SharePad ShareScope

Phil Oakley’s Weekly Roundup

Exclusively for SharePad and ShareScope users

29th September 2017
Market overview

Mame Price %chg 1w %chg 1m| %chg 1y | 1y high 1y low Date 1y | Date 1y
high low

FTSE 100 731953 AQTGE ¥-1.11 AGBE TH47 B3 669326 20617 41116
FTSE 250 19665.9 A128 ¥v-00275 A105 200249 172712 261517 41116
FTSE SmallCap 569096 A0841 A0316 Al145 574298 486264 28y 1Mne
FTSE AIM 100 508114  &121 w-0.798 4298 51884  3817.03 10817 41116
FTSE All-Zhare 4012889 A0849 w-0331 ATTI 413015  2641.91 261517 41116
S&P 500 250726 A0266 AZ53 A155 250824 208518 200917 41116
Brent Qil Spot $57.765 AZ29 A1 A182 559135 B44565 25017 1M1H6
Gold Spot & peroz 5128495 w-0545 ¥-2.48 ¥-202 5134910 HNM28.22 79T 181216
GBP/USD - LS Dollar per British Pound 13446 w-099 A402 A314 1.3591 1.20401 15917 16MNM7
GBP/EUR - Euros per British Pound 114075 A 0347 ABH59 ¥-18 1.1972 1.0795 181417 29/817
Top 10 FTSE All-Share winners Top 10 FTSE All-Share losers

Mo.| TIDM Mame %chg 1w Mo, TIDM Mame %achg 1w
1 CLLM  Carillion PLC A469 1 ALM Allied Minds PLC ¥-16.1
2 ING Imagination Technologies Gro... AZBY 2 CARD  Card Factory PLC ¥-15.6
3  PDL Petra Diamonds Ltd AZ06 3 WD Countrywide PLC ¥-12
4 KMR Kenmare Resources PLC A151 4  LAM Lamprell PLC v-10.8
5 POG Petropavliovsk PLC &11.8 5 FOXT Foxtons Group PLC ¥-732
i PETS Pets at Home Group PLC A1l4 i HMT Huntsworth PLC v-G6.11
¥ TLW Tullow Qil PLC A104 T STOB  Stobart Group Ltd ¥-5.61
a8 ENC EnCluest PLC A101 a LAMD Land Securities Group PLC v-5457
9 PMO Fremier Qil PLC A 968 9 TPT Topps Tiles PLC ¥-5.45
10 PURE  PureCircle Ltd AB923 10 HOC Hochschild Mining PLC ¥-53

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 4pp -Card Factory BLC
second half of its financial year 200 SMA
which includes the all important 5(_] SMA
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 14/5114 . . "7

been extremely volatile. To (c)SharePad
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 | 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, | 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.

Card Factory PLC (CARD) Card Factory PLC (CARD)

m= ROCE (incl leases) == EBIT margin

2013 2014 2015 2016 2017 13 15 7
www.sharepad.co.uk ©SharePad www.sharepad.co.uk Year ©SharePad

Ilts profit margins have been impressive too. Card Factory PLC (CARD)
Many retailers would love to have these levels of == Norm EPS w== FCF ps

)
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profitability.

-
(=]
|

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

-54
104
-16-

_20 T T T T T 1
That free cash flow along with a reasonable 12 13 14 15 16 17

. . e . . www.sharepad.co.uk Year ©SharePad
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 | 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.

ShareScope

Dividends {adjuste :II

Apr Jul Oct
Il Final quarter

2016  Apr dJul Oct 2017

Interim quarter

Il Special dividend

Apr dul

0.0p
Oct 2018

Differant currency

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.

2016
HNNNe

207
T

4= Prav MNext =+
Fiscal period ending
£ millions unless stated

KEY FORECASTS

2018

3TAT
TTM

2018

1118
Forecast

2019

1119
Forecast

2020

11/20
Forecast

Turmowver

MNorm EBITDA

EBIT

EBIT margin

MNorm Pre-tax

EP3(p)

EPS % chg

Dividend per share Adj
Dividend per share %chg Adj
Dividend cover

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:

408.6 426.2
84.3 101.9
B3.5 -
204
BO.7
19.0

Y-6.6

9.2
Ad5
2.1

BE.S
201
ADS
24.6
A1T0.3
0.8

17 Notes to the cash flow statement

Recongiliation of operating profit to cash generated from operations:

31 July 2017

Profit before tax

Net finance expense.

31 July 2016

Operating profit

Adjusted for.

Depreciation and amortisation

Loss on disposal of fixed assets

Cash flow hedging foreign cureney movemants

‘Share based payments charge

Operating cash flows before changes in working capital

(Increase)idecrease in receivables

F\nuease]fdemease in inventones

Increase in payables

Cash inflow from operating activities.
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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.

Card Factory PLC (CARD)
4= Prev Next =+ 2014 2015 2016 2017

Fiscal period ending 3TMa N4 T4 3Mnns 316 3MnMe 3/THe T HTNT
£ millions unless stated Q2 Prelim Q4 IFRS Q2 IFRS Q4 IFRS Q2 IFRS Q4 IFRS Q2 IFRS Q4 IFRS Q2 IFRS

CASH FLOWS [™]
Oparating profit 25.8 71.0 11.0 64.3 27.9 a8a.9 28.6 857 24.6
Depraciation & amortisation 36 7.5 4.1 a8 47 a7 52 10.8 51
Profit on disposals - - - - - (/%] a1 1.1 0.1

Change in stock (5.1) (4.7) (0.6) (2.2) (5.3) (8.8) 4.0 (1.0) (B.5)

I (1 Eé 12+ o.7) oy (.3 (2-0) (11.4) 1.1 (a.1)

Change in creditors 16.6 48 155 26 136 1.7 11.8 1.6 i7.0
Change in provisions - - - - - - - - -
Change in working capital f1.1) 0.6 6.2 1.1 1.0) (10.2) 39 1.7 0.4
Other {operafing) (0.0} - 9.2 10.7 1.2 a7 0.10 - (2.6)
Operating cash flow 283 79.1 30.5 B49 328 922 379 884 2786
Tax paid (6.3) (12.1) (5.1) (9.6) (5.4) (13.0) (8.8) (17.6) (8.8)
Net cash from operations 2210 67.0 254 753 274 79.2 291 B1.8 188

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 Card Factory PLC (CARD)
has been good, it has been adding to = Equly dividends paid

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.

www.sharepad.co.uk @SharePad
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Close Market Cap. fo PEY fo Yield™ EPV ps (7%) | EBIT yield
(m)

Card Factory PLC 290p £990.2 14.4 B.5 251.3p 7.8

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.

| 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 Jon rampon (I DYPLE
that it can be a very hard way 12 50 SMA

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 2007 08 10 M2 M3 14 M5 6 Nov'1T
returns - the change in share (c}SharePad
price plus dividends received.

TIDM Name Market Cap. Price %TR 1y %TR 3y %TR 5y %TR 10y
(intraday)
{m)

JOW Wetherspoon (J D) PLC £1321.8 £12.505 A35 A GO A170 A 155
Y¥MNGA  Young & Co's Brewery PLC £601.0 £13.57 ABOS Ad57 A7 A 110
FSTA  Fuller Smith & Turner PLC £328.7 £10.16 ¥-1.54 A17.3 AS14 AG26
GMNK Greene King PLC £1755.2 566.25p ¥-Z1.6 ¥-l4.5 A199 a14.7
MARS Marston's PLC £713.2 108p ¥-19.1 ¥-12 A23T v-27
MAB Mitchells & Butlers PLC £1070.1 253.25p ¥-4.28 ¥-i7 ¥-6.6 ¥-53.6
EIG El Group PLC £668.7 138.75p A50.8 A16.4 A1189 ¥-r24
RBG Rewvolution Bars Group PLC £104.1 208.125p A 384

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 | mean well maintained pubs that are kept in
good condition rather than scruffy back street boozers.

lts 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 Wetherspoon (J D) PLC (JDW)

of a fairly decent business but does fall short of 12 == ROCE (incl leases)
being outstanding. o
:
That 9-11% when combined with building up " :
the estate of pubs has allowed Wetherspoon "
to build up a very creditable record of turnover, i
profits and free cash flow. The company proudly 1
presents this information in its annual report ° 1995 1999 2008 2007 2011 2015
evew year‘ www.sharepad.co.uk @SharePad
Summary accounts for the years ended July 1984 to 2017
Financial Revenue Profit/({loss) Earnings Free cash Free cash
year Tlow Tlow
before per share per share
tax and before
exceptional exceptional
items items
GEP@eB8 GBFa@e pence GEP@ee pence
1984 818 (7) @
1985 1,890 185 0.2
1986 2,197 219 8.2
1987 3,357 382 8.3
1988 3,709 248 8.3
1989 5,584 789 8.6 915 0.4
1990 7,047 603 8.4 732 0.4
1991 13,192 1,898 2.8 1,236 8.6
1992 21,380 2,020 1.9 3,563 2.1
1993 30,800 4,171 3.3 5,879 3.9
1994 46,600 6,477 3.6 5,837 3.6
1995 68,536 9,713 4.9 13,495 7.4
1996 10@, 480 15,200 7.8 20,968 11.2
1997 139, 444 17,566 8.7 28,027 14.4
1998 188,515 20,165 9.9 28,448 14.5
1999 269,699 26,214 12.9 4@, 888 20.3
2000 369,628 36,052 11.8 49,296 24.2
2001 483,968 44,317 14.2 61,197 29.1
2002 601,295 53,568 16.6 71,370 33.5
2003 73@,913 56,139 17.0 83,897 38.8
2004 787,126 54,074 17.7 73,477 36.7
20085 809,861 47,177 16.9 68,774 37.1
2006 847,516 58,388 24.1 69,712 42.1
2007 888,473 62,024 28.1 52,379 35.6
2008 907,500 58,228 27.6 71,411 50.6
2009 955,119 66,155 32.6 99, 494 71.7
2018 996,327 71,015 36.0 71,344 52.9
2011 1,072,014 66,781 34.1 78,818 57.7
2012 1,197,129 72,363 39.8 91,542 70.4
2013 1,288,929 76,043 44.8 65,349 51.8
2014 1,409,333 79,362 47.8 92,850 74.1
2015 1,513,923 77,798 47.8 109,778 89.8
2016 1,595,197 80,610 48.3 9@, 485 76.7
2017 1,668,750 102,830 69.2 107,936 97.8
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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 wetherspoon
increased to over 6% in the first

few weeks of its new financial Like-for-like Performance
year but the company has said

nisisunily oastas ot O O

year’s performance makes it

tougher to keep On growmg Bar +3.1 +3.3 +1.2 +2.7 +3.8 +2.8 +1.7 0.8 +2.5 -4.3
Food +5.7 +3.5 +7.3  +120 +109 +4.8 +4.2 +0.1 04 +7.9

Cost pressures remain fierce

and the company reiterated Machines ‘1.2 232 2.8 31 +04 -2.8 35 +121 75 5.8

its view that like-for-like sales

growth will need to be in the Hotels Sl
Order Of 3_4% thls year JUSt to LFL sales +4.0 +3.4 +3.3 +5.5 +5.8 +3.2 +2.1 +0.1 +1.2 -1
maintain the level of profits. This
is what Clty analysts seem to be LFL Pub profit* +8.4 03 11 420 +44 22 12 20 17 66
expecting.
Wetherspoon (J D) PLC (JDW)

4= Frev Next=» 2015 2016 27 2018 2019 2020
Fiscal period ending 26/TH15 241716 3THT 11718 17719 17120
£ millions unless stated 4 4 2 Forecast Forecast Forecast
KEY FORECASTS
Tumaover ol 1,5139 1,5852 1,660.8 1,668.5 1,744.2 1,808.1
Morm EBITDA 1739 181.0 202.0 201.5 207.8 211.9
EBIT 107.3 108.7 128.5 123.9 127.8 128.0
EBIT margin T.1 6.9 7.7 T4 T3 T.1
Morm Pre-tax 73.3 75.3 100.4 a7.6 88.7 1021
EPSip) ol 48.6 441 6B.3 67.2 67.2 74.2
EPS % chg ol Ad3.1 ¥&2 A54T ¥-1.6 Yo A10.4
Dividend per share Adj 12.0 12.0 120 120 12.0 12.0
Dividend per share ochg Adj Yoo L Yoo Yo Yo ¥
Dividend cover 4.0 3.7 5T 5.6 5.6 6.2

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.

| 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.

www.sharescope.co.uk/philoakley
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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 BAEREFENEN

spending quite a bit of money Property Update
on buying out the freeholds | [

on its pubs (converting them st e st tarof BV s

from leaseholds). You can Freehoc pubs opened s 10 » m  w ow w3 on o
see from the slide below that SR : : e e e
the company’s pub estate Closures/disposals 1a1) (az} (6} 15) 13 13) 12) 13} [F]} -
has significantly increased its

proportion of freehold sites over e = p e T = e e, e e
the |ast decade Pubs in Republic of Ireland 5 3 (] 1 - = = = = =

Total trading pubs 895 926 51 927 836 B850 B23 775 731 634

New hotels in period 7 7 a 4 2 2 - E 3 2

Average cost of development [£k) 2,299 2,459 2,070 1,643 1552 1420 1,207 BST 851 1,498

57% of the estate is now B N Y T S T B
freehold. | 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.

Freehald (%) 57.0 514 43.2 466 4.2 438 434 413 417 421

Leasehold (%) a43.0 486 508 53.4 55.8 56.2 56.5 S&T 583 57.9

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 | 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.

== PE dall

Morrison (Wm) Supermarkets PLC Morrison (Wm) Supermarkets PLC (MRW)

T T T T T T T T T 1
01/08 01110 0111 0112 0113 0114 0115 0116 097

15 18 NovUIT | wsharepad.co.uk ESharePad

(c)SharePad

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.

| have spent a lot of time in my local Morrisons Group like-for-like sales, ex-fuel, ex-VAT
store over the last few months and | have to say
| like what | see and increasingly buy. It knocks 3.4%
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.

Q3 Q4 Q1 Q2
2016/17 2017/18

Morrison (Wm) Supermarkets PLC (MRW)

56— ™= Norm EPS == FCF ps == Capex to dep 320 0y

Profits are nudging up and debt is coming down. :9- ;igﬁ
Even better news is that the company has 200 5

stopped spending money on opening new stores 60 e

and free cash flow has surged as a result. I I I I I 80
40
=1 [ 5 l HE EN

I
(a5
=]
d

o, Juoneioaida)

The chairman and chief executive used to work in 40
H e H B -14 T T T T T ) -BO —

senior positions at Tesco in its heyday and knows 12 13 14 15 16 17

how to run a good supermarket. They have done | #ww-sharepad.co.uk Year ©SnarePad

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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