cash flow performance in recent years. Its 
capex ratios have been very high whilst its operating cash flow conversion has been awful.
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You can see from the chart below how bad Dairy Crest has been at turning its EPS into free cash 
flow per share.

However, the light at the end of tunnel may be in sight as capex has been coming down now that it 
is out of the milk business.

Operating cash flow has been pretty poor in 
recent years due to high one-off cash costs 
such as double running costs of having two 
ingredients facilities. This will end soon. So 
hopefully Dairy Crest shareholders should see 
higher operating cash flows and lower capex 
which means higher free cash flows. This can be 
used to pay higher dividends and reduce debt. 
Either way it should help to increase the value of 
Dairy Crest’s equity.

Dairy Crest should be able to grow its earnings and dividends at a modestly decent rate going 
forward. At just over 15 times forecast earnings and a prospective dividend yield of over 4%, I don’t 
think its shares are desperately expensive.

I also wouldn’t discount the possibility that Dairy Crest could become a bid candidate perhaps for a 
food brand and baby food company like Nestle.
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Share Discussion: Royal Mail Group (LSE:RMG)
 
Royal Mail Group (RMG) has 
proven to be a very disappointing 
investment. Despite some views 
that the company was sold off too 
cheaply by the government and 
talk of substantial hidden property 
assets it is the tough economics 
of the markets that it operates in 
that have prevailed so far.

RMG’s letters business is in 
significant long-term decline. 
Fewer people and businesses 
send letters these days. Email, 
texting and social media are the 
main forms of communication 
whilst many bills are settled 
by direct debit with emailed 
statements and invoices.

In response to this trend, RMG 
is looking to take £600m of 
operating costs out of its business 
and grow revenues from its 
parcels division. The problem with 
cost-cutting is that you eventually 
run out of costs to cut. 

Parcels is a growth market as 
more business is done over the 
internet and home shopping becomes the normal way to buy things. The problem is that lots of 
different companies are chasing a slice of this market. 

This has led to lots of capacity in the form of trucks, vans and sheds coming onto to the market 
which has put downwards pressure on prices. Evidence of this is seen in RMG’s trading statement 
this week where parcel volumes were up by 5% in the three months to the end of June but revenues 
only increased by 3%.

The ray of light in RMG’s parcels business comes from its European network which continues 
to grow nicely. However, whether this business can be relied upon to drive profit growth for the 
company as a whole looks to be a case of wishful thinking.

There remains a significant risk of damaging industrial action facing RMG and its shareholders. 
Significant cost-cutting is never a good backdrop for labour relations but there could be a storm 
brewing in relation to RMG’s final salary pension scheme.

This scheme is in surplus - the previous benefits earned by members was transferred to the 
government in 2012 - but the surplus is going to run out in 2018. RMG cannot afford the increase 
in costs that would follow and has therefore closed the scheme to further benefit accruals for its 
employees. 
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It is trying to soften the blow by offering a bigger lump sum to workers in retirement but the CWU 
trade union doesn’t seem to be very happy about this proposal. There has been no mention of any 
strike by postal workers but the risk of one never seems to be far away as far as RMG is concerned

RMG is running hard to stand still. Analysts don’t 
expect much in the way of earnings growth but 
continue to expect further dividend growth by 
running down dividend cover levels.

RMG has been fairly good at maintaining its 
free cash flow per share in recent years which 
currently underpins its current dividend and 5.9% 
forecast yield. But how long can it last?

I think there’s a chance that its shares could bounce in the short-term if a pension deal is done with 
the unions but in the long-term its high fixed costs and competitive position make it hard for me to 
feel positive about RMG. It could be a classic yield trap.

Using SharePad for bespoke financial analysis

Instead of discussing a filter this week, I thought I’d give you some insights into how I use SharePad to do 
some quite interesting and useful financial analysis.

One of the things I like about SharePad above everything else is how it allows the user to customise it 
for their own needs. One of the ways I utilise this benefit is by creating different List settings. These allow 
me to perform the kind of bespoke financial analysis which helps me form an opinion of a company - and 
save me loads of time in doing so.

Below is a screenshot from my SharePad account. What it is showing is all the customised List settings I 
have set up and which I can apply to any list, portfolio or individual share.
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I spend a lot of time trying to work out an estimate of a company’s cash profits. To do this I need to get an 
estimate of stay-in-business capex. In order to help me in my quest I find it useful to compare the current 
depreciation and amortisation expense in a company’s income statement with cash spent on new assets 
(capex).

All you need to do this is 
create a new setting in 
the List view and add the 
data columns you want to 
look at. In the screenshot 
below, I am comparing 
capex with depreciation 
but also with five year and 
ten year average capex 
spending.

Sometimes, I don’t find it 
very revealing. In the case 
of restaurants and bars 
I do. It is telling me that for some companies, capex has been consistently more than depreciation. My 
next step is to find out whether this is due to opening up lots of new pubs or if companies may be under 
depreciating and overstating their profits.

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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