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Share Discussion: Card Factory (LSE:CARD)

Card Factory is the UK’s largest specialist retailer of greetings cards. It also sells other related goods 
such as toys, gift bags, balloons and badges. It sells cards through a network of 895 stores as well 
as over the internet. It also offers a specialist, bespoke online card service.

The company has positioned itself as a value retailer. It has put itself in a good position to do this 
by investing heavily in designing and making most of its own cards itself. This vertically integrated 
approach gives it a cost advantage over competitors as well as control of card designs. The 
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business is seasonal with most 
of its profits being made in the 
second half of its financial year 
which includes the all important 
Christmas period.

Card Factory has been in 
business since 1997 and listed 
on the stock exchange in 2014. 
Since then its shareholders 
have experienced a rollercoaster 
ride as the share price has 
been extremely volatile. To 
compensate them, they have 
been able to pocket some very chunky special dividends in the meantime. The shares have taken 
another dive this week following the release of its half year results.

If you were to ask me if I was interested in investing in a greetings card business I’d probably not be 
too enthusiastic. You can buy cards from loads of different places and you have to compete with 
the big supermarkets. My gut feeling would be that it must be very hard to make lots of money from 
selling cards.

Personally, I think the price of greetings cards are generally ridiculous for what they are. However, 
if someone comes along and starts selling them for 99p like Card Factory does I’d be happy to 
concede that many people would be interested in buying cards from them.

Taking a quick glance at some key financial performance numbers, it seems that Card Factory looks 
to be doing a pretty good job making reasonable profits from selling them.

ROCE including the effect of rented shops is good and has been on a rising trend.

Its profit margins have been impressive too. 
Many retailers would love to have these levels of 
profitability.

Apart from a blip in 2015, the company has 
turned its EPS into a growing amount of free 
cash flow.

That free cash flow along with a reasonable 
financial position (fixed charge cover is nearly 3 
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times on a TTM basis which is very strong for a 
high street retailer) has seen the company pay out 
some very chunky dividends to shareholders.

So why the sharp sell-off in the shares following 
the half year results?

One word: growth. Or should I say the lack of 
profits growth.

Selling more doesn’t seem to be a problem as 
revenues were up by just over 6%. This included 
a very encouraging 3% like-for-like sales from the 
store estate and growth of nearly 30% from online.

The problem is rising costs. Half of Card Factory’s cost of sales is billed in US dollars. Despite 
hedging the exposure, the weaker pound over the last year or so has seen costs go up. Staff costs 
are increasing too and this is squeezing profit margins. The one bit of good news on costs is that 
the company is negotiating lower rents when its existing leases expire. Rents as a percentage of 
sales is falling and this trend is likely to continue as shop owners don’t want empty shops.

Trading profits fell by 4.4% in the first half despite efficiency gains. TTM pre-tax profit is £80.7m 
compared with £84.8m for the year to January 2017. Hitting consensus estimates of £86.9m for 
2018 now looks like a challenge and it seems that this is the likely reason for the share price fall.

The other thing to keep an eye on is operating cash 
flow. This fell by 20% before working capital and by 
just over 27% after.
 
The cash outflow from increased receivables was 
lower than last year and there was a helpful increase 
in payables. But it is the huge swing in cash flow 
from inventories that is the issue. The company has 
said that this is due to a stock build up on popular 
products and the impact of currency:
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“Cash generation in the half year reduced due to an increase in stock value - in part due 
to the impact of foreign exchange on unit costs, and in part due to a planned build-up of 
stocks of popular lines”

Big increases in stock can be unnerving as it raises the prospect that they might have to be 
discounted in order to sell them and lower profits in the process. The trend needs to be closely 
watched but I’m not sure that there is anything too untoward going on here. A look back at previous 
half year cash flow statements shows that stock build ups and cash outflows are quite a regular 
occurrence.

Whilst the annual reports do not disclose any significant stock losses in previous years, the trend in 
profit margins suggests that this has not been an issue.

A 15p special dividend was announced but it is possible that these may not be as big going forward 
given the company’s comments:

“The Board intends to retain its progressive ordinary dividend policy and to continue 
to return any surplus funds to shareholders by way of special dividend or other form of 
distribution. It also retains its previously stated objective of maintaining leverage at a level 
of 1.0x - 2.0x last twelve months underlying EBITDA. Therefore, mindful of the increase 
in leverage noted above, as well as the margin and cost headwinds which may limit 
profit growth in the short to medium term, the Board plans to review the amount and 
timing of future special dividends. The review will take into account anticipated trading 
performance together with likely reinvestment requirements, and may result in a deviation 
from the pattern of annual special dividends which has been established over recent 
years.”

Whilst Card Factory’s free cash flow performance 
has been good, it has been adding to 
borrowings to pay some of the special dividends 
in the last couple of years as cash dividends paid 
have been greater than free cash flow.

If profits growth is going to be hard to come by 
then this cannot continue without the net debt to 
EBITDA ratio increasing and getting closer to the 
company’s maximum targeted level.
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The 3.6% increase in underlying interim dividend implies a full year dividend of about 9.4p per share 
which gives an underlying dividend yield of about 3.2%. Assuming underlying free cash flow of just 
under £70m can be maintained gives a free cash flow yield of 7% of which most will probably find its 
way into shareholders’ pockets.

I think Card Factory is a reasonable business but not one that should command a high valuation 
without the prospect of profits growth. With the income attractions slightly diminished and forecasts 
likely to come down a bit, the shares look like they could struggle to go up for a while.

Share Discussion: JD Wetherspoon (LSE:JDW)
 
If you ask anyone who runs a 
pub they will probably tell you 
that it can be a very hard way 
to earn a living. The same has 
been true for shareholders in 
some pub companies. Of the 
major pub companies still listed 
on the stock exchange, only 
three have made meaningful 
money for their shareholders 
during the last decade as 
measured by total shareholder 
returns - the change in share 
price plus dividends received.

JD Wetherspoon has been the pick of the bunch. Founded by the very forthright and interesting Tim 
Martin, the company’s success has been based on a simple business model of offering food and 
drink at cheap prices in pleasant surroundings - by that I mean well maintained pubs that are kept in 
good condition rather than scruffy back street boozers. 

Its annual reports are a great read and are very candid about the company’s prospects and the 
issues facing the pub trade. 
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Competition and cost pressures make it difficult for pubs to make high returns on the money they 
invest, but Wetherspoon has chugged away consistently earning a ROCE of between 9% and 11% 
for the last quarter of a century. That’s the sign 
of a fairly decent business but does fall short of 
being outstanding.

That 9-11% when combined with building up 
the estate of pubs has allowed Wetherspoon 
to build up a very creditable record of turnover, 
profits and free cash flow. The company proudly 
presents this information in its annual report 
every year.
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After struggling to grow profits for the last few years, Wetherspoon has had a stellar year in 2017. 
Pre-tax profits were up by 27.6%. This was driven by an extremely impressive rate of 4% like-for-like 
sales growth as shown below.

This has subsequently 
increased to over 6% in the first 
few weeks of its new financial 
year but the company has said 
this is unlikely to last as last 
year’s performance makes it 
tougher to keep on growing.

Cost pressures remain fierce 
and the company reiterated 
its view that like-for-like sales 
growth will need to be in the 
order of 3-4% this year just to 
maintain the level of profits. This 
is what City analysts seem to be 
expecting.

One of the most interesting analysis points about Wetherspoon is its definition of free cash flow. Like 
most definitions it starts off with the cash flow from trading and then takes away tax paid, interest 
paid, the money spent on maintaining existing pubs and the cost of buying shares for employees. 

In many ways, this is a fair estimate of the cash profits of a business. However, it needs to be 
treated with caution, especially if you want to value the company using it.

I think the expensing of shares for employees is commendable as it does reduce the amount of 
cash available for shareholders. The cash spent on existing pubs is more controversial as it is 
unlikely to be money that it spent on all pubs in the estate.

Full year Depreciation - a crude estimate of replacement capex - has been £72-73m during the last 
couple of years according to the company and is a better number to use in estimating underlying 
free cash flow or cash profits in my view.

Free cash flow can also be distorted by swings in working capital, so these are often best adjusted 
for as well. The great thing about Wetherspoon’s disclosure as it gives the investor all the information 
they need to have a go at working out its cash earnings.
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I’ve taken SharePad’s estimate of free cash flow (which deducts all capex spending) and adjusted 
for working capital, the excess of depreciation over spending on existing pubs, spending on new 
pubs, freehold site purchases and employee shares.

As you can see, on this basis Wetherspoon is good at converting its profits into free cash flow and 
has seen considerable underlying free cash flow growth during 2017.

As with retailing, site selection plays a key part in determining whether you end up with a good 
result or not. Wetherspoon has admitted to some mistakes and has sold or terminated leasehold 
agreements on 76 pubs during the last two years at a cost of £45m. 

At the same time, it has been 
spending quite a bit of money 
on buying out the freeholds 
on its pubs (converting them 
from leaseholds). You can 
see from the slide below that 
the company’s pub estate 
has significantly increased its 
proportion of freehold sites over 
the last decade.

57% of the estate is now 
freehold. I like pubs to be 
freehold. Not only does it gives 
some decent asset backing 
to the business but it also gives the company the flexibility to churn its estate more and get out of 
poorly performing sites whilst realising cash for reinvestment as well.

This is what Wetherspoon is doing. Its number of trading pubs is down by 55 over the last couple 
of years but the profit performance is telling us that the quality of them is clearly improving. The 
company is also quietly building up the size of its hotel portfolio which is making an increasing 
contribution to LFL sales growth.

In my view, Wetherspoon is a top quality pub operator and that is reflected in the value of its shares 
which have been on a storming run. They trade on just over 15 times adjusted historical free cash 
flow or just over 18 times earnings. Without another year of significant profit growth I wouldn’t be 
too sure that the shares will command a higher valuation for a while.

Share Discussion: Morrisons (LSE:MRW)

Morrisons’ shares are one of the most heavily shorted shares on the London stock exchange with 
13.4% of its shares out on loan at the time of writing. It’s not difficult to understand why professional 
investors are betting on the shares taking a tumble.

The simplified version is this:

The supermarket sector is currently embroiled in a savage price war which is cutting profit margins 
to the bone and producing miserly returns on capital employed. This week, Aldi - responsible for a 
lot of the disruption in the sector - reported that its sales growth had come at a cost of falling profits. 
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This could mean that more pain could be on the way, especially for the likes of Morrisons which is 
continuing to lose market share to the German discounter.

On top of this, Morrisons shares are not cheap and trade on over 19 times forecast earnings and 
have seen a sharp upwards rerating over the last couple of years.

The combination of a poor trading environment and an expensive valuation is the stuff of dreams for 
hedge fund managers. But betting against Morrisons shares has been a painful experience as the 
shares have performed well.

I have spent a lot of time in my local Morrisons 
store over the last few months and I have to say 
I like what I see and increasingly buy. It knocks 
spots off the local Sainsbury’s where the weekly 
grocery shop is a lot more expensive and it takes 
ages to get out of the store because virtually 
none of the tills are open.

Morrisons - with the exception of its fruit - based 
on my local experience is much better run and 
offers cheaper prices and good quality produce 
to boot. It seems as if I’m not alone in thinking 
this as Morrisons’ LFL sales performance has 
been pretty solid for some time now.
 
Profits are nudging up and debt is coming down. 
Even better news is that the company has 
stopped spending money on opening new stores 
and free cash flow has surged as a result.

The chairman and chief executive used to work in 
senior positions at Tesco in its heyday and knows 
how to run a good supermarket. They have done 
a good job in fighting off the shorters for now.
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But can they keep doing so? Self help can only take a business so far. Morrisons needs a step 
change in profitability and analysts don’t seem to be predicting that this will happen. 

Aldi and Lidl have turned UK food retailing into a low margin journey of attrition and they probably 
hold the key to ending the current madness. This does not look like happening any time soon which 
means that the shorters of Morrisons shares may well have their patience rewarded.

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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