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Ocado 
Coming of Age 
 

 

Thesis: Ocado has the potential to become a ‘category killer’ as its 

model is uniquely fit for purpose. The business should prove it is 

coming of age with accelerating sales growth, 400bp margin 

expansion and 34% EBITDA CAGR to FY17. 

• Sales growth to accelerate: the collective impact of increased capacity, focus, new 

customers and a larger grocery range than established competitors for the first time 

in 2013, will lead to more than 20% sales growth by 4Q13.  

• 400bp margin upside: the fixed cost dilution from 18% revenue CAGR and the 

variable cost reduction from more efficient technology should lead to more than 

400bp EBITDA margin expansion and 34% EBITDA CAGR over the next five 

years. The switch to positive cash generation in FY14 should dispel questions 

regarding the sustainability of the Ocado business model (Fig 1). 

• Morrison option potentially worth 15p: a licensing agreement with Ocado seems 

likely because Morrison does not have enough time to develop a solution internally. 

The precedent provided by the 1998 Peapod/Coles licensing agreement suggests an 

agreement could be worth 15p per share, which is not included in our estimates or 

target price. There is a wider opportunity for Ocado to licence technology abroad. 

• Potential double bagger: although the shares have already doubled YTD, our DCF 

based 300p fair value suggests more than 40% upside. The shares could double 

again if online retail peer multiples are applied to our long-term estimates. Ocado 

trades at 21x P/E with 8% free cash flow yield on our FY16 estimates.

Fig 1: Ocado capex and free cash flow (£m) 
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Sales by region  Market share of UK online grocery market 
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Share price and relative to Europe  Redburn EPS monitor  IDEAS Estimates Momentum (c) 
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Summary financials and valuation 

Year-end November (£m) FY12 FY13E FY14E FY15E FY16E FY17E 

Sales 732 857 1,028 1,213 1,419 1,660 

Revenue 679 795 955 1,126 1,318 1,542 

EBITDA 34.5 43.4 65.4 88.6 114.1 145.6 

EBIT (underlying) 5.4 6.2 21.7 40.2 60.6 86.6 

Net income (underlying) 0.0 1.9 18.4 38.2 58.2 87.6 

EPS (underlying) 0.0 0.3 3.2 6.6 10.0 15.0 

EV/sales 1.9 1.6 1.3 1.1 1.0 0.8 

EV/EBITDA 36.6 29.1 19.3 14.2 11.1 8.7 

P/E N/A N/A 65.8 31.8 20.9 13.9 

FCF yield -5.3% -3.4% 4.4% 5.6% 8.1% 11.1% 
 

Note: underlying excludes exceptional items 

Source: Redburn, company 

 
(a) 12m average daily traded value, (b) S&P/Moody’s, (c) relative to IDEAS Europe or UK universe. 

Ocado Buy 

Bloomberg OCDO LN  Free float 47%  Key shareholders Fidelity (17%), Jorn Rausing (12%) 

Price GBP209  Daily traded value (a) 1.5m  Key executives Tim Steiner (CEO), Duncan Tatton-Brown (CFO) 

Market cap GBP1,207m  Credit rating (b) N/A  Key brands Ocado 

Enterprise value GBP1,262m  5-yr CDS spread (bp) 31    
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Executive summary 

 

Ocado is set to prove the sustainability of its business model by 

generating positive free cash flow for the first time, underlining that 

the business will be a unique beneficiary of structural online growth 

in the food retail industry. The completion of capacity expansion 

projects, a 40% increase in the product range and the 50% increase 

in new customers in 4Q12 are the drivers of an acceleration in sales 

growth to 20% in FY13E versus 11% in FY12 and 400bp of EBITDA 

margin upside over next five years. The possible licensing agreement 

with Morrison is a free option for investors worth an estimated 15p 

per share, on top of our 300p fair value. 

In building the case on Ocado we would like to highlight three elements of our work 

we believe are unique:  

(1) Market size and customer analysis, leading to the conclusion the company should 

deliver at least 18% sales CAGR to FY17. 

(2) Detailed analysis of Ocado’s operating costs with input from leading specialist 

consultants, suggesting 400bp margin upside. 

(3) Decomposition of Ocado’s returns, indicating the company should generate 30% 

post-tax ROCE by FY17. 

Back to the future 

Ocado is the only listed European food retailer to benefit unequivocally from the 

structural growth of online grocery. Home delivery is, by definition, more convenient 

than shopping in stores for many customers, which is one of the reasons why more 

than half of American households chose to have milk delivered to their homes prior to 

1960 (Fig 2).  

The conditions are now ripe for a return to higher penetration of home delivery. The 

decline of home delivery throughout the 1960s and 1970s was due to an increase in 

supermarket scale as well as car ownership, which made the price of delivered milk 

relatively expensive and less convenient. The Ocado business model means groceries 

can once again be delivered for a mere c3% price premium to shopping in store. The 

price gap between Ocado and stores should continue to diminish over time as 

efficiencies are reinvested. Hence, we expect online to represent more than 15% of the 

UK grocery market in 15 years versus 3-4% currently. Ocado should be the prime 

beneficiary of online growth since the company does not have any stores to 

cannibalise. 

Executive summary 
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Executive summary 

Fig 2: Home delivery as % of total liquid milk volumes in the US 
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Source: USDA 

Ocado growth set to accelerate 

Ocado’s sales growth should accelerate in 2013 due to increased capacity, management 

focus, more customers and an expanded range. 

Ocado’s sales growth slowed from 29% in 2010 to 11% in 2012 due to capacity 

constraints in its Hatfield, Hertfordshire, customer fulfilment centre (CFC1) and 

diversion of management focus during this critical expansion phase. The completion 

of upgrades to CFC1 during 2H12 and the opening of the new fulfilment centre 

(CFC2) in Dordon, Warwickshire, in 1Q13 gives the company sufficient physical and 

management capacity to accelerate growth, which we believe should exceed 20% by 

4Q13. 

Ocado saw a 50% increase in new customers in 4Q12, supported by a promise to beat 

Tesco’s prices. We believe this should translate to a 25% increase in total customers in 

FY13. Sales growth has exceeded growth in customer numbers for most years in the 

company’s history (Fig 4). Google searches for Ocado have accelerated to +9% YoY 

over March and April 2013 compared with -4% in FY12. 

Ocado is on track to increase its product range by 40% in FY13. When Ocado 

increased its range by 25% in 2008, sales growth accelerated from 16% to 20%. More 

importantly, Ocado will have a bigger range than all grocery competitors by the end of 

FY13 (Fig 4) for the first time. This should lead to faster sales growth as only Ocado 

will be able to fulfil the unique needs of a long tail of niche consumers.  
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Executive summary 

Fig 3: Sales growth vs customer acquisition  Fig 4: Online product range: Ocado vs competitors 
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Although our Buy recommendation is based on the long-term cash generation of the 

company, we acknowledge that the share price moves with quarterly sales growth  

(Fig 5), which we expect to accelerate during FY13. 

Fig 5: Ocado share price vs quarterly sales growth: actual and estimates 
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Margin upside 

The fixed cost dilution due to 18% revenue CAGR forecast over FY12-FY17 and the 

variable cost reduction from more efficient technology in the new customer fulfilment 

centre should lead to more than 400bp EBITDA margin expansion over the next five 

years. Importantly for investors, more than half of the margin expansion we forecast 

comes from the dilution of fixed costs, rather than efficiency improvement. Delays in 

warehouse productivity projects were partly to blame for the slower than expected 

margin progression over FY11 and FY12. The dilution of fixed costs is a natural 

consequence of high sales growth on negligible growth in the capital base, following 

the completion of CFC2 and the end of a head office hiring binge. The average number 

of administration employees increased by 21% CAGR from FY07 to FY12 and we 

expect only 5% annual growth in future. 
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Executive summary 

30% ROCE potential 

Ocado should generate a substantially higher return on invested capital than 

supermarket competitors in five years’ time due to superior capital productivity and 

similar margins. The former has already been proven; Ocado’s revenue was 4.6x lease-

adjusted invested capital in FY10 before construction started on CFC2, compared to 

2.0x for UK supermarket peers on average. We forecast an improvement in revenue to 

6.6x lease-adjusted invested capital by FY17 combined with 5.7% lease-adjusted EBIT 

margin, giving 30% post-tax ROCE. This is substantially higher than our forecasts for 

6-8% lease-adjusted ROCE at Tesco, Sainsbury and Morrison in FY17.  

Morrison option worth 15p 

Our analysis of the US internet grocer Peapod’s licensing agreement with Coles 

Australia in 1998 suggests a potential licensing agreement between Ocado and 

Morrison could add 15p per share to Ocado’s share price. This upside is not included 

in our 300p target price or in our earnings estimates. Ocado could also licence 

technology to other retailers. 

Risks are manageable 

The possible termination of the sourcing agreement with Waitrose should not derail 

Ocado’s sales and margin progression. We think the Ocado relationship with Waitrose 

will continue after FY17, since private-label suppliers and Waitrose are unlikely to 

want to lose 16% of their total volume and a key growth channel. Furthermore, any 

change in the terms of the sourcing agreement could be beneficial to Ocado as the 

financial benefit of Waitrose’s buying volume may be less than the 1.4% of sales 

(including VAT) sourcing fee paid to Waitrose.  

The risk that Ocado’s supermarket competitors may cut prices or lower the delivery 

charge to put it out of business is diminished by the more important incentive for 

supermarkets to protect store profitability from online cannibalisation. Our forecast 

for 100bp of gross margin investment at Ocado by FY17 incorporates this risk. 

Ocado’s increased level of cost capitalisation in FY12 results, though arguably 

reducing the quality of earnings, is appropriate to match benefits from intellectual 

property development, which could be realised in licensing deals. 

Fair value 300p 

Ocado is the only listed company to have cracked the complexity of direct online 

grocery. Considering the significant barrier to new entrants, Ocado is the 

unambiguous beneficiary of the structural growth of online grocery. Our 300p fair 

value for Ocado is justified by DCF, but a comparison with internet retail peers 

suggests the shares could be worth as much as 600p. Our EBITDA forecasts are 3%, 

17% and 22% ahead of consensus (Fig 78) over FY13-FY16 giving a free cash flow yield 

of 8% and a P/E of 21x by FY16 on the current share price.
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01/ The future of food retail 

 

Ocado is the only listed company to benefit unequivocally from the 

structural growth of the online grocery market. Ocado’s sales growth 

should accelerate in 2013 due to increased capacity, customer 

numbers, range expansion and management focus.  

 

 

01/ 
The future of food retail 
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01/ The future of food retail 

Ocado is the unequivocal beneficiary of online grocery growth 

“In the future, app development is going to be just as important as property 

development.” Phil Clarke, Tesco CEO, 25 March 2013 

Ocado benefits uniquely from the structural growth of online grocery retail in the UK. 

This is because the growth of online is dilutive to conventional supermarket margins 

and returns but accretive to Ocado. The structural growth of the online food market 

combined with competitive advantages of the company should deliver rising margins 

and returns at Ocado. 

The home delivered online grocery customer has an incrementally lower margin for 

the supermarket operator than a store customer. This is because the £3-5 delivery 

charge is insufficient to offset the £15-20 costs of picking and delivering from stores. 

Ocado’s centralised distribution model is far more efficient in terms of order 

fulfilment and does not involve cannibalisation of existing store sales. 

The structural growth of the online grocery market should lead to sustained double-

digit sales growth, margin expansion and positive free cash flow at Ocado. Elevated 

levels of growth capex over FY11 and FY12 were a drain on Ocado’s cash flows and 

put credit metrics under pressure, leading to a £35m equity placing in FY12. The near-

completion of these investments means the company is set to generate positive free 

cash flows from 2H13 for the first time in its history. The imminent cash generation of 

the company gives us confidence in the longevity of Ocado’s business model. 

Supply creates demand 

The UK leads the world in terms of internet penetration of grocery retail due to 

concentration and innovation (Fig 6). The UK is one of the world’s most concentrated 

food retail markets in terms of population density and market share. Ocado, Tesco, 

Asda, Sainsbury and Waitrose appear to have been more innovative in the area of  

e-commerce than competitors in other markets. 

Fig 6: UK online grocery market (£bn)  Fig 7: Online grocery market growth rate (%) 
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We forecast that the value of the online grocery market will rise from £5.6bn in 2012  

to £8.5bn in 2015 (Fig 6), which will increase the overall penetration of grocery retail 

(Fig 8). In spite of strong recent growth grocery penetration remains low compared to 

most other categories (Fig 9). 

Part of this growth will be driven by capacity expansion of Tesco, Asda, Sainsbury and 

Morrison through dedicated fulfilment centres and ‘click and collect’. The growth of 

the overall online market should help drive customers towards Ocado. According to 

Ocado management, internet shoppers with competitors are at least five times more 

likely to switch to Ocado than customers who have never shopped online. 

Fig 8: Online as % of total UK grocery sales  Fig 9: Online as % of total UK sales by category (2012) 
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Source: Redburn, IGD  Source: Redburn, Verdict, IGD 

Back to the future 

“If you put your mind to it, you can accomplish anything.” Marty McFly 

Ocado’s market in the UK could very easily grow to be bigger than most people expect 

due to reflexivity. The market can grow because customers realise the benefits of home 

delivered online shopping or because a new invention can make the offer more 

compelling. Ocado has a good history of innovation to improve the home shopping 

experience, such as the capability of deliveries arriving in a one-hour time slot and the 

ability to sign up via Facebook. It is difficult to foresee what the next innovation will 

be, but whatever it is should grow the market. The ability to buy groceries via a 

smartphone app is an example of innovation that has and should continue to benefit 

Ocado’s growth. Ocado first launched its transactional smartphone ‘app’ in 2009 and 

by 2012 it accounted for 28% of transactions. 

A continuation of current growth rates implies online grocery should be 15% of the 

market in 15 years versus 3.4% in 2012 (Fig 10). Mark Price, the CEO of Waitrose, 

believes online grocery could ultimately be 40% of the UK grocery market. Online 

grocery already represented 6% of Tesco’s UK sales in FY12/13. 
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Fig 10: Grocery market size – online vs total (£bn) 

 ------------ Online grocery market (£bn) ------------ 

Grocery market 

(£bn) ------------------ Online penetration ------------------ 

Year 10% CAGR 15% CAGR 20% CAGR 4% CAGR 10% CAGR 15% CAGR 20% CAGR 

2012 5.6 5.6 5.6 163.2 3.4% 3.4% 3.4% 

2017E 9.0 11.3 13.9 198.6 4.5% 5.7% 7.0% 

2022E 14.5 22.7 34.7 241.6 6.0% 9.4% 14.4% 

2027E 23.4 45.6 86.3 293.9 8.0% 15.5% 29.4% 

2032E 37.7 91.7 214.7 357.6 10.5% 25.6% 60.0% 
 

Source: Redburn estimates, IGD 

While it is very difficult to predict the ultimate penetration of the market, we can try to 

understand the process which generates the growth: relative convenience and value. 

History provides fundamental clues. More than 50% of the US population received 

home delivered milk from the 1930s to the 1960s (Fig 11). The reasons for customers 

abandoning home delivery could point to conditions for its comeback. 

In the 1960s and 1970s, customers abandoned home delivery as it became relatively 

more expensive. Supermarkets proliferated over this period, and their ability to 

consolidate volumes led to substantial reductions in the real price of food. The newly 

invented supermarkets had the buying power of tens of thousands of customers, 

compared to the previous competitive situation of one customer versus the milk 

producer. Supermarkets became far cheaper than the milkman so it is no wonder 

customers stopped taking home deliveries. 

The emergence of the online grocer means history has come full circle. The customer 

can receive both the cheap prices and buying power of a supermarket with the 

convenience of home delivery. This is the primary reason for the resurgence of home 

delivery. It just so happens the internet is the most convenient method for the 

customer to communicate their order to the retailer. 

Fig 11: Home delivery as % of total liquid milk volumes in the US 
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Having groceries delivered to home is for many customers more convenient than 

shopping in a store. The home delivery process means the customer does not have to 
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take the time to drive to the store, find a car park, walk the aisle, wait in a queue, load 

the groceries in the car and take the groceries into the house. The Ocado delivery man 

will take care of all of those tedious jobs for the customer for a fee of £0-7. An often 

time-poor consumer has decided this is an acceptable trade-off. 

Scale and competition is making the relative cost difference between shopping online 

and in-store smaller. UK grocers’ prices online and in-store are identical, with the 

main difference being the delivery charge. This charge has to be weighed up against 

the opportunity cost of the shoppers’ time, and the actual cost of getting to the store 

and back. Historically, studies have shown that people generally underestimate the 

opportunity cost of their time and so are irrationally averse to delivery charges, but 

this is changing as the quality of the service improves. 

The path to growth 

Over the next 15 years there are two primary drivers of growth in internet shopping. 

In order of significance these are: 

• More customers trying online shopping. 

• Existing online shoppers spending more of their money online. 

The biggest opportunity for online sales growth is from converting 86% of internet 

users who have never shopped online for groceries (Fig 12). Once a customer has tried 

shopping online they tend to buy 25% of their groceries from the internet. Our 

forecasts for over 15% internet penetration of the UK grocery market in 15 years’ time 

assume that 50% of households will sometime use the internet for grocery shopping, 

and these customers will buy 32% of their groceries online (Fig 13). 

Fig 12: UK grocery market 2012  Fig 13: UK grocery market 2027E 
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Source: Redburn estimates based on Kantar and IGD data  Source: Redburn estimates based on Kantar and IGD data 

The opportunity for Ocado to grow sales is illustrated by its low but consistently 

improving penetration figures (Fig 14). In 2012 Ocado had the capacity to supply 
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groceries to 18.5 million households representing over 70% of the UK population. Of 

this potential target audience only 1.9% were active customers in 2012. 

Fig 14: Households covered by Ocado and regular shoppers as % of covered households 
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Ocado has crossed the moat 

The challenge of making money in online grocery is like crossing a treacherous moat; 

it may be near impossible to cross but, once achieved, the moat remains an obstacle for 

anyone else attempting to do it. Positive EBIT and positive maintenance free cash 

generation at Ocado in FY12 suggest the company is ‘over the moat’, which now 

protects the Ocado business model from competitive threats and increases the scarcity 

value of the company and its intellectual property. 

Online grocery is challenging 

“Amazon Fresh is a test. It’s only in Seattle. The customer experience is good. The 

economics, we’re still tinkering.” Jeff Bezos, CEO of Amazon.com, June 2011 

It is very difficult to make money in online grocery, because the logistics are incredibly 

complex. Every day thousands of customer baskets need to be filled with a different 

combination of thousands of products. The number of possible combinations and 

permutations quickly reaches the billions, and the products for each customer need to 

be delivered simultaneously at a specific time with unique packaging and product 

temperature requirements. The product shelf lives may be only a few days, which 

limits margin for error. On top of this, the gross profit per item is often very low, 

especially relative to weight and physical size of the item, adding to operating costs. To 

compound the challenges, customers are unwilling to pay for the full cost of home 

delivery. 

Even Amazon, the category-killer in books and electronics, has not managed to crack 

online grocery. Amazon’s operating model is focused on getting one product to one 

customer at some unspecified point in time, rather than the Ocado model of delivering 

50 lower value items to a customer simultaneously in a one-hour timeslot. Amazon 

has been testing Amazon Fresh, its home delivered grocery concept, in Seattle since 

2007. It is yet to decide to expand it further despite recurring rumours that it will.  
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Ocado protected by the complexity of online grocery 

The complexity of online grocery protects Ocado from new competition. The few 

businesses similar to Ocado were either bought out by supermarket operators 

(GroceryWorks was bought by Tesco, Peapod was bought by Ahold), went bust 

(WebVan) or are privately held (FreshDirect). Supermarket based retailers, though 

likely to continue growing online sales, are unlikely to see a net benefit from the 

growth of online because it cannibalises the returns of their core store business. 

Incumbent supermarket operators in developed markets are unlikely to allow new 

pure-play online entrants. 

We see no reason Amazon could not buy Ocado. Ocado is a direct-only online retailer 

similar to Amazon, it has a leading market position in the UK online retail market that 

is particularly well suited for online grocery and Amazon has a history of similar 

acquisitions. Amazon owned a significant stake in pioneering US online supermarket 

HomeGrocer and bought WebVan after the company went bankrupt in 2001 and 

continues to operate it to this day.  

Ocado stacks up well relative to Peapod 

Ocado’s growth in customers, customer orders and profitability has surpassed Peapod 

– the most similar peer for which we can find reliable data. 

Peapod is perhaps America’s most successful online grocer with €508m (£423m) of 

revenue growing at 12% in 2012, with 2-3% EBIT margins on mature home delivery 

routes according to its owner Ahold. Peapod has been profitable “for years” according 

to Internet Retailer magazine (31 March 2011). It was founded in 1989 as a pure online 

retailer, listed on the Nasdaq in 1997 at 3.8x EV/sales ($224m EV), and bought out by 

Ahold in 2001 for 0.8x EV/sales ($83m EV) when the EBITDA margin was -45%. The 

company never even approached profitability while listed (1997-2001).  

Peapod is not directly comparable to Ocado because a portion of the groceries are 

picked from grocery stores. The US market is more challenging for online grocery due 

to lower population densities and higher competition. And Peapod commenced 

operations during the ‘dial-up’ internet days which were less favourable for customer 

acquisition. Nonetheless, we believe a comparison with Peapod provides a useful 

benchmark for Ocado because it started as a pure online player and has survived for  

24 years.  
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Fig 15: Customer acquisition  Fig 16: Customer orders 

13
35

100 95
112 124

76

134
167 178

40

193

-

50

100

150

200

250

1 2 3 4 5 6Year

C
u

st
o

m
er

s 
(t

h
o

u
sa

n
d

s)

Peapod customers (thousands) Year 1 = 1995

Ocado customers (thousands) Year 1 = 2003
 

 

124 201
397 495 571

772897

1,477

2,157
2,598 2,932

317

-

500

1,000

1,500

2,000

2,500

3,000

1 2 3 4 5 6Year

O
rd

er
s 

(t
h

o
u

sa
n

d
s)

Peapod customer orders (thousands) Year 1 = 1995

Ocado customer orders (thousands) Year 1 = 2003
 

Source: Redburn, companies  Source: Redburn, companies 

 

Ocado managed to increase customer numbers (Fig 15) and customer orders (Fig 16) 

more rapidly than Peapod in its formative years. Ocado now has bigger scale than 

Peapod despite commencing operations 12 years later. Ocado achieved revenues of 

£731m in 2012 compared with £423m at Peapod (including Albert online operations 

in the Netherlands). Even though Peapod is not directly comparable to Ocado, this 

highlights how Ocado has been relatively successful, and we see no reason why Ocado 

should not therefore enjoy the longevity of Peapod. Indeed, with the benefit of 

hindsight, we believe Peapod entered the market too early. 

Ocado rated best UK online grocer by customers 

Ocado’s growth has been driven by giving customers a better experience than the 

competition on average, not just the relative convenience of home delivery over 

shopping in stores. The Grocer magazine ranked Ocado the number one online grocer 

in “The world’s best 50 grocers 2013.” According to Which magazine, Ocado ranked 

the number one online grocer in the UK in 2012 (Fig 17), beating two of the most 

successful grocery retailers in the world, Tesco and WalMart (Asda). Ocado ranked 

either number one or two in every category. Additionally, Ocado was awarded ‘Online 

Grocer of the Year’ in 2006, 2007, 2009 and 2010 by The Grocer magazine. 

Fig 17: Customer survey of online UK grocers in 2012 (score out of five, higher is better) 

‘Which’ 

survey 

Customer 

service Value Delivery Substitution 

Placing the 

order 

Quality of 

fresh 

produce Overall score

Ocado 4 3 4 3 4 5 80%

Waitrose 5 4 4 3 3 5 80%

Sainsbury 4 3 3 2 3 4 70%

Tesco 3 3 2 2 3 3 64%

Asda 3 4 2 2 3 3 59%
 

Source: Redburn, ‘Which’ magazine 
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A consistent record of excellent customer satisfaction relative to competitors supports 

our forecasts that Ocado should be able to gain share of the online grocery market in 

the UK. 

Sales growth should accelerate during 2013 

We believe Ocado’s sales growth is set to accelerate due to: 

• Better customer experience. 

• Increased capacity. 

• Renewed management focus. 

• Accelerated acquisition of customers. 

• Increased product range. 

Ocado’s business model is geared to sales growth (Fig 29). An additional 1% of sales 

growth should lead to an additional 3% EBITDA growth, we estimate, due to fixed cost 

leverage before considering the reduction in variable costs due to scale efficiencies. 

Sales growth, then, is the primary driver of Ocado’s share price (Fig 18). 

Fig 18: Ocado share price vs quarterly sales growth with our forecasts 
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The likely acceleration in growth is not reflected in consensus forecasts. We forecast 

20% revenue growth to £795m FY13 (52-week basis) compared to consensus 

expectations for 17% growth to £772m (Bloomberg). Consensus sales expectations for 

FY13 have fallen. Fig 19 shows the growth evolution in growth expectations for FY13 

at each of Ocado’s quarterly reporting dates. 



 Ocado / 13 May 2013 
 

Important note: see regulatory disclosures on page 71 of this report. 19 

01/ The future of food retail 

Fig 19: Evolution in consensus forecasts for Ocado FY13 revenue growth (52-week basis) 

20.6%
21.6%

20.6%

22.7%

19.1% 19.0% 18.9%

14.9%
15.6%

16.4%

10%

12%

14%

16%

18%

20%

22%

24%

1Q11 2Q11 3Q11 4Q11 1Q12 2Q12 3Q12 4Q12 1Q13 2Q13E

 

Source: Redburn, Bloomberg 

 

Management focus on value 

Ocado management has the bandwidth to accelerate growth now that the most critical 

investments in capacity have been completed. The major upgrade to its Hatfield 

customer fulfilment centre (CFC1) was finished in 3Q12 and a second fulfilment 

centre (CFC2) opened during 1Q13 in Dordon.  

‘Low price promise’ evidence of renewed focus on sales growth 

Ocado launched a ‘low price promise’ in October 2012 to neutralise the perception the 

company is more expensive than competitors. The ‘promise’ compares the total price 

of the Ocado customer order with its equivalent at Tesco.com, to check that Ocado is 

cheaper. If Ocado is more expensive, a voucher for the difference in basket prices is 

emailed to the customer to use at his/her next shop. 

The ‘low price promise’ should contribute to an acceleration in Ocado’s sales growth. 

It offers a better deal for customers than Sainsbury’s ‘brand match’, which we believe 

helped boost Sainsbury’s growth during FY12/13. Ocado’s ‘price promise’ matches 

Tesco prices on promoted and standard tier own-label products, not just on brands, as 

per the Sainsbury offer.  

Ocado’s promise is clever, because it closes the price perception gap by more than the 

actual price investment and it also encourages customer loyalty. Say, for instance, an 

Ocado customer receives a voucher for £2 to spend at the next visit. The customer may 

be reassured that she paid only £2 for better service and range at Ocado or may decide 

that the £2 is important, and use it to contribute to the next £110 shop. Surely, either 

of these outcomes is more profitable than Ocado lowering prices by 2%, but similarly 

reassuring. Management suggests the utilisation of the price promise coupons is 

actually quite low, but the impact of coupons on perception is significant, because the 

actual price difference in most cases is smaller than perceived. 
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Customer satisfaction has recovered post capacity addition 

Ocado customer satisfaction has recovered to its pre-capacity constraint levels during 

December 2012 following the completion of the Hatfield CFC capacity upgrade over 

September-November 2012, and has held these levels throughout 2013 according to 

daily surveys of 2,000 respondents (Fig 20). The surveys provide support to our view 

that sales growth should return to historically higher levels throughout 2013 due to the 

addition of new capacity. 

Fig 20: Customer satisfaction with UK grocers 
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Source: Redburn, BrandIndex, 12-week moving average proportional surveys 

  
Ocado’s customer satisfaction continues to lag behind Asda, Sainsbury and Waitrose, 

suggesting room for improvement. The methodology of the survey does not provide a 

LFL comparison between Ocado and competitors because it compares the overall 

satisfaction of Ocado delivery service against the satisfaction with a predominantly in-

store shop at competitors. Ocado’s satisfaction should continue to improve as it lowers 

the price gap with competitors. 

Increase in customer numbers 

Ocado witnessed a 50% increase in new customer numbers in 4Q12, evidence that the 

‘price promise’ and capacity expansion projects are having a positive impact. We 

estimate that a 50% increase in new customers should translate to a 25% increase in 

active customers in FY13 and a 31% increase in active customers in FY14, on the 

assumption that the rate of new customer acquisition can be sustained and that Ocado 

retains 95% of the active customers of the previous year. 
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Fig 21: Ocado customer numbers  

Thousands of customers 2007 2008 2009 2010 2011 2012 2013E 2014E

Existing 159 169 183 209 249 283 337 423

New 19 24 37 54 49 72 108 162

Total active customers 178 193 220 263 298 355 445 585

        

Retention (est.) 95% 95% 95% 95% 95% 95% 95% 95%

Existing customer growth (est.) 25% 7% 8% 14% 19% 13% 19% 25%

New customer growth (est.) -51% 24% 53% 46% -9% 48% 50% 50%

Total growth 7% 8% 14% 19% 13% 19% 25% 31%
 

Source: Redburn, company 

  
We believe capacity constraints explain the estimated 9% drop in new customers 

during 2011 (Fig 21) and this drop led to the slowdown in sales during 2012. The 

acceleration in new customer acquisition over the course of 2012 should lead to higher 

sales growth in 2013 as the new customer spend annualises. Historically, Ocado has 

grown sales faster than customer numbers (Fig 22). 

Fig 22: Ocado customer growth YoY vs sales growth YoY  
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Source: Redburn, company 

  
The increase in customer numbers reported by the company is also supported by an 

acceleration in Google searches for Ocado. We believe the volume of Google searches 

is a good proxy for customer acquisition at Ocado. All Ocado customers shop via the 

internet and internet users will often type the name of the website they plan to visit 

into Google rather than typing the URL. This approach successfully predicted the 

slowing of sales growth in 2012. 
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Fig 23: Google search trends for Ocado vs Ocado sales growth 
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Increased product range 

Ocado is planning to increase its product range by 40%, from 28,000 products in FY12 

to 40,000 products in FY13. This will take Ocado’s product range significantly above 

the online grocery range offered by competitors for the first time. The increase in 

product range should create a step change in the desirability of Ocado’s offer to the 

customer, because Ocado will be able to access the ‘long tail’ of niche consumers.  

Individually, consumers who demand obscure products such as Vegemite are a 

minority, not significant enough to be catered for in a conventional mass-market 

supermarket. Collectively, however, such niche consumers form a big market, that 

only Ocado should be able to address due to its centralised distribution model. The 

grocery range offered by Ocado’s competitors is restricted to the range of the store 

closest to the customer from which the products are picked. This means that a Tesco, 

Asda or Sainsbury online shopper may be able to buy Chinese products online only if 

they live in an area with a high enough Chinese population to justify having the 

products in the store. Ocado will make these niche ranges available to a much broader 

audience. 

Fig 24: Online grocery product range (thousands of SKUs) 
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Ocado’s sales growth accelerated from 17% in 2008 to 25% in 2009 with the increase in 

range from 16,000 SKUs in 2008 to 20,000 SKUs in 2009 supporting new customer 

acquisition. We believe the doubling of the range from 20,000 products in 2011 to 

40,000 products at the end of 2013 should contribute to accelerated sales growth as 

was the case in the 2009 (Fig 25). 

Fig 25: The relationship between sales growth and product count (SKUs) 
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Ocado is the only listed company to benefit unambiguously from the structural 

growth of online grocery. The logistical difficulty of online grocery has been 

mastered by Ocado, but is a barrier to new entrants. Ocado’s sales growth should 

accelerate to more than 20% by 4Q13 due to the alleviation of capacity constraints, 

management focus, customer growth and having a larger product range than major 

competitors for the first time. 
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The scale and the efficiency benefits from sales growth and the 

technology in the new customer fulfilment centre should lead to 

EBITDA margin expansion from 4.7% FY12 to 8.8% FY17. Low 

capital intensity means this level of profitability should deliver 30% 

ROCE by FY17E before the company invests in its third fulfilment 

centre.  

 

02/ 
Margin expansion 
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Operating margin upside 

We forecast Ocado should be able to achieve an 8.8% EBITDA margin on sales 

including vouchers and VAT by 2017E, compared with 4.6% in 2012. The three 

sources of margin expansion are listed below in order of importance. 

• Fixed cost leverage: Ocado should add 230bp to EBITDA margins over the next 

five years from diluting fixed administration (160bp) and customer fulfilment 

centre costs (70bp). We do not expect Ocado to reduce marketing expenses as a 

percentage of sales. If we were to be conservative and assume Ocado is not able to 

improve group productivity at any point in the future, which is unlikely, then the 

EBITDA margin would continue to increase due to fixed cost leverage. Ocado 

should therefore be able to generate positive free cash flow even without the benefit 

of efficiency improvements. 

• Efficiency improvements to lower variable costs: improvements in CFC and 

delivery productivity should lead to 160bp of EBITDA margin improvement.  

• Gross margin: we estimate Ocado’s gross margin, including other income, will 

increase by only 20bp over the next five years with increased advertising revenue 

and commission income from suppliers offsetting price investment as was the case 

in FY07-FY12 (Fig 27). US internet grocer Peapod achieved advertising income 

from suppliers at 5.1% of grocery sales in 1997 compared to Ocado where such 

‘other income’ represented 2.3% of sales in FY12. 

The breakdown of our margin bridge over the next five years is illustrated in Fig 26.  

Fig 26: Forecast Ocado EBITDA margin bridge FY12-FY17E 
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Source: Redburn, company 

  
Compared with Ocado’s historical margin evolution (Fig 27), our forecasts assume 

more benefit from dilution of administrative costs and variable CFC cost 

improvements in the future. We are not forecasting a repeat of the 150bp benefit from 

growing marketing costs more slowly than sales over the past five years because we 

believe the company is likely to push for sales growth now it has the capacity to 

support it. 
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Fig 27: Actual Ocado margin bridge FY07-FY12 
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Our EBITDA forecasts (Fig 28) are expressed as a percentage of sales in Fig 29 and on 

a per order basis in (Fig 29). We believe that each CFC should be able to support £1bn 

of sales, which suggests construction on the third fulfilment centre is likely to 

commence in FY18. 

Fig 28: Ocado EBITDA  

£m FY07 FY08 FY09 FY10 FY11 FY12 FY13E FY14E FY15E FY16E FY17E 

Sales 291.4 341.0 427.3 551.0 643.0 731.9 856.6 1027.9 1212.9 1419.1 1660.3 

Vouchers (3.4) (2.5) (6.5) (8.1) (8.0) (11.2) (13.1) (15.7) (18.6) (21.7) (25.4) 

VAT (15.2) (17.1) (18.8) (27.2) (36.7) (42.1) (48.0) (57.6) (67.9) (79.5) (93.0) 

Revenue 272.8 321.3 402.0 515.7 598.3 678.6 795.5 954.6 1126.4 1317.9 1542.0 

Gross profit 88.0 102.8 122.8 161.6 184.8 207.3 240.5 286.0 334.4 389.2 453.7 

Other income 0.6 1.8 2.6 6.2 12.6 16.7 22.1 29.6 38.6 47.3 57.8 

Fixed CFC costs 16.0 16.3 16.6 17.3 17.8 17.6 26.5 27.0 27.5 28.1 28.6 

Variable CFC costs 14.5 19.3 22.0 30.3 37.2 41.4 44.6 50.9 58.6 67.5 77.8 

Delivery costs 38.9 44.3 51.3 63.4 71.9 82.8 95.3 113.2 132.3 153.3 177.5 

Other costs 9.9 4.6 4.0 5.2 6.6 8.1 9.5 11.4 13.4 15.7 18.4 

Admin expenses 12.0 14.2 17.9 24.2 28.1 33.3 36.0 38.9 42.1 45.6 49.3 

Marketing 6.8 3.7 4.4 5.4 7.9 6.3 7.4 8.8 10.4 12.2 14.3 

Total costs 98.1 102.4 116.2 145.8 169.5 189.5 219.2 250.2 284.4 322.3 365.9 

EBITDA (9.5) 2.2 9.2 22.0 27.9 34.5 43.4 65.4 88.6 114.1 145.6  

Source: Redburn, company 
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Fig 29: Ocado EBITDA as % of sales (inc VAT and vouchers) 

As % of sales FY07 FY08 FY09 FY10 FY11 FY12 FY13E FY14E FY15E FY16E FY17E 

Sales 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

Vouchers (1.1) (0.7) (1.5) (1.5) (1.2) (1.5) (1.5) (1.5) (1.5) (1.5) (1.5) 

VAT (5.2) (5.0) (4.4) (4.9) (5.7) (5.8) (5.6) (5.6) (5.6) (5.6) (5.6) 

Revenue 93.6 94.2 94.1 93.6 93.0 92.7 92.9 92.9 92.9 92.9 92.9 

Gross profit 30.2 30.1 28.7 29.3 28.7 28.3 28.1 27.8 27.6 27.4 27.3 

Other income 0.2 0.5 0.6 1.1 2.0 2.3 2.6 2.9 3.2 3.3 3.5 

Fixed CFC costs 5.5 4.8 3.9 3.1 2.8 2.4 3.1 2.6 2.3 2.0 1.7 

Variable CFC costs 5.0 5.7 5.1 5.5 5.8 5.7 5.2 4.9 4.8 4.8 4.7 

Delivery costs 13.3 13.0 12.0 11.5 11.2 11.3 11.1 11.0 10.9 10.8 10.7 

Other costs 3.4 1.4 0.9 0.9 1.0 1.1 1.1 1.1 1.1 1.1 1.1 

Admin expenses 4.1 4.2 4.2 4.4 4.4 4.5 4.2 3.8 3.5 3.2 3.0 

Marketing 2.3 1.1 1.0 1.0 1.2 0.9 0.9 0.9 0.9 0.9 0.9 

Total costs 33.6 30.0 27.2 26.5 26.4 25.9 25.6 24.3 23.4 22.7 22.0 

EBITDA (3.2) 0.6 2.2 4.0 4.3 4.7 5.1 6.4 7.3 8.0 8.8 
 

Source: Redburn, company 

  
Fig 30: Ocado EBITDA per order 

£ per order FY07 FY08 FY09 FY10 FY11 FY12 FY13E FY14E FY15E FY16E FY17E 

Sales 112.2 116.3 115.9 114.1 112.2 112.2 113.5 114.1 114.7 115.2 115.8 

Vouchers (1.3) (0.9) (1.8) (1.7) (1.4) (1.7) (1.7) (1.7) (1.8) (1.8) (1.8) 

VAT (5.9) (5.8) (5.1) (5.6) (6.4) (6.5) (6.4) (6.4) (6.4) (6.5) (6.5) 

Revenue 105.0 109.6 109.1 106.8 104.4 104.0 105.4 105.9 106.5 107.0 107.5 

Delivery charge  4.1 4.1 4.2 3.9 3.3 3.0 3.0 2.9 2.9 2.9 2.9 

Sourcing fee to Waitrose (0.5) (0.4) (1.7) (1.7) (1.6) (1.6) (1.6) (1.5) (1.5) (1.5) (1.5) 

Other gross profit 30.2 31.3 30.9 31.2 30.6 30.3 30.5 30.3 30.2 30.2 30.2 

Gross profit total 33.9 35.1 33.3 33.4 32.2 31.8 31.9 31.7 31.6 31.6 31.6 

Other income 0.2 0.6 0.7 1.3 2.2 2.6 2.9 3.3 3.6 3.8 4.0 

Fixed CFC costs 6.1 5.6 4.5 3.6 3.1 2.7 3.5 3.0 2.6 2.3 2.0 

Variable CFC costs 5.6 6.6 6.0 6.3 6.5 6.3 5.9 5.6 5.5 5.5 5.4 

Delivery costs 15.0 15.1 13.9 13.1 12.5 12.7 12.6 12.6 12.5 12.4 12.4 

Other costs 3.8 1.6 1.1 1.1 1.1 1.2 1.3 1.3 1.3 1.3 1.3 

Admin expenses 4.6 4.8 4.9 5.0 4.9 5.1 4.8 4.3 4.0 3.7 3.4 

Marketing 2.6 1.3 1.2 1.1 1.4 1.0 1.0 1.0 1.0 1.0 1.0 

Total costs 37.7 34.9 31.5 30.2 29.6 29.0 29.0 27.8 26.9 26.2 25.5 

EBITDA (3.6) 0.7 2.5 4.6 4.9 5.3 5.8 7.3 8.4 9.3 10.2  

Source: Redburn, company 

  
Ocado’s average customer spend per order increased between 2002 and 2008 and then 

declined 2009-1Q12, before starting to increase again in 2Q12 (Fig 31). We believe the 

decline in the average basket during 2009-12 was due to the introduction of the Ocado 

delivery pass in April 2008. The delivery pass enables customers to pay £110 for 

unlimited free deliveries for a year. According to management, customers on the 

delivery pass spend more in total but less per order on average, reducing Ocado’s 
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average basket size as the mix of pass customers increases. Basket sizes began to 

stabilise in 2Q12 because the adoption of the delivery pass began to stabilise. We 

believe basket sizes should increase by 1.2% in FY12 and 0.5% CAGR in future years 

due to continued stability of delivery pass penetration, inflation and increased 

customer loyalty. The average spend per customer increases proportionately with the 

duration of the customer relationship. 

Fig 31: Average basket size YoY 
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Fixed cost leverage 

We believe Ocado can achieve 230bp of margin expansion over the next five years 

(FY12-FY17) via fixed cost leverage, 160bp from the dilution of administration costs 

and 70bp from dilution of CFC fixed costs. The company could also achieve margin 

expansion by growing sales more quickly than advertising costs, however, the 

company is likely to increase advertising in line with sales to maximise growth. Fixed 

cost growth should be slower than in the past because fixed costs are proportional to 

capacity, and the completion of CFC2 and upgrade to CFC1 gives the company 

sufficient capacity for the next five years on our estimates.  

Dilution of administration costs 

Administration costs consist of operating leases, head office wages, IT programmer 

wages and other head office overheads. We believe Ocado’s administrative costs 

should increase at 8% CAGR over the next five years (Fig 33). This growth should lead 

to administration costs falling from 4.5% of sales in FY12 to 3.0% of sales in FY17. 
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Fig 32: Admin costs (£m, year-end November)  Fig 33: Admin costs as % of sales (inc VAT) 
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Source: Redburn, company  Source: Redburn, company 

  
Administration costs have not been a source of EBITDA margin accretion in the past 

due to the head office hiring binge that commenced in FY10 (Fig 34). The average 

number of administrative staff increased from 318 in FY09 to 637 in FY12. The 

company indicated the increase in administration staff was to support the company 

becoming publically listed, the development of CFC2 as well as strengthening the 

buying team. The company should not need to hire more than 5% net additional 

administration staff per year since we believe most head office functions are staffed at 

appropriate levels. Ocado’s administration cost ratio, 4.5% of sales FY12, is more than 

twice that of Sainsbury and Morrison, and should improve with scale. 

Fig 34: Growth in the number of administration employees relative to sales growth 
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Leveraging fixed customer fulfilment centre costs 

Fixed CFC costs consist of all costs incurred within the fulfilment centre excluding 

labour. These costs represented 43% of fulfilment costs (ex depreciation) in 2009 

according to Ocado’s August 2010 analyst presentation. The company does not 

disclose theses costs consistently, so we have had to estimate (Fig 35). 

Ocado should be able to achieve 70bp of margin upside in the next five years from 

dilution of fixed customer fulfilment costs. These costs should be 50bp margin dilutive 

in FY13 due to the opening of CFC2 in February 2013. 
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Fig 35: Fixed CFC costs (£m, year-end November)  Fig 36: Fixed CFC costs as a % of sales (inc VAT) 
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Fixed cost dilution is a low risk form of margin expansion 

The majority of capacity expansion projects are now complete, meaning fixed costs, 

which are linked to capacity, should increase less quickly than sales and deliver 230bp 

of margin upside, independent of any productivity improvements from technology. 

It appears delays in productivity improvements were the primary cause of capacity 

constraints, the slowdown in sales growth and share price underperformance relative 

to the FTSE All-Share index during 2012. Not having to rely on productivity 

improvements to see margin accretion should lower the volatility of Ocado’s future 

earnings.  

Variable cost reduction via efficiency improvements 

Ocado is predominantly a variable cost business, so improvements in the variable cost 

of picking and delivering orders has the most significant potential to improve 

profitability. Ocado should be able to add 160bp to EBITDA margins over the next five 

years with productivity improvements leading to a reduction in variable costs.  

Customer fulfilment centre (CFC) productivity accounts for 100bp of margin 

expansion in our forecasts compared with the company’s 200bp ambition. Our 

forecasts are based on the company achieving 160 units per labour hour (UPH) of 

CFC productivity FY17 versus 180 UPH long-term guidance and 120 UPH in FY12 

(Fig 37). We believe customer fulfilment centre productivity should improve because 

the inefficient ‘pick by hand’ process was phased out of the Hatfield CFC during 2012, 

and because the new Dordon CFC is substantially more automated than the original 

Dordon CFC, as we discuss on page 31.  

Delivery productivity improvements account for 60bp of EBITDA margin expansion 

in our forecasts compared with the company’s vision for 100bp. This assumes Ocado 

can achieve delivery productivity of 171 drops per van per week (DPW) in FY17 

versus 175 DPW long-term guidance and 151 DPW in FY12 (Fig 38). Delivery 
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productivity should increase mathematically with scale and the construction of new 

fulfilment centres and spokes, as we discuss on page 32. 

Fig 37: CFC productivity (units per labour hour)  Fig 38: Delivery productivity (drops per van per week) 

95
114 124 121 119 120

133 143 149 154 160

0

50

100

150

200

20
07

20
08

20
09

20
10

20
11

20
12

20
13

E

20
14

E

20
15

E

20
16

E

20
17

E

Ocado target 180 UPH

 

 

99 106
121

133
145 151 155 159 163 167 171

0

50

100

150

200

20
07

20
08

20
09

20
10

20
11

20
12

20
13

E

20
14

E

20
15

E

20
16

E

20
17

E

Ocado target 175 DPW

 

Source: Redburn, company  Source: Redburn, company 

  

CFC productivity improvements should lower variable costs 

Variable CFC costs as a percentage of sales have increased from 5.1% of sales in FY09 

to 5.7% of sales in FY12 due to the deterioration in CFC productivity from 124 UPH in 

FY09 to 120 UPH FY12 (Fig 37). CFC productivity improved following the 

completion of upgrades to CFC1 after 1H12 to exit the year at 126 UPH. The mix 

effect of more volume being processed through the new and more efficient CFC2 

should lead to improvements in units per labour hour and 100bp of margin upside 

(Fig 40). 

Fig 39: Variable CFC costs (£m, year-end November)  Fig 40: Variable CFC costs as % of sales 
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Second fulfilment centre to provide better efficiency 

Ocado’s second customer fulfilment centre in Dordon became fully operational during 

1Q13. We believe the efficiency of the second warehouse to be substantially better than 

the first warehouse and estimate that CFC2 at full capacity could have 4% lower 

operating costs as a percentage of sales compared with CFC1 due to: 
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• Increased automation: a higher percentage of volume is serviced by the Order 

Storage and Retrieval (OSR) machine, which was invented by Ocado in 2008 and 

runs at 750 items per hour versus ‘zone pick’ at c300 items per hour. Simplified 

layout means product travels a much shorter distance on average through 

warehouse, and the product flow through the centre is much more direct. All stock 

is stored at picking locations, rather than having some in separate holding areas. 

Automatic pallet feeders replace forklifts in the inbound processing of stock. 

• Redundancy: the second warehouse has been designed to incorporate backup 

systems not present in CFC1 that substantially eliminate single points of failure and 

thus increase throughput.  

• Incorporates 12 years of experience: Ocado has been continuously improving its 

technology over the past 12 years while at the time continuing to service customers, 

akin to operating on a live patient. CFC2 enables the company to apply learning 

that would be impossibly disruptive for CFC1 due to its need to sustain the 

business. 

The upgrades to CFC1 during 2012 should also lower the variable cost of CFC1. An 

automated bagging machine, which puts customer bags into the larger plastic 

containers known as totes, has been installed in the factory and is currently still in the 

testing phase. This should replace the current process of people putting bags into the 

totes by hand and result in cost savings of £3-4m pa (c5bp of EBITDA margin) on our 

estimates. 

Delivery costs 

Ocado’s delivery and trunking costs have been falling as a percentage of sales almost 

continuously since 2007 (Fig 42) due to the benefits of scale and improvements in 

drops per van per week; from 99 in 2007 to 151 in 2012 (Fig 38). We believe Ocado 

should be able to achieve an additional 60bp of EBITDA margin by FY17E with 

delivery productivity improving to 171 drops per van per week.  

Fig 41: Delivery costs (£m, year-end November)  Fig 42: Delivery costs as % of sales 
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Digging into delivery costs 

The major source of the improvement in drops per van per week and delivery 

productivity is scale. As Ocado’s penetration of each neighbourhood increases, the 

average distance between drops falls, meaning more deliveries per shift can be 

completed. 

Ocado’s delivery and trunking cost has already fallen from £15.0 per order on £291m 

of overall sales in FY07 to £12.7 per order on £732m of sales in FY12 (Fig 30).  

Note that this delivery cost includes ‘trunking’, the cost of transporting stock from the 

CFC to the ‘spoke’. The spoke is the transhipment point intended to minimise the 

distance that the final delivery truck has to drive to the customer. Excluding the 

trunking element, Ocado’s pure delivery cost was £10.4 per order in FY12. This 

compares to best in class delivery costs of £7-8 per order at Tesco UK, based on 

consultant estimates. There are two reasons why we believe Tesco has a superior 

delivery cost: 

• Lower ‘stem mileage’, i.e. shorter average distance from the fulfilment centre 

(usually a store) to the customer. 

• 3x larger scale at Tesco online versus Ocado. 

The primary disadvantage of Ocado’s centralised distribution model relative to the ‘in-

store pick model’ is longer stem mileage; the distance between the CFC or spokes to 

the average customer. Stem mileage should gradually become less of an issue for 

Ocado due to opening of CFC2, plans to open more spokes, and drop densities that 

improve with scale.  

We estimate the opening of the second CFC should result in a 10% decrease in 

Ocado’s trunking cost, or 20bp of EBITDA margin during FY13, because the Leeds 

and Manchester spokes will be serviced by CFC2 instead of CFC1, and the Coventry 

spoke has been replaced by CFC2 (Fig 43). 



 Ocado / 13 May 2013 
 

34 Important note: see regulatory disclosures on page 71 of this report. 

02/ Margin expansion 

Fig 43: Ocado distribution network 

 

Source: Redburn, Ocado 

  

Delivery could be 440bp opportunity 

Each Ocado van averaged 11.6 drops per shift in FY12 on our estimates. We reach this 

figure by dividing 151 drops per van per week by 13 shifts per van per week. Vans 

operate seven days a week, typically two eight-hour shifts a day, but we give each van a 

shift off per week for maintenance. This equates to only 1.7 drops per working hour 

(shifts are eight hours, of which seven are on the job) and compares to Tesco vans 

which typically perform 2.5 drops per working hour, according to our discussions with 

consultants and Tesco delivery drivers.  

Total sales per shift at Ocado averaged £1,301 in FY12 (11.6 drops x £112 average 

order) and delivery costs averaged £121 per shift (11.6 drops x £10.4 delivery cost per 

order excluding trunking) as shown in Fig 44. We estimate that labour represents £96 

cost per shift (eight hours x £12 per hour) or 80% of the delivery cost. The labour 

element of delivery cost is fixed on a per shift basis. 

Ocado delivery drivers in London often perform 22 drops per shift which is close to 

the maximum capacity of the van according to our discussions with drivers. If all 

deliveries could reach 22 drops per shift then Ocado EBITDA margins would be 438bp 

higher (Scenario C in Fig 44). Sales per shift would increase to £2,464 (22 drops x £112 

average order) but the delivery cost should remain at £125 since labour is fixed and the 

total distance driven is unlikely to change much. This would result in delivery costs 

falling from 9.3% to 4.9% of sales. Our margin forecasts include only 30bp benefit 

from delivery productivity by FY17 compared with this 440bp potential. 

We have no doubt that if Ocado continues to grow sales at double-digit rates then 

ultimately this margin will be realised at some point in the future. Next time you 
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receive an Ocado delivery, ask the driver how many drops per shift he does, because 

this is a huge driver of company productivity. 

Fig 44: Impact of improving drop densities on EBITDA margins 

Scenario FY12 FY17E A B C

Drops per van per week 151 171 182 221 286

Shifts per week 13 13 13 13 13

Drops per shift 11.6 13.2 14.0 17.0 22.0

     

Sales per order 112.0 115.8 112.0 112.0 112.0

Delivery cost per order (ex trunking) 10.4 10.4 10.4 10.4 10.4

     

Sales per shift 1,301 1,523 1,568 1,904 2,464

Delivery cost per shift 120.8 136.8 120.8 120.8 120.8

Delivery cost as % of sales (ex trunking) 9.3% 9.0% 7.7% 6.3% 4.9%

Margin benefit (bp vs FY12)  30 158 294 438 

Source: Redburn, company 

  

Initiatives to improve delivery cost 

Ocado has recently implemented changes to its labour scheduling for deliveries 

whereby some vans operate three five-hour shifts per day rather than two eight-hour 

shifts per day. This new structure enables more deliveries per hour because the 

maximum capacity of the van becomes less of a limiting factor on the most densely 

populated routes. 

In the past, Ocado would schedule a van for a fixed number of deliveries per shift. 

Once the deliveries were completed the van would not be used again until the next 

shift. Ocado is now trialling a more continuous delivery system from its Wimbledon 

spoke, whereby the van returns to the spoke to restock as soon as a full van-load of 

product has been delivered. 

Sensitivity to fulfilment and delivery productivity 

There is a risk Ocado does not achieve our CFC productivity forecasts, which are more 

conservative than company guidance. These forecasts are dependant on the 

effectiveness of new and unique technology in CFC1 and CFC2, something that is 

difficult for us to independently validate. Our forecasts reflect a continuation in the 

historic rate of improvements, and the productivity mix benefits of using better 

equipment for a greater proportion of the product volume. For instance, Ocado plans 

to process more volume through OSR machines that run at 750 items per minute, 

compared to the more conventional ‘zone pick’ locations running at 350 items per 

minute. Ocado has provided medium-term guidance for 180 units per labour hour of 

CFC productivity versus 160 in our forecast. The company has also guided for 180 

drops per van per week of delivery productivity versus our forecast for 171. 
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We believe the risk of Ocado missing our delivery productivity forecasts is 

substantially lower than the risk of it missing fulfilment centre productivity forecasts. 

This is because delivery productivity is largely a function of scale rather than 

technology. The sensitivity of our FY17 EBITDA margin to various CFC and delivery 

productivity assumptions is shown in Fig 45.  

Fig 45: Ocado FY17 EBITDA margin for various FY17 productivity assumptions 

Delivery 

productivity ---------------------------------- CFC productivity (UPH) --------------------------------

(DPW) 120 140 160 180 200

150 5.7 6.6 7.3 7.8 8.2

160 6.5 7.4 8.0 8.6 9.0

171 7.2 8.1 8.8 9.3 9.7

180 7.8 8.6 9.3 9.8 10.3

190 8.3 9.2 9.9 10.4 10.8

200 8.8 9.7 10.3 10.9 11.3
 

Source: Redburn, our forecasts have been highlighted 

  
If there is no improvement in delivery or fulfilment productivity, the combination of 

revenue growth and fixed cost leverage mean Ocado should achieve a 100bp margin 

expansion to 5.7% EBITDA margin by FY17 versus 4.7% in FY12. This 100bp of net 

EBITDA margin expansion is less than our forecast for 230bp margin benefit from 

fixed cost leverage. This difference is due to our expectation for inflation in the average 

basket size to be less than wage inflation, which causes delivery and fulfilment costs to 

be a drag on margins when productivity remains constant. We forecast 0.5% annual 

basket size inflation and 2.0% annual inflation in unit wages over the next five years. If 

we assume basket size increases in line with unit wage cost inflation, then we would 

expect the full 230bp margin expansion to be realised.  

Even if productivity improvements are delayed we find it extremely unlikely that 

Ocado has reached maximum productivity in FY12. Ocado’s delivery and fulfilment 

productivity has improved by 26% and 53% respectively over FY07-FY12 period. With 

a substantial amount of capital invested in the two fulfilment centres and continued 

double-digit sales growth, we so no reason why historical improvements should not 

continue at least the same pace. 

Alternatively, if we are too conservative and the company achieves its medium-term 

guidance for delivery and warehouse productivity then the company should see 510bp 

margin expansion to 9.8% EBITDA margin in FY17, ahead of our 8.8% forecast.  

‘Other’ costs 

Other costs relate to payment processing and call centre staff. Costs have increased 

broadly in line with sales since FY09 due to the increase in popularity of mobile 

checkout, which has caused Ocado to incur additional processing charges. Ocado is 

currently developing its own software to handle such processing in-house and it 
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expects this to provide 30-40bp of margin benefit. We have not included such benefits 

in our forecasts. 

Fig 46: Other costs (£m)  Fig 47: Other costs as % of sales 
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Gross margin 

Ocado has invested 190bp in gross margin over the past five years and we forecast the 

company will invest another 100bp over the next five (Fig 48). The reduction in gross 

profit has partially obscured the operating leverage of Ocado’s model; EBITDA 

margins would have improved by 9.8% over the past five years if gross margin had 

remained flat, compared with the 7.9% improvement actually reported, from -3.2% 

EBITDA margin FY07 to +4.7% FY12. Nearly all of the historical reduction in gross 

margin has been offset by improvements in other income as a percentage of sales. We 

believe this trend will continue (Fig 49). 

Fig 48: Gross profit as % of sales  Fig 49: Other income as % of sales 
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According to our calculations, Ocado’s gross margin in FY12 was lower than M&S, 

Waitrose and Morrison and higher than Tesco, Sainsbury and Asda (Fig 50). Our 

calculations adjust the margins of peers to make them comparable by removing the 

sales/gross profit from fuel, removing the sourcing fee from Ocado paid to Waitrose 

and excluding the benefit of the delivery charge from Ocado gross profit. We forecast 
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that Ocado will narrow the price gap with Tesco’s convenience stores by c50% over the 

next five years. 

Fig 50: Ocado FY12/13 gross margin vs peers (% revenue)  Fig 51: App ‘real estate’ the source of ‘other’ income 
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Other income a significant opportunity 

Other income is a significant profit opportunity for Ocado. As internet penetration of 

retail increases and online traffic moves toward mobile devices, the premium that 

suppliers pay for digital real estate on Ocado’s ‘apps’ should increase.  

Other income is comprised of advertising services provided to suppliers and other 

third-parties sellers, commission income and sublease income. The majority of other 

income is derived from suppliers paying for digital ‘real estate’ on Ocado’s website and 

mobile apps (Fig 51). We see no reason why Ocado could not achieve a similar level of 

advertising income as Peapod. Advertising fees from FMCG suppliers represented 

5.1% of Peapod’s grocery sales in FY97 according to their 10-K filing versus Ocado’s 

‘other income’ at 2.3% of sales in FY12. Third-party seller fees (including 

commissions) as a percentage of sales have been increasing in recent years for 

Amazon, from 6.1% of group revenue in FY11 to 7.5% of revenue in FY12. More 

importantly, we estimate Amazon’s third-party seller fees have been increasing as a 

percentage of total gross merchandise value (GMV includes sales by third-party 

vendors on the Amazon platform not consolidated by Amazon), from 3.6% of GMV in 

FY11 to 4.2% in FY12.1 

We believe advertising on Ocado’s website has a much higher conversion rate to sales 

than most alternative forms of advertising. Branded suppliers typically spend 7-11% of 

their total sales on advertising each year. Most of this money is spent on traditional 

‘print’ advertisements, but is increasingly shifting toward the Ocado style of direct 

advertising. Advertising on Ocado’s website is much more effective than traditional 

advertising for suppliers because:  

 
1 Amazon does not disclose its GMV so we have estimated based on conference call commentary. 
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• More targeted: Ocado knows the demographic details and spending habits of every 

customer who clicks on an ad, meaning there is no need to waste money 

advertising to a customer who is unlikely to buy. 

• Higher sales conversion: customers browsing the Ocado app are actively involved 

in the purchasing decision, unlike people viewing a billboard.  

• More prominent product placement: the customer’s line of sight is much more 

concentrated on an iPhone screen compared with a supermarket aisle. Customers 

often purchase whatever they see first.  

• More interactive: the customer can engage with the advertising, which is more fun. 

After engaging with Ocado’s advertising services, one major supplier managed to 

achieve substantially higher volume share in its categories.  

Digital advertising income is typically earned on a ‘per click’ basis. The 50% YoY 

increase in Ocado’s new customers during 4Q12 bodes well for continued margin 

progression during FY13 from this source. 

Improving cost structure to fund narrowing of price differential 

“We agree that the market will not reach tipping point until the online market is 

cheaper than the supermarkets.” Tim Steiner, CEO of Ocado, 18 August 2012 

Ocado aims to emulate the success of Amazon, using lower operating costs than the 

competition to invest in lower prices and grow market share. We believe Ocado can 

achieve a lower cost structure than conventional supermarkets by FY17. 

Ocado’s total operating costs were 26% of sales in FY12 and this should fall to 22% by 

FY17, still higher than 19% at the major traditional supermarkets. However, Ocado 

should have a 3.3% gross margin advantage over supermarkets by FY17 due to 1.5% 

lower product waste/shrinkage and the benefit of a 3% delivery charge offset by an 

estimated 1.2% sourcing fee paid to Waitrose. Adjusting for these structural gross 

margin differences gives Ocado a 30bp lower cost structure at 20.7% of sales than 

supermarkets at 21.0% of sales by FY17 (Fig 52). We forecast Ocado reinvests 100bp in 

price over the next five years as the efficiencies are realised. 
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Fig 52: Comparison of Ocado and UK supermarket operating costs  

----- Ocado ----- Store avg. 

Costs as % of sales (inc VAT, ex fuel) FY12 FY17E FY12 

Labour  0.7 0.5 9.3 

Admin/head office costs (ex operating leases) 3.9 2.8 2.0 

Operating leases 0.6 0.6 2.0 

Marketing/payment processing 2.0 2.0 1.0 

Logistics/other 3.0 2.6 4.7 

Supermarket equivalent opex 10.2 8.5 19.0 

    

CFC costs (less inbound receiving, pick location replenishment, energy costs) 6.4 4.5  

Delivery costs (less trunking) 9.3 9.0  

Incremental online opex 15.7 13.5  

    

Total opex (before depreciation) 25.9 22.0 19.0 

    

Waste -0.7 -0.5 -2.0 

Delivery charge from customer 3.0 3.0 0.0 

Sourcing fee -1.4 -1.2  

    

Gross margin advantage 0.9 1.3 -2.0 

    

Operating costs adjusted for structural gross margin differences 25.0 20.7 21.0  

Source: Redburn, companies 

  
Ocado saves money by not having stores 

The lack of stores is Ocado’s primary operating cost advantage relative to 

supermarkets. Not having stores means Ocado does not have to incur the labour costs 

of replenishing the shelves or scanning customer groceries. It also means lower 

logistics, energy and real estate costs, as well as not having to pay business rates. 

Ocado’s operating costs, stripping outbound picking and delivery to give a LFL 

comparison, were 10% of sales versus 19% of sales at supermarkets in FY12. Ocado’s 

‘supermarket equivalent’ operating costs should improve to 8.7% of sales by FY17 due 

to increased scale.  

We use Sainsbury as a benchmark for UK supermarket operating costs because Tesco 

does not report sufficient detail on UK operations and Morrison’s cost structure is 

distorted by vertical integration. Sainsbury’s total operating cost (ex depreciation and 

amortisation) was 19% of sales (inc VAT, ex fuel) in FY11/12. We estimate Ocado’s 

‘store-only’ equivalent cost by subtracting pure outbound delivery and outbound 

picking costs from total operating costs. 
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Ocado model does not need labour to perform many store functions 

Ocado’s operating model is designed to automate many of the functions performed by 

labour in stores, making it more efficient. Store based labour represents c9% of ex-fuel 

sales at supermarkets, two-thirds of which is to replenish the shelves in stores and the 

remainder to operate the checkouts. It costs Ocado 0.7% of sales for the equivalent 

function. This is the cost for Ocado to transfer stock to the pick locations after it has 

been received from the supplier. 

Ocado model has lower logistical, energy and business rate costs 

Ocado receives a c2% net margin advantage over supermarkets on our estimates, due 

to not having to incur internal distribution and business rates costs as well as lower 

energy consumption (Fig 52). 

The Ocado model has lower logistical costs than supermarkets because the CFC 

combines both a distribution centre and 40 stores into a single building. The majority 

of internal distribution costs, from distribution centre to store, are therefore 

redundant at Ocado. Trunking and the inbound volume unloading costs (2.7% of 

sales) are the only real CFC costs that can be compared to the supermarket logistics 

cost which represents c3-4% of sales for supermarket operators.  

Energy costs typically represent c1% of sales for a supermarket chain. This is because 

each store must be well lit, with produce, dairy and beverages refrigerated. Ocado can 

save considerably on refrigeration costs, by having to refrigerate only certain sections 

of the CFC compared with a significant proportion of hundreds of stores. Ocado’s 

energy costs represent only 0.3% of sales on our estimates. 

Additionally, UK supermarkets have to pay a government tax on retail selling space, 

business rates, representing c1% of sales according to our conversations with the 

companies. Ocado does not have to pay business rates because it does not have any 

retail outlets. 

Online model has lower cost of real estate 

The third most significant cost advantage of Ocado over supermarkets is in the cost of 

real estate, visible in the operating lease charge. Supermarkets incur expensive rents 

because they occupy prime real estate compared to the sub-prime locations from 

which Ocado operates. Supermarkets also need substantially higher square footage of 

space to achieve the same sales. This is evident in the average 4x revenue/invested 

capital ratio at Ocado over the past five years versus 2x at UK supermarkets (Fig 58). 

Smaller scale means fixed costs are relatively high 

Ocado has higher administration, marketing and payment processing costs than 

supermarket competitors due to its smaller scale. Such costs would be diluted if the 

company were to be acquired by one of the Big 4 retailers or Amazon. Hence 

competitors tend to ‘look through’ these costs when drawing a slide rule over Ocado.  
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Lower ‘online only’ costs than conventional supermarkets 

The incremental cost for supermarkets to pick and deliver an online order is slightly 

higher than the equivalent cost for Ocado, at c18% of online sales for supermarkets 

versus 16% of sales for Ocado according to our estimates (Fig 52).  

We believe Ocado has a higher delivery cost than supermarkets due to higher ‘stem 

mileage’, a longer average distance from the pick location to the customer, but a lower 

picking cost due to automation of the CFC. 

To estimate Ocado’s FY12 ‘online only’ equivalent costs we remove trunking costs (2% 

of sales FY12), inbound CFC costs (1.4% of sales) and energy costs (0.3% of sales) 

from total reported CFC costs. Trunking is equivalent to the cost borne by 

supermarkets to ship stock from the distribution centre to the store, so it is not 

relevant to the incremental cost borne by a supermarket for an online customer. The 

inbound costs in Ocado’s CFC (1.4% of sales) are equivalent to inbound warehouse 

costs for a supermarket chain, also not relevant to a comparison. 

Structural gross margin advantages 

Ocado should have a 3.3% gross margin advantage over supermarkets in FY17 due to 

the ability to charge for delivery and lower waste, partially offset by the Waitrose 

sourcing fee.  

Lower stock losses 

Stock losses, mostly the expiration or damage of perishable items, averaged less than 

0.7% of sales at Ocado (Ocado PLC annual FY12) compared to 2% of ex-fuel sales at 

Tesco in FY11/12 (Tesco PLC annual, note 3, ex-fuel).  

Ocado is able to waste less due to the consolidation of 40 stores into one CFC. This 

mitigates the problem in many stores where the average product demand over the 

shelf-life is less than the minimum order quantity (one carton) from the supplier. 

Additionally, produce gets damaged merely by its presence in stores as people feel the 

fruit before purchasing it, not a problem in Ocado’s mechanised CFC. 

Delivery charge here to stay  

The delivery charge is an important component of Ocado’s margin, worth nearly 60% 

of FY12 EBITDA, or c3% of sales, on our calculations. The ability to continue to 

charge a fee for delivery is an important consideration for the future profitability of the 

Ocado model.  

We believe the delivery charge is here to stay. Charging for delivery is an important 

weapon for the incumbent grocers to stop the cannibalisation of their existing 

supermarkets, as well as the main way to make their pick from store operations 

marginally profitable in our view. If any player in the market is likely to remove the 
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delivery charge it is Ocado, when the efficiencies are such that it can be achieved 

profitably. 

Adjusting for the Waitrose sourcing fee 

Ocado’s gross margin is held back by the 1.4% of sales (inc VAT) FY12 fee that it pays 

Waitrose to utilise its scale. If Ocado were to exit the Waitrose buying agreement, in 

March 2017 at the earliest, then the company should receive an automatic boost to 

gross and EBITDA margins that might be offset by any deterioration in buying terms. 

We do not think Ocado will end the buying agreement with Waitrose in four years’ 

time, but we do believe the margin cost of the agreement should be 20bp lower as a 

percentage of overall sales than in FY12 due to increased Ocado private brand sales as 

a percentage of the total, for which the sourcing fee is not required. 

Licensing to unlock hidden value 

Ocado’s intellectual property is both difficult to value and one of the company’s most 

attractive assets. We believe Ocado has one of the most, if not the most, efficient 

online grocery picking systems in the world. The technology is worth more than just 

the cash flows it can deliver for Ocado. It is worth the cash flows that could be 

generated if applied to a potential acquirer’s business. Such value could be manifested 

in the form of Ocado being acquired, or in the income stream from technology licence 

agreements. Ocado has formally stated its intention to realise the value of its 

intellectual property through licensing. 

The UK’s fourth largest retailer, Morrison, announced it is in discussions with Ocado 

over its technology on 14 March 2013. The potential for Ocado to sign a licence 

agreement with Morrison, or indeed any international retailer, is a free option for the 

investor in Ocado, which we estimate is worth 15p per share, just for an agreement 

with Morrison. Even if an agreement with Morrison does not happen, such 

discussions suggest there could be significant value in Ocado’s intellectual property, 

which increases the likelihood of a licensing agreement with another retailer. 

Morrison approach supports the value of Ocado intellectual property 

Our discussions with Morrison management suggest it views Ocado’s picking 

technology as the best in class. Given Morrison owns a 10% stake in Fresh Direct, New 

York’s leading online grocer, and recently acquired Kiddicare, a leading UK online 

baby care retailer, it should have a good understanding of online business models. 

Morrison’s decision to enter the online grocery market was delayed due to concerns 

about profitability. The decision has now been made.  

Morrison more likely to licence Ocado software than not 

We believe that an agreement between Morrison and Ocado, if it does happen, is likely 

to take the form of a licence deal. Ocado management does not want to sell its 

intellectual property because in the words of the CFO, it is the “crown jewels.” Nor 
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does Ocado need to sell intellectual property. Ocado is well capitalised following the 

2012 equity placing and is set to generate positive free cash flow after the completion 

of major capital expansion plans in 1H13. Hence any agreement is only likely to occur 

on mutually beneficial terms. 

It has taken Ocado 12 years and £467m of cumulative investment to develop its 

technology and operations. Over most of this period, Morrison’s major competitors – 

Tesco, Sainsbury and Asda – have developed sizable and relatively efficient online 

grocery operations. Indeed, Tesco UK is the now the largest online grocery business in 

the world, with the internet representing 6% of UK sales. Online represented 25% of 

growth in the UK grocery market in 2012 (ex convenience), and we expect this to 

increase in future.  

Morrison needs to buy Ocado’s technology, not only because it cannot afford to 

develop it internally but because it cannot afford ten years of falling further behind the 

competition. A licence fee with Ocado is the most likely way that Morrison can 

minimise both the online investment and the opportunity costs of any delays to 

market. Morrison is running down the railway platform trying to catch the ‘internet 

train’ and Ocado is the only open door. 

Licence agreement worth 15p per Ocado share 

There is a precedent for online grocers licensing their technology to store based 

retailers. In 1998, US online grocer Peapod signed a licence agreement with Coles 

Myer, Australia’s largest retailer at the time for: 

“Coles Myer to use Peapod’s online grocery shopping systems, including its server-

based shopping application, together with certain business systems such as 

fulfilment management, product database administration, customer support, and 

Peapod’s one-to-one content targeting engine.” 

Start-up training and advisory services were also provided. We have not been able to 

determine the exact terms of the agreement, but we do know Coles paid Peapod an 

$850,000 fee in 1998, which represented 0.2% of Coles EBIT. Additionally, we know 

that a perpetual fee was agreed between Coles and Peapod. Unfortunately, Peapod 

stopped disclosure of the license income from 1999 onwards, with the company 

spinning-off the part of its company which received the fee into an entity called ‘Split 

Pea Software’, in which Peapod maintained a 40% minority stake. Our investigations 

suggest ‘Split Pea Software’ still exists. 

Other online retail licensing agreements include Pixmania licensing its online 

capabilities to Carrefour, and Amazon licensing its technology and expertise to Sears 

Canada, Timex, Marks & Spencer, Mothercare and Lacoste. Previously, Amazon 

licensed technology to Target, Borders and Toys R Us. Although we have been unable 

to find the financial details of these licensing agreements, the number of past 
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agreements bodes well for the possibility that Ocado may be able to earn income from 

Morrison or potentially any other food retailer in the world without an online offer.  

We believe a licence fee with Morrison is likely to be worth £86m, or 15p per share, for 

Ocado. We speculate it should take the form of an annual fee worth the lesser of £5m 

or 1% of Morrison online sales for perpetuity (Fig 53). Such a fee could be justified by 

the efficiency benefits of Ocado technology being more than 1% of sales relative to 

alternatives. Such an arrangement also compares favourably with Ocado’s own 

licensing agreement with Waitrose, whereby Ocado pays Waitrose c1.4% of revenue 

(ex the delivery charge) in order to benefit from Waitrose’s range and buying terms. 

We do not believe a potential agreement between Morrison and Ocado will be in 

breach of the Waitrose buying agreement because the Waitrose agreement only 

prohibits Ocado from selling a competitor’s products, and not specifically from 

sharing technology. Morrison is just one example of a retailer that could utilise 

Ocado’s technology and Ocado could create similar amounts of value by licensing the 

technology to retailers in other markets. The earnings from a potential licensing fee 

are not included in our forecasts and hence do not contribute to our valuation of the 

company. 

Fig 53: Morrison licence agreement offers 15p of upside potential for Ocado 

Year-end November (£m) FY13E FY14E FY15E FY16E FY17E FY18E FY19E FY20E FY21E FY22E 

Morrison online revenue 20 120 264 422 591 769 961 1,153 1,384 1,591 

Growth %  500% 120% 60% 40% 30% 25% 20% 20% 15% 

UK online grocery market 7,500 8,600 9,900 11,385 13,093 15,057 17,315 19,912 22,899 26,334 

Growth %  15% 15% 15% 15% 15% 15% 15% 15% 15% 

Morrison online share 0.3% 1.4% 2.7% 3.7% 4.5% 5.1% 5.5% 5.8% 6.0% 6.0% 

Fee as % of sales 25.0% 4.2% 1.9% 1.2% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 

Fee to Ocado  5 5 5 5 6 8 10 12 14 16 

PV of fee 5 4 4 4 4 5 5 6 6 7 

PV of ten years of fees 49          

TV (3% terminal growth, 9% WACC) 37          

NPV of license fee 86          

Value per Ocado share 15p          
 

Source: Redburn 

  

Cash flow already covers maintenance capex 

Ocado generated enough operating cash flow in FY12 to cover maintenance capex for 

the first time; £3m FY12 versus -£6m FY11 (Fig 54). This gives us confidence Ocado 

can support its operations via internally generated cash flows rather than external 

capital in future.  
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Fig 54: Ocado free cash flow  

Year-end November (£m) FY04 FY05 FY06 FY07 FY08 FY09 FY10 FY11 FY12 FY13E FY14E FY15E FY16E FY17E 

EBITDA (29) (27) (23) (10) 2 8 22 28 35 43 65 89 114 146 

Other 0 0 0 1 0 1 (3) 1 (1) 1 1 1 1 1 

Net working capital 4 6 6 (9) 3 7 (0) (3) 6 9 27 20 23 29 

Interest paid (2) (7) (5) (8) (9) (13) (10) (6) (8) (9) (8) (7) (3)  - 

Interest received 0 0 1 2 0 0 0 1 0 0 0 0 1 1 

Taxes  -  -  -  -  -  -  -  -  -  -  -  -  -  - 

Operating cash flow (26) (28) (21) (24) (4) 4 8 21 32 45 86 103 136 176 

Maintenance capex (3) (10) (17) (21) (20) (20) (21) (27) (29) (37) (33) (36) (38) (42) 

Maintenance free cash flow (30) (38) (38) (45) (23) (16) (12) (6) 3 8 53 68 98 134 

Expansion capex  -  - (0) (2)  -  -  - (87) (68) (49)  -  -  -  - 

Free cash flow (30) (38) (38) (47) (23) (16) (12) (93) (64) (41) 53 68 98 134  

Source: Redburn, company 

  
Even if Ocado does not increase its EBITDA margins in future years (it remains 4.7% 

of sales) it should still be able to generate enough cash to generate positive free cash 

flow from FY14 onward (Fig 55). 

Fig 55: Ocado free cash flow (£m) – no improvement in EBITDA margin vs our forecasts 
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Ocado’s cash generation should continue to improve due to the benefits of scale and 

margin expansion as previously outlined. Ocado’s increasingly positive cash 

generation should allow it to grow into its valuation. 

30% ROCE potential 

Based on our forecasts Ocado has the potential to achieve 30% lease-adjusted, post-tax 

return on capital by FY17E (Fig 56), substantially higher than the 8% average of Tesco, 

Sainsbury and Morrison in FY11/12.  
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Fig 56: Post-tax return on invested capital estimates 
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Better capital productivity means better returns  

The main reason for Ocado’s superior projected ROCE relative to traditional 

supermarkets is better capital productivity (Fig 57) on similar margins (Fig 58). We 

believe Ocado’s working capital productivity has already been proven (Fig 57) and that 

all that is required to deliver a sector leading 30% post-tax ROCE is a similar margin to 

supermarkets. 

Fig 57: Revenue/invested capital (lease-adjusted)  Fig 58: Lease-adjusted EBIT margins 
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Source: Redburn, companies  Source: Redburn, companies 

  
Ocado should be able to double invested capital productivity over the next five years 

by returning fixed asset and working capital productivity to historical levels. In 

particular, utilisation of spare capacity in CFC2 should lead to fixed assets to revenue 

falling from 45% FY12 to 24% FY17. This is a similar level to 26% achieved in FY10 

prior to the commencement of capex for CFC2 and the capex upgrade to CFC1. Ocado 

should also be able to improve its negative working capital position with more 

favourable buying terms, which should result from increased scale. We believe Ocado 

should be able to achieve a working capital to revenue ratio of -9% in FY17, similar to  

-8% achieved in FY07 (Fig 62). 
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Fig 59: Analysis of Ocado ROCE 

Year-ending November (£m) FY07 FY08 FY09 FY10 FY11 FY12 FY13E FY14E FY15E FY16E FY17E 

Fixed assets/revenue 32% 30% 30% 26% 33% 45% 48% 42% 36% 30% 24% 

Working capital/revenue (8%) (5%) (5%) (5%) (4%) (5%) (7%) (7%) (8%) (9%) (9%) 

Revenue/average capital 4.0 4.0 4.0 4.6 3.4 2.5 2.4 2.9 3.7 4.8 6.6 

EBIT margin (11.0%) (6.7%) (3.4%) (0.2%) 0.4% 1.0% 1.0% 2.4% 3.7% 4.7% 5.7% 

Tax rate 21.0% 21.0% 21.0% 21.0% 21.0% 21.0% 21.0% 21.0% 21.0% 21.0% 21.0% 

ROCE (NOPAT/average IC) (35.2%) (21.3%) (10.8%) (0.6%) 1.0% 2.0% 1.8% 5.5% 10.8% 17.9% 29.8% 
 

Source: Redburn, company 

The major sources of this improvement in working capital are likely to be a reduction 

in inventory days as the company realises the efficiency benefits of new equipment 

CFC2 and CFC1 as well as a gradual increase in the payables days due to beneficial 

product mix. Ocado should be able to achieve more favourable terms on the long tail 

of products introduced to the product range over coming years. This is because these 

products are likely to be slower moving and not ranged with major supermarkets 

giving Ocado greater buying power relative to other customers to the supplier. 

Fig 60: Ocado inventory days  Fig 61: Ocado receivable days  Fig 62: Ocado payable days 
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Multiplying 6.6x invested capital/revenue by the 5.7% lease-adjusted EBIT margin  

(Fig 63) and the 79% tax shield gives 30% post-tax lease-adjusted ROCE by FY17. This 

ROCE is better than the 17% post-tax lease-adjusted ROCE that we calculate for 

Amazon in FY13 and similar to the 31% post-tax lease-adjusted ROCE that we 

calculate for Asos in FY13. 
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Fig 63: ROCE calculation 

Year-end November (£m) FY07 FY08 FY09 FY10 FY11 FY12 FY13E FY14E FY15E FY16E FY17E 

Invested capital 82 79 74 84 184 254 298 265 236 197 152 

Average invested capital 67 80 76 79 134 219 276 281 250 217 174 

Capitalised leases  -  - 24 32 41 49 51 53 55 58 60 

Invested capital (lease-adjusted) 67 80 100 111 175 268 327 334 306 274 234 

           

EBIT (30.1) (21.6) (14.4) (1.8) 1.1 5.4 6.2 21.7 40.2 60.6 86.6 

Rent  -  - 2.0 2.7 3.4 4.1 4.3 4.4 4.6 4.8 5.0 

Depreciation on capitalised leases  -  - (1.3) (1.8) (2.3) (2.7) (2.8) (3.0) (3.1) (3.2) (3.3) 

EBIT (adjusted) (30.1) (21.6) (13.7) (0.9) 2.2 6.8 7.6 23.2 41.7 62.2 88.3 

Tax rate 25% 25% 25% 25% 25% 25% 21% 21% 21% 21% 21% 

NOPAT (22.6) (16.2) (10.3) (0.7) 1.7 5.1 6.0 18.3 32.9 49.1 69.8 

           

ROIC -33.4% -20.2% -10.3% -0.6% 0.9% 1.9% 1.8% 5.5% 10.8% 17.9% 29.8% 

WACC 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 

ROIC/WACC (3.7) (2.2) (1.1) (0.1) 0.1 0.2 0.2 0.6 1.2 2.0 3.3 
 

Source: Redburn, company 

Fixed cost dilution due to sales growth and variable cost reduction due to efficiency 

gains should lead to a 400bp increase in EBITDA margins at Ocado over the next 

five years. The combination of sales growth and completion of major capacity 

investments in FY13 should also lead to improved capital productivity and 30% 

lease-adjusted, post-tax return on capital by FY17. 
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The possible termination of the sourcing agreement with Waitrose and 

the response of competitors are unlikely to limit Ocado’s future growth 

in sales and profits. Ocado’s increased level of cost capitalisation in 

recent years arguably reduces the quality of earnings over the medium 

term, but is appropriate to match benefits from intellectual property 

development. 

 

 

03/ 
Risks for investors 
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Competition with Waitrose 

Ocado could not have survived without the support of Waitrose in its early years. Now 

Ocado has built its own scale and is approaching positive free cash flow generation for 

the first time, it seems natural to continue moving apart from Waitrose. Ocado’s 

prospects are unlikely to be adversely impacted by the possible termination of the 

sourcing relationship in 2018. We believe that: 

• Sourcing agreement is unlikely to be materially changed/broken in 2018. 

• If the agreement is changed it is unlikely to hurt Ocado. 

Waitrose and Ocado drifting apart 

Ocado was founded in 2001 as an online distributor for Waitrose. Since then, Ocado 

has gradually gained independence from Waitrose, a consequence of Ocado’s growth. 

Ocado comprised 11% of £6.1bn combined Waitrose and Ocado revenues in 2012 

compared with less than 1% ten years earlier. 

The John Lewis Partnership (JLP), the parent company of Waitrose, transferred its 

29% stake in Ocado to its pension fund in 2008. The first sourcing agreement was 

formed to replace the previous shareholder agreement. Half of this JLP holding in 

Ocado was sold in the July 2010 IPO and the remainder of the stake was sold in 

February 2011, after the expiry of the lock-up period. Waitrose decided to launch an 

online delivery service within London to compete with Ocado in July 2011.  

We believe Waitrose chose to divorce itself from Ocado because the company wanted 

to keep the growth potential of the online market to itself. Mark Price, the CEO of 

Waitrose, believes online grocery could ultimately be 40% of the overall grocery 

market. We believe Waitrose would prefer not to share the fruits of online growth with 

Ocado’s other shareholders, particularly since a large proportion of that growth comes 

at the expense of its core store business. The WaitroseDeliver operating model differs 

from Ocado in that most deliveries are picked from in the store, utilising sunk costs 

and minimising cannibalisation of stores, albeit at a much lower incremental margin.  

Sourcing agreement  

The sourcing agreement is a legacy of Ocado’s metamorphosis into a mature company. 

Under the terms of the sourcing agreement, Waitrose acts as sourcing agent for  

85-90% of Ocado’s sales and Waitrose branded product comprise nearly 33% of 

Ocado’s overall sales.  

The sourcing agreement has various minimum branded and own-label sourcing 

requirements for Ocado. Ocado must source at least 80% of sales of third-party 

branded groceries via Waitrose. Additionally, the sales of Ocado branded products 
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may represent no more than 20% of total own-label sales2 at Ocado until the end of 

2Q13 (25 May 2013). After this point Ocado brand sales may represent up to 30% of 

total own-brand sales.  

The earliest date of termination of the agreement is 1 March 2017 unless either party 

breaches the terms. Either party can terminate the agreement by providing 18 months’ 

prior notice. Only 12 months’ notice is required if termination occurs after March 

2017. During the notice period there are no restrictions on the maximum penetration 

of the Ocado own-label brand. Ocado management is preparing for the contingency 

that Waitrose may want to terminate the agreement. 

If a competitor gains control of Ocado’s board then Ocado will pay Waitrose the 

higher of £40m or 4% of the market capitalisation, and either party may terminate the 

agreement with three months’ notice. 

Mutual benefits of agreement 

The sourcing arrangement is mutually beneficial to both parties. Ocado paid a £10m 

sourcing fee to Waitrose in FY12, a 140bp drag on Ocado EBIT margins (as a % of inc-

VAT sales) for the benefit of 9x larger scale, which enhances buying power. Waitrose 

received 12% additional scale and 20bp of EBIT margin accretion from the relatively 

risk-free income in 2012 (3.4% of Waitrose FY12/13 EBIT).  

Termination of sourcing agreement manageable 

The potential termination of the sourcing agreement is unlikely to have a material 

adverse impact on Ocado’s prospects in our view. Waitrose may want to terminate the 

agreement, to drive more customers to its own online delivery service, or it may 

choose to keep the risk-free income and grow its own business organically. Waitrose 

suppliers, and Waitrose itself, will be reluctant to suffer the profitability hit of losing 

16% of buying volumes in 2018.  

Ocado could be better off leaving the agreement. The 1.4% FY12 margin benefit from 

not having to pay Waitrose a sourcing fee may indeed be higher than the buying 

disadvantage from losing c84% of scale in FY18. 

Waitrose own-label suppliers unlikely to risk losing 16% of volume 

Ocado should represent more than 16% of the combined Waitrose/Ocado revenues at 

1 September 2018, the earliest point the agreement could come to an end, unless there 

is a breach of the agreement. 

We doubt the Waitrose own-label suppliers, or indeed Waitrose, can commercially 

justify the loss of c16% of buying volumes, so it is rational that all parties will come to 

an agreement that is mutually beneficial. Such an agreement is likely to result in no 

 
2 Waitrose plus Ocado own label. 
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drop in volumes for suppliers, since this would have a significant negative impact on 

their profitability. We therefore see two likely options: 

• Ocado will continue to be able to source Waitrose brands, possibly on a non-

exclusive basis. There are already a number of foreign retailers who sell Waitrose 

brands, such as Duchy Originals, on a non-exclusive basis. 

• Waitrose’s own-brand manufacturers will continue to provide Ocado with identical 

products, which are labelled as Ocado instead of Waitrose. This should not have a 

large impact since much of the private brand volume is relatively generic fresh 

meat, fish or produce. 

In both scenarios there is unlikely to be a material impact on Ocado’s sales. If Ocado is 

not bound by the terms of the sourcing agreement but can continue to sell Waitrose 

products, then the company can continue to add its own brands to the product range, 

but leave the Waitrose products there for those who like the brand. 

In the scenario that Ocado cannot stock the Waitrose brand but continues to sell 

identical products under the Ocado brand, Ocado should be able to transition 

customers from the Waitrose to Ocado brand. This has been the case over the past 

four years, with Ocado brand penetration increasing from 1.5% to 15% of total private 

label sales (FY09-FY12). Ocado brand sales grew at 70% versus flat sales growth in the 

Waitrose brand in FY12, without the company reducing the available range of 

Waitrose products.  

Ocado should be able to increase Ocado brand penetration from 15% to 30% of own-

label over FY13-FY14 by adding new products to the range. This should make the 

possible task of moving the penetration from 30% to 100% during the termination 

notice period easier. 

It is unlikely that a large proportion of Ocado customers will switch from Ocado to 

Waitrose’s online service on termination of the agreement. Waitrose is already 

running at full online capacity with only c£160m of sales in FY12/13 and is unlikely to 

be able to build the capacity needed by 2017 to take much share from Ocado. Waitrose 

is predominantly a pick-in-store operation, but the company has resorted to using a 

‘dark store’ in London, since many of its locations have reached capacity. Waitrose 

plans to open more dark stores in future but may not be able to build the dark store 

capacity to take Ocado’s significantly higher volumes by 2017. In any case, most of 

Ocado’s current customers were acquired from Tesco and Sainsbury rather than 

Waitrose, so we believe the average loyalty of Ocado customers to the Waitrose 

shopping experience to be relatively limited. 

End of sourcing could be margin accretive 

Ocado does benefit from combined scale with Waitrose presently, but the benefit is 

difficult to quantify as a margin percentage. Ocado should have more than £1.8bn of 
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revenues and double-digit sales growth in 2018, which should be sufficient for Ocado 

to negotiate buying terms at least as good as those already in place, after taking into 

account the benefit of not having to pay 1.4% of sales to Waitrose for the sourcing fee. 

The sourcing agreement as it stands does not necessarily represent the best interests of 

Ocado. We believe Ocado could negotiate buying terms that are more suitable to its 

business model. Such terms would involve longer supplier payment periods which 

could generate improved working capital cash inflows for the company. 

Competitor response 

Ocado’s competitors are likely to respond as the company becomes a bigger threat to 

their growth. The response could take the form of lower prices or an improved online 

offer. However, the primary incentive of Ocado’s major competitors is to defend the 

profitability of their stores, which will always be their primary profit centre. Hence we 

do not think competitors are likely to respond in a way that would materially limit 

Ocado’s growth or profitability, since price investment or a lower online delivery 

charge are likely to hurt their own profits more than the additional profit they would 

take from Ocado. 

We estimate the online grocery market in the UK cannibalised 1% LFL sales and c3% 

EBIT growth from stores in FY12. The cannibalisation should only increase in future 

as more of the market moves online. The major retailers are unlikely to want to 

encourage the cannibalisation of their own stores and so are unlikely to ever remove 

the delivery charge, which is a big contributor to Ocado’s profits (c3% of sales) and an 

even bigger contributor to the profitability of competitors’ ‘pick from store’ online 

models.  

It also seems unlikely that competitors will lower their prices to drive Ocado out of 

business. The primary reason is that the UK food retail market is a zero sum game. If 

any of the Big 4 players lowers prices, then all other players immediately match and 

the industry gross margin and profitability moves lower without any single player 

gaining share. The UK food retailers have exhibited gross margin rationality over the 

past decade and we see no reason why this should not continue in future. If any of the 

Big 4 were to materially lower prices it would result in mutually assured destruction. 

In any case we are forecasting that Ocado will invest 100bp in improving price 

position over the next five years and still achieve 40% EBITDA CAGR over the period. 

If we were to apply such price investments to UK supermarket peers their profit would 

be 20-40% lower than currently but with the same price gap as in FY12. 

The reality is we are in a new phase. The supermarket majors have now accepted that 

Ocado is here to stay. The profit evolution of Ocado is now more in the hands of its 

own management than the management teams of the supermarket majors, because the 

majors are more concerned about maintaining profitability in the face of increased 

retail selling space and market share losses to the discounters and online. 
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Capitalisation of costs 

Ocado’s increasing rate of cost capitalisation is a valid concern worth close scrutiny. 

Classifying costs as ‘development’ rather than ‘operations’ increases EBITDA, 

operating cash flow and capex by the amount of costs capitalised and boosts EBIT by 

the difference between the costs capitalised and the associated amortisation.  

Given the extent of management discretion involved, increased capitalisation lowers 

earnings quality. However, we believe Ocado has a logical justification. The benefits of 

Ocado’s IT development spend will be realised over the life of equipment and hence 

should be capitalised to best match the corresponding benefits. Ocado should not be 

penalised for developing technology internally, especially since it is often not possible 

for the company to buy the technology it needs from third parties. 

Capitalisation of intangibles increasing 

Capitalisation of intangible assets net of amortisation provided a £7.4m boost to EBIT 

in FY12 versus £2.8m EBIT benefit in FY11 (Fig 64). The net benefit of capitalisation 

to EBIT margins has increased to 1.0% of sales in FY12 compared with a 0.2% margin 

drag in FY09. We forecast the positive impact of capitalisation on Ocado’s margins 

should gradually diminish as the amount of capitalised costs remains broadly static in 

absolute terms and the amortisation charge builds. Ocado has given guidance for 

£18m of IT investment capex in FY13. We believe most of this represents the 

capitalised cost of IT developer wages. 

Fig 64: Impact of capitalisation of cost on Ocado EBIT  

£m, year-end November FY09 FY10 FY11 FY12 FY13E FY14E FY15E FY16E FY17E

EBIT (before capitalisation)  (13.8)  (6.0)  (1.7)  (4.4)  (3.6)  14.4  34.8  57.1  84.5

% of sales -3.2% -1.1% -0.3% -0.6% -0.4% 1.4% 2.9% 4.0% 5.1%

Costs capitalised to intangible assets  4.1  5.1  8.2  13.6  18.0  18.0  18.5  19.1  20.1

Amortisation of intangible assets  (4.7)  (4.5)  (5.4)  (6.2)  (8.0)  (10.2)  (12.4)  (14.7)  (17.1)

Net capitalisation benefit  (0.6)  0.6  2.8  7.4  10.0  7.8  6.1  4.4  3.0

As % of sales -0.2% 0.1% 0.4% 1.0% 1.2% 0.8% 0.5% 0.3% 0.2%

EBIT (reported)  (14.4)  (5.3)  1.1  3.0  6.4  22.1  40.9  61.5  87.5

Exceptional costs (gains)  -  3.5  -  2.4  -  -  -  -  -

EBIT (underlying reported)  (14.4)  (1.8)  1.1  5.4  6.4  22.1  40.9  61.5  87.5

As % of sales -3.4% -0.3% 0.2% 0.7% 0.7% 2.2% 3.4% 4.3% 5.3%
 

Source: Redburn, company 

Introduction of capitalisation to tangible fixed assets 

Ocado disclosed the unusual decision to capitalise costs to tangible fixed assets for the 

first time in FY12 (Ocado PLC annual, FY12, note 2.1.4). Ocado capitalised £4.3m of 

labour costs to plant, property and equipment in FY12, in addition to the £13.6m of 

intangible costs capitalised in the year (Ocado PLC annual, FY12, note 3.1, Fig 64). 
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The FY12 annual report revealed that £3.0m of costs were capitalised to fixed assets in 

FY11. This was not disclosed in the FY11 annual report. We do not know if this is a 

restatement or if the costs were actually capitalised but not disclosed during FY11 

because they were considered to be ‘third-party’ spend. If this was a restatement, then 

FY11 EBITDA would have been £30.9m rather versus £27.9m reported, resulting in 

lower YoY EBITDA growth in FY12. Capitalised costs represented 52% of reported 

EBITDA in FY12 compared with 19% in FY11, before the change in disclosure  

(Fig 65). 

Fig 65: Impact of capitalisation EBITDA 

£m FY11 FY12*  Growth% 

EBITDA (pre capitalisation) 19.7 16.6 -16%

Capitalisation to intangibles 8.2 13.6 66%

Capitalisation to PPE  4.3 N/A

EBITDA (underlying, reported) 27.9 34.5 24% 

* FY12 was 53 weeks vs 52 in FY11 

Source: Redburn, Ocado annual reports prior to restatement for FY11 

  

Incentive to grow EBITDA could influence decisions to capitalise 

We are concerned at the general increase in capitalisation of costs at Ocado in light of 

40% of management’s annual bonus being based on EBITDA growth. Having a large 

financial pay-out riding on a decision to classify an IT worker’s wages as part of a 

development project might influence the decision. 

We are not suggesting Ocado management is doing anything improper by capitalising 

costs. Indeed, such treatment is encouraged by accounting standards. We are merely 

highlighting that investors have to rely on management judgement for a significant 

proportion of current P&L earnings and that there is potential for these costs to ‘turn 

into’ operating costs if the staff members are not retrenched at the end of their 

development project.  

Capitalised costs a red flag but not a major worry 

When interpreting Ocado’s accounting it is important to see the wood for the trees. 

Ocado is spending, and has already spent, considerable staff wages to develop 

technology that will not improve its efficiency this year, next year or even the year after 

that. Indeed the return on the new technology in CFC2 can only really be realised over 

the lifespan of the technology, not in the year when the machine is switched on. Such 

costs should, without a doubt, be capitalised; to match the cost with the associated 

benefit. This treatment is consistent with how automotive companies treat the 

development of new model cars. 

A good example of costs which should be capitalised is Ocado’s spending on the 

development of robots. Currently Ocado staff transfer packages from a basket of 

product to the customer basket by hand, which is more costly than doing this with a 

robot. Nonetheless, Ocado is trying to develop this technology internally. Ocado is 
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right to try and automate every stage of the grocery shopping process, in our view, 

since this will be cheaper and more efficient for a customer in future. Such costs 

should be capitalised, because otherwise it would be punishing the company for 

innovation that may not bear fruit for many years.  

To put the capitalisation of costs into perspective Ocado had £57m of intangible assets 

at cost in FY12, most of which is capitalised development costs. M&S, on the other 

hand, had £610m of capitalised computer software (including software under 

development) at cost in FY12, which is more than double the invested capital base at 

Ocado. 

We are not particularly concerned at the risk of capitalised costs turning into 

operating costs because the capitalised costs are already part of company guidance and 

our capex forecasts. We expect the level of development projects to remain at or 

slightly above current levels in absolute terms, but fall as a percentage of sales over 

future years. 

Click and collect 

The UK grocery market is unique in that almost all of online orders are home 

delivered, whereas in France almost all of the market is ‘click and collect’ (known 

locally as Drive). There does not appear to be much demand for click and collect 

grocery in the UK due to the relatively small (c2-3%) price differential with home 

delivery and because the number of available pick-up locations is limited. The future 

growth of click and collect in the UK may be a competitive threat to Ocado, because 

Ocado does not have any stores from which customers can collect their order.  

However, we do not think click and collect will adversely impact Ocado’s growth. The 

evolution of online penetration in other merchandise groups in the UK, such as 

clothing and footwear (Fig 66), suggests the Drive concept is likely to grow in tandem 

with, and not at the expense of, home delivered grocery. This view is supported by the 

growth of Amazon, which has not had the benefit of store collection, but has 

nonetheless grown to a $61bn revenue company in 2012 in only 20 years. Ocado may 

also be able to work with a number of potential partners such as independent petrol 

filling stations or convenience stores to provide a click and collect service in future. 
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Fig 66: UK clothing and footwear market by customer journey (2010 prices)  

 

Source: Javelin Group consulting 

Click and collect threat limited by low online grocery penetration 

We do not believe that a lack of physical collection points will be a limitation for 

Ocado because the market for delivered grocery in the UK is far from saturation at 3% 

of grocery sales (Fig 9). Amazon only really started its push into physical pick-up 

points as the penetration of major categories exceeded 20%. For example, Amazon’s 

two major categories, Books and Electricals, have 35% and 28% online penetration 

respectively in the UK.  

Nonetheless, the addition of physical click and collect capacity should spur the growth 

of online retail in the UK, which should increase the acceptability of online as a 

grocery channel and thus make it easier for Ocado to acquire customers. Tesco has 

opened more than 150 points in the UK in the past two years and Asda plans to double 

its locations from 100 in 2012 to 200 by 2013.  

Click and collect is growing fast in France 

The market share of click and collect groceries in France grew from less than c1.5% of 

the grocery market in 2011 to over 3% of the overall market in 2012, according to 

Lineares magazine. The growth was spurred by the number of pick-up locations nearly 

doubling to 1,958 locations at the end of 2012 versus 1,072 at the end of 2011. The size 

of the delivered online grocery market, despite being available, is too small to even 

register. 

The growth in France has been driven by the price differential between Drive and 

home delivery. French retailers tend to charge an economically rational delivery 

charge, which has made home delivery prohibitively expensive for the customer and 

depressed the growth of the market. Collection at most retailers in France is free, 

whereas the home delivery charge typically ranges from €9-20. Auchan, one of the 

most successful proponents of the Drive concept in France, charges nothing for a 
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collect order, but €10.993 for home delivery. In the UK, Tesco charges £2 for a collect 

order compared to £0-7 for a delivered order. 

Technology failure 

Ocado as an online retailer is prone to the risk of technology failure, particularly since 

up until 1Q13 all of the volume was processed by the Hatfield CFC. The opening of the 

Dordon CFC in 1Q13 materially lowers single point failure risk by allowing Ocado to 

continue to service customers in the event of disruption to the Hatfield CFC. 

Ocado should be able to navigate the risks posed by a change of a sourcing 

agreement with Waitrose, future competition from the Big 4 grocers, the 

increasing popularity of click and collect and technological failure. Ocado’s 

increased level of cost capitalisation arguably reduces earnings quality but is 

justified by the possible realisation of this value via license agreements. 

 

 
3 http://socialcompare.com/en/comparison/se-faire-livrer-ses-courses-alimentaires-a-domicile 
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We see more than 40% upside from the current share price to our 

300p fair value, which is derived by discounting cash flows. In the 

longer term, we believe the shares could double as the company 

utilises spare capacity. 

 

 

04/ 
Potential double bagger 
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Fair value 300p 

Discounting Ocado’s future cash flows values the company at 300p per share, 

excluding any upside from possible licensing deals.  

Our 300p price target implies 30x P/E, 16x EV/EBITDA and 5.6% free cash flow yield 

on our FY16 estimates (Fig 68). Such a valuation is justified by the substantially higher 

growth profile of Ocado compared to traditional supermarket retailers. For instance, 

Ocado should generate 38% EBITDA CAGR over the next three years compared to 5% 

for the European Food Retail sector, which justifies a 3% free cash flow yield in FY14 

versus the sector at 3.8% (Fig 74).  

Fig 67: Ocado valuation at 300p fair value 

Year-end November (£m) FY09 FY10 FY11 FY12 FY13E FY14E FY15E FY16E FY17E 

Sales 427 551 643 732 857 1,028 1,213 1,419 1,660 

Revenue 402 516 598 679 795 955 1,126 1,318 1,542 

EBITDA 9.2 22.0 27.9 34.5 43.4 65.4 88.6 114.1 145.6 

EBIT (underlying) (14.4) (1.8) 1.1 5.4 6.2 21.7 40.2 60.6 86.6 

Net income (underlying) (23.2) (3.7) (0.5) 0.0 1.9 18.4 38.2 58.2 87.6 

EPS (underlying) (6.1) (0.8) (0.1) 0.0 0.3 3.2 6.6 10.0 15.0 

EV/sales 4.5 3.5 3.0 2.6 2.3 1.9 1.6 1.4 1.2 

EV/EBITDA 194.1 81.4 64.3 51.9 41.2 27.4 20.2 15.7 12.3 

P/E N/A N/A N/A N/A N/A 94.6 45.7 30.1 20.1 

FCF yield -0.9% -0.7% -5.4% -3.7% -2.4% 3.0% 3.9% 5.6% 7.7% 
 

Source: Redburn, company 

  
Discounted cash flows gives 300p target price 

Our primary valuation method for Ocado is DCF (Fig 68), as this is the most 

appropriate way to value a high growth company just starting to generate positive cash 

flow. We fade sales growth from 17% in FY18 to 4% in the terminal year and assume 

10% EBITDA margin by FY22, higher than our FY17 estimates due to continued scale 

benefits. Capex should ramp up in FY18 for the construction of CFC3 before fading to 

1.0x depreciation. This reflects the capital intensity of the Ocado business model at a 

4% growth rate.  

Our 4% terminal growth assumption is justified by the very low penetration of Ocado 

relative to the overall grocery market. Ocado had only £0.7bn revenues compared with 

£155bn UK grocery market in FY12. Even in FY22, the terminal year of our DCF, the 

company is far from maturity. Our forecast for £2.8bn of sales in FY22 represents only 

1.1% of the future £255bn UK grocery market. We believe Ocado’s potential market 

share should be orders of magnitude higher than that. In any case, food inflation has 

averaged 2-3% over the long term and this should provide support to the 4% terminal 

growth assumption even when internet penetration stabilises, especially since Ocado’s 

volumes should be supported by increased internet penetration.  
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Fig 68: Ocado discounted cash flow valuation 

Year-end November (£m) FY13E FY14E FY15E FY16E FY17E FY18E FY19E FY20E FY21E FY22E 

Sales 857 1,028 1,213 1,419 1,660 1,943 2,234 2,502 2,652 2,758 

Sales growth (%) 17% 20% 18% 17% 17% 17% 17% 17% 8% 4% 

Revenue (ex VAT, vouchers) 795 955 1,126 1,318 1,542 1,804 2,075 2,324 2,463 2,562 

Revenue growth (%) 17% 20% 18% 17% 17% 17% 15% 12% 6% 4% 

EBITDA 43 65 89 114 146 165 194 222 240 257 

EBITDA margin (% of revenue) 5.5% 6.8% 7.9% 8.7% 9.4% 9.1% 9.3% 9.5% 9.7% 10.0% 

Depreciation & amortisation 37 44 48 54 59 72 76 81 81 79 

Depreciation/revenue (%) 4.7% 4.6% 4.3% 4.1% 3.8% 4.0% 3.7% 3.5% 3.3% 3.1% 

EBIT 6 22 40 61 87 93 117 141 159 178 

Tax rate 21% 21% 21% 21% 21% 21% 21% 21% 21% 21% 

NOPAT 5 17 32 48 68 74 93 111 126 140 

Depreciation 37 44 48 54 59 72 76 81 81 79 

Working capital 9 27 20 23 29 35 39 36 20 9 

Capex -86 -33 -36 -38 -42 -236 -53 -57 -65 -79 

Capex/DA 2.3x 0.8x 0.7x 0.7x 0.7x 3.3x 0.7x 0.7x 0.8x 1.0x 

Capex/revenue (%) 10.8% 3.5% 3.2% 2.9% 2.7% 13.1% 2.6% 2.4% 2.6% 3.1% 

FCF -35 55 65 86 114 -56 155 172 162 150 

Discount rate 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 

Discount factor 0.92 0.84 0.77 0.71 0.65 0.60 0.55 0.50 0.46 0.42 

PV of FCF -32 46 50 61 74 -33 85 86 75 63  

Source: Redburn 

  
Fig 69: Ocado DCF fair value  Fig 70: Ocado WACC calculation 

Assumption Value 

WACC 9.0% 

Terminal growth rate 4.0% 

PV of FCF 475 

Terminal value 1,316 

EV 1,791 

Less: net debt -56 

Equity 1,735 

Number of shares 578 

Intrinsic value per share 300p  

 WACC components Value 

Risk-free rate 4.0% 

Beta 1.4 

Risk premium 4.5% 

Cost of equity 10.5% 

Cost of debt (pre-tax) 4.5% 

Tax rate 21.0% 

Cost of debt 3.6% 

Equity capital 78% 

Debt capital 22% 

WACC 9.0% 
 

Source: Redburn  Source: Redburn 

 

Applying our standard 8% WACC and 2% terminal growth European Food Retail 

DCF assumptions to Ocado results in 271p fair value. We believe a higher target price 

than this is justified by Ocado’s higher growth profile than the sector. A sensitivity of 

our fair value to DCF assumptions is illustrated in Fig 71. 
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Fig 71: DCF sensitivity 

 ---------------------------------------- Terminal growth -----------------------------------

WACC 2.0% 3.0% 4.0% 5.0% 6.0%

7.0% 338 414 540 792 1,549

8.0% 271 319 390 508 746

9.0% 223 255 300 367 479

10.0% 188 211 241 283 346
 

Source: Redburn 

 

EV/IC versus ROCE/WACC 

A returns based approach to valuing Ocado is not particularly useful because the 

company has a relatively capital-light operating model and is in the early growth stage. 

An EV/IC versus ROCE/WACC approach works best when the company is capital 

intensive and mature. This methodology gives a fair value for Ocado of 202p per share, 

which we derive by discounting back the implied 286p FY17 fair value by four years at 

9% WACC (Fig 72). We believe this 202p fair value provides a useful valuation floor to 

an investment in Ocado. 

This approach assumes that the fair EV/IC multiple for Ocado should be 1.9x higher 

than ROCE/WACC to take into account growth in capital and returns. We derive this 

factor by back-solving Jerónimo Martins’ returns. Jerónimo Martins trades at 3.5x 

EV/IC versus 1.8x ROCE/WACC FY13 (i.e. 3.5/1.8 = 1.9x). We believe Jerónimo 

Martins is overvalued, but in any case Ocado is likely to see higher growth because the 

online grocery market in the UK has a substantially higher potential for increased 

penetration than discount stores in Poland. Therefore, the application to Jerónimo’s 

growth premium to Ocado seems conservative. 

Fig 72: EV/IC vs ROCE/WACC fair values 

Year-end November £m FY07 FY08 FY09 FY10 FY11 FY12 FY13E FY14E FY15E FY16E FY17E 

ROCE -33.4% -20.2% -10.3% -0.6% 0.9% 1.9% 1.8% 5.5% 10.8% 17.9% 29.8% 

WACC 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 9.0% 

ROCE/WACC (x) (3.7) (2.2) (1.1) (0.1) 0.1 0.2 0.2 0.6 1.2 2.0 3.3 

           

Invested capital (lease-adjusted) 67 80 100 111 175 268 327 334 306 274 234 

Implied EV (1.9x ROCE/WACC X IC) (476) (342) (217) (14) 35 107 127 387 696 1,037 1,473 

Net debt (125) (117) (108) 81 (20) (56) (97) (44) 24 122 256 

Leases  -  - (24) (32) (41) (49) (51) (53) (55) (58) (60) 

Other (0) (0) 2 7 9 7 7 7 7 7 7 

Implied equity (602) (459) (348) 41 (17) 9 (13) 297 671 1,108 1,676 

Implied equity per share -157 -120 -91 9 -3 2 -2 51 115 190 286  

Source: Redburn, company 

  
Ocado shares could double 

Ocado shares could more than double to over 600p (Fig 73) once the sales and margin 

benefit of recent capacity addition is realised. We derive the fair value potential for 
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Ocado by applying the one-year forward multiples of listed internet peers to our FY17 

forecasts for Ocado and discount by three years at 9% cost of capital. 

Ocado should have a similar return and growth profile to listed online peers when 

recent capacity investments mature in FY17, justifying this approach. We see Ocado’s 

ROCE gradually improving to 30% by FY17. Asos, a UK listed pure-play internet 

fashion retailer, should see 31% lease-adjusted post-tax ROCE CY13E. Amazon, which 

has depressed returns compared to history due to price and capital investments, 

should see 17% lease-adjusted ROCE CY13E. Yoox is an Italian listed internet fashion 

retailer and should see 17% lease-adjusted post-tax ROCE CY13E.  

Ocado’s online retail peers trade at 27x lease-adjusted EV/EBITDAR CY13 (Fig 76) 

and 3.2% free cash flow yield CY13 (Fig 74). The P/E ratio of online retail peers ranges 

from 63-87x CY13. We apply a multiple from the bottom end of this range to be 

conservative (Fig 73). The average fair value of Ocado equity implied by application of 

peer multiples to our Ocado forecasts is 606p per share (Fig 73). 

Fig 73: Application of peer multiples to Ocado 

£m 

Ocado FY17E 

forecast Multiple 

Implied 

EV 

Implied 

equity

Implied equity 

 per share in 

FY16 (p) 

Implied equity per 

share present 

value (p) 

EBITDAR 150.6 27 4,066 3,961 685 529 

FCF 134.2 31  4,194 725 560 

EPS (p) 15.0 63  5,450 942 728 

Average     606  

Source: Redburn 
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Fig 74: Pan-European and global e-tail equity valuations (calendar years) 

Market 

cap ---------- EPS ---------- --------- P/E (x) -------- ---- Dividend yield ---- --- Equity FCF yield --- 

Company 

Price 

local (€bn) 2012 2013E 2014E 2012 2013E 2014E 2012 2013E 2014E 2012 2013E 2014E 

Ahold €12.25 12.7 0.97 0.89 0.95 12.6 13.8 12.9 3.6% 3.6% 4.0% 8.6% 10.2% 7.7% 

Carrefour €23.31 16.5 1.22 1.46 1.70 19.1 15.9 13.7 2.4% 2.8% 3.3% 2.5% 2.8% 3.7% 

Casino €83.05 9.4 4.94 5.26 6.09 16.8 15.8 13.6 3.6% 3.2% 3.7% 1.9% 3.1% 3.8% 

Delhaize €48.00 4.9 4.55 4.67 5.31 10.5 10.3 9.0 2.9% 2.9% 3.2% 15.0% 10.4% 11.0% 

Jerónimo Martins €18.04 11.3 0.62 0.71 0.81 29.3 25.5 22.3 3.0% 1.9% 2.2% 1.7% 1.6% 2.2% 

Metro €24.46 7.9 1.80 2.07 2.21 13.6 11.8 11.1 4.1% 4.2% 4.5% 12.8% 12.3% 11.7% 

Morrison 288p 7.9 26.6 25.3 25.3 10.9 11.4 11.4 4.1% 4.5% 4.5% 1.9% 0.2% 3.1% 

Ocado 209p 1.4 0.0 0.6 3.5 N/A 366.9 60.4 0.0% 0.0% 0.0% -5.2% -2.7% 4.5% 

Sainsbury 379p 8.5 29.6 30.2 30.9 12.8 12.6 12.3 4.4% 4.4% 4.5% 1.5% 2.0% 3.7% 

Tesco 377p 35.9 33.6 33.5 35.7 11.2 11.2 10.6 3.9% 3.9% 4.2% 6.3% 7.1% 8.0% 

Coverage  115.1    12.8 12.6 12.3 3.6% 3.6% 4.0% 2.5% 3.1% 3.8% 

Asos 3,610p 3.5 41.5 53.2 69.7 87.0 67.8 51.8 0.0% 0.0% 0.0% 1.8% 3.3% 4.5% 

Amazon $260.16 90.8 -0.1 3.0 5.2 N/A 87.4 49.9 0.0% 0.0% 0.0% 0.3% 1.7% 2.9% 

Yoox €15.98 0.9 0.2 0.3 0.4 88.8 63.2 41.2 0.0% 0.0% 0.0% 2.4% 4.5% 6.7% 

e-tail peers  95.2    87.9 72.8 47.6 0.0% 0.0% 0.0% 1.5% 3.2% 4.7%  

Source: Redburn, Bloomberg 

  
Fig 75: Pan-European and global e-tail enterprise valuations (calendar years) 

Net 

debt EV ------- EV/IC (x) ------ --- EV/net sales (x) ---- --- EV/EBITDA (x) --- ----- EV FCF yield ----- 

Company (€bn) (€bn) 2012 2013E 2014E 2012 2013E 2014E 2012 2013E 2014E 2012 2013E 2014E 

Ahold -1.4 11.4 2.2 2.8 2.9 41% 34% 34% 5.8 4.9 5.1 8.3% 11.2% 9.2% 

Carrefour 6.5 23.0 1.7 1.6 1.5 31% 30% 28% 6.4 6.0 5.5 4.3% 3.6% 4.2% 

Casino 20.2 29.5 1.5 1.5 1.5 66% 60% 56% 9.7 8.9 8.2 3.8% 4.3% 4.8% 

Delhaize 1.7 6.5 1.0 0.9 0.9 30% 29% 26% 4.7 4.6 4.1 13.2% 10.0% 10.8% 

Jerónimo Martins 0.9 12.2 6.2 5.6 5.0 111% 100% 89% 16.0 14.2 12.5 1.8% 1.8% 2.4% 

Metro 7.7 15.6 1.1 1.1 1.1 25% 24% 23% 5.2 5.0 4.8 7.5% 7.4% 7.2% 

Morrison 3.0 11.0 1.1 1.1 1.0 49% 51% 50% 6.6 7.1 7.0 2.1% -0.8% 2.8% 

Ocado 0.1 1.5 5.7 4.7 4.5 174% 154% 124% 36.0 29.1 18.6 -4.5% -2.0% 4.8% 

Sainsbury 2.6 11.1 1.1 1.1 1.0 40% 39% 37% 7.0 6.8 6.5 2.3% 2.7% 4.1% 

Tesco 8.6 44.5 1.3 1.2 1.1 59% 56% 51% 7.7 7.3 6.7 5.8% 6.4% 7.2% 

Coverage 49.7 166.3 1.4 1.4 1.3 45% 45% 44% 6.8 7.0 6.6 4.1% 4.0% 4.8% 

Asos -0.1 3.5 38.8 29.7 23.4 487% 365% 286% 49.4 39.2 30.1 1.8% 3.3% 4.6% 

Amazon -6.3 84.5 106.8 49.5 33.8 182% 147% 116% 42.3 26.4 18.2 0.3% 1.8% 3.2% 

Yoox 0.0 0.9 10.4 6.8 5.2 242% 192% 154% 29.9 22.5 16.1 2.4% 4.6% 6.7% 

e-tail peers -6.4 88.9 52.0 28.7 20.8 304% 235% 185% 40.5 29.4 21.5 1.5% 3.2% 4.8%  

Source: Redburn, Bloomberg 
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Fig 76: Pan-European and global e-tail enterprise valuations (lease-adjusted, calendar years) 

 

Net 

debt EV -------- EV/IC (x) ------- --- EV/net sales (x) --- --- EV/EBITDA (x) --- ----- EV FCF yield ----- 

Company (€bn) (€bn) 2012E 2013E 2014E 2012 2013E 2014E 2012 2013E 2014E 2012 2013E 2014E 

Ahold 3.3 16.0 1.7 1.8 1.9 55% 48% 48% 6.3 5.6 5.7 3.8% 7.6% 6.7% 

Carrefour 14.9 31.4 1.4 1.4 1.3 42% 40% 39% 6.7 6.4 6.0 4.7% 2.3% 2.0% 

Casino 31.2 40.6 1.3 1.3 1.3 88% 82% 78% 10.0 9.4 8.8 -1.8% -1.0% 1.6% 

Delhaize 4.3 9.2 1.0 1.0 0.9 42% 40% 38% 5.3 5.2 4.8 8.1% 6.8% 6.8% 

Jerónimo Martins 2.6 14.0 3.9 3.5 3.2 126% 114% 104% 13.9 12.6 11.2 0.4% 0.3% 0.3% 

Metro 14.3 22.3 1.1 1.1 1.1 36% 35% 33% 5.6 5.5 5.3 5.3% 6.4% 3.7% 

Morrison 4.2 12.1 1.1 1.1 1.0 53% 56% 56% 6.9 7.4 7.4 -0.2% -2.4% 0.9% 

Ocado 0.2 1.6 4.8 4.1 3.9 177% 156% 125% 33.5 27.6 18.2 -4.9% -2.1% 4.4% 

Sainsbury 9.0 17.5 1.1 1.0 1.0 63% 62% 60% 8.0 7.9 7.7 -0.4% 0.0% 0.9% 

Tesco 24.1 60.0 1.2 1.1 1.1 79% 75% 71% 8.2 7.9 7.4 3.6% 4.0% 4.4% 

Coverage 108.0 223.1 1.2 1.1 1.1 55% 56% 56% 6.9 7.4 7.4 3.6% 2.3% 2.0% 

Asos 0.0 3.5 22.1 16.9 13.4 497% 375% 295% 44.0 34.9 27.1 1.3% 2.6% 3.8% 

Amazon -2.7 88.1 24.9 17.9 13.4 188% 154% 122% 36.6 23.8 16.9 -0.8% 1.0% 2.1% 

Yoox 0.0 0.9 10.9 7.4 5.4 242% 192% 154% 29.9 22.5 16.1 2.4% 4.6% 6.7% 

e-tail peers -2.7 92.5 19.3 14.1 10.7 309% 240% 191% 36.9 27.1 20.0 1.0% 2.7% 4.2%  

Source: Redburn, Bloomberg 

  
Market cap at levels similar to previous funding rounds 

Ocado’s current £1.2bn market cap is not substantially higher than the valuations 

implied by Ocado’s previous funding rounds, despite the company having successfully 

raised enough capital to ensure its survival in 2012, the completion of CFC2, continual 

improvements of sales and profitability subsequent to the funding rounds, and the 

approach of Morrison – which confirms the value of Ocado’s intellectual property. 

• November 2008: P&G invested £5m for a 1% stake in Ocado, implying equity 

worth £500m. 

• September 2009: Fidelity and Generation Investment invested £15m for 2.3% 

stake, implying equity worth £650m.  

• July 2010: IPO at 180p per share, implying equity worth £940m (initial share 

capital of 520.5 million shares excluding 32.5 million shares held in trust for 

management incentives). 

It is not too late to buy a stake in the company at levels similar to initial providers of 

capital. 

Ocado a hedge against online disruption to store based models 

Ocado should be considered not just a standalone investment, but as part of any 

portfolio that contains store based retailers. This is because it is impossible to know the 

damage that higher internet penetration will inflict upon the supermarket business 
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model and Ocado is an insurance policy against this damage being worse than 

expected. 

Ocado should grow into valuations 

Increased online penetration should ensure Ocado grows into its valuation. Projecting 

current growth rates, in 15 years more than 15% of grocery purchases are likely to 

occur online, giving an online grocery market of c£50bn. Ocado’s leading customer 

proposition makes it well placed to at least maintain its share of the online grocery 

market which would imply c£1bn of EBITDA in FY28E; annual cash flow generation 

similar to the current market cap.  

Online cannibalisation worth consideration 

A consideration of future online penetration is extremely important for long-term 

investors in food retail companies. More than 60% of the present value of Tesco, 

Sainsbury and Morrison is tied up in the terminal years (more than ten years in 

future), according to our DCF estimates. Together, these companies comprise 2.5% of 

the FTSE 100.  

The value of store based food retailers is extremely dependent on the terminal margin 

assumption, which in turn depends on the online penetration of the market. Our 

current working assumption is that online grocery penetration moves progressively 

toward 15% in 10-15 years, implying marginal dilution of returns. However, the 

potential for penetration to rise above this is a significant threat to supermarket 

margins and preservation of principal invested in the sector. An investment in Ocado 

can be seen as a hedge against this threat. 

The threat of a new market entrant is negated by the scale of incumbents and capital 

intensity of the sector and the threat of lower sector gross margins is negated by the 

consolidation and rational pricing behaviour of the UK food retail market. 

The capex plans of the UK food retailers show that they have woken up to the new 

‘online reality’. We estimate c15% of FY13/14 capex for Tesco UK, Sainsbury and 

Morrison will be related to online. Today’s spending will shape the look of the market 

in ten years’ time. P&G’s 0.6% stake in Ocado suggests suppliers are also aware of the 

online growth potential. 

Ocado is coming of age. The niche the company has carved in the marketplace and 

the sustainability of its operating model are sufficient to make us confident the 

company will be a significant player in the UK food retail market in future. Having 

spent nearly £500m and over a decade to develop profitability in a market that not 

even Amazon can master, provides barriers to entry and makes Ocado uniquely 

positioned to benefit from the structural growth of the online grocery market. 

Price target 300p. 
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Fig 77: Ocado quarterly sales 

Period Weeks To 

Sales 

(inc VAT, £m) Growth % 

Orders per 

week (avg) 

Growth 

%

Order size 

(average, £) Growth % 

1Q10 12 21/02/2010 117.2 30.9% 81,823 34.6% 119.4 -2.8% 

2Q10 12 16/05/2010 128.4 29.1% 95,417 32.8% 112.1 -2.8% 

3Q10 12 08/09/2010 126.5 29.5% 92,834 30.8% 113.6 -1.0% 

4Q10 12 28/11/2010 178.9 27.3% 99,930 27.7% 111.9 -0.3% 

1Q11 12 20/02/2011 145.2 24.7% 103,207 26.1% 118.1 -1.1% 

2Q11 12 15/05/2011 151.5 17.2% 113,854 19.3% 110.1 -1.8% 

3Q11 12 07/08/2011 147.9 16.9% 110,945 19.5% 111.1 -2.2% 

4Q11 16 27/11/2011 198.2 10.8% 113,200 13.3% 109.7 -2.0% 

1Q12 12 19/02/2012 162.1 10.9% 116,987 13.4% 115.5 -2.2% 

2Q12 12 13/05/2012 170.2 13.0% 128,067 12.5% 110.7 0.6% 

3Q12 12 05/08/2012 162.6 9.9% 120,494 8.6% 112.4 1.2% 

4Q12* 16 25/11/2012 221.4 11.7% 125,971 11.3% 110.7 0.9% 

1Q13 12 24/02/2013 185.5 14.4% 130,995 12.0% 118.0 2.2% 

2Q13E 12 19/05/2013 200.8 18.0% 149,623 16.8% 111.8 1.0% 

3Q13E 12 11/08/2013 195.1 20.0% 143,161 18.8% 113.6 1.0% 

4Q13E 16 01/12/2013 275.2 24.3% 153,823 22.1% 111.8 1.0%  

* 4Q12 is 16 weeks rather than 17 weeks reported to maintain a consistent base of comparison 

Source: Redburn, company 

  
Fig 78: Redburn estimates vs consensus (£m unless stated) 

Year 

Revenue 

Redburn 

Revenue 

cons. Var. 

EBITDA 

margin 

Redburn 

EBITDA 

margin 

cons. Var. 

EBITDA 

Redburn 

EBITDA 

cons. Var.

EPS 

Redburn 

(p) 

EPS 

cons. 

(p) Var. 

2013E 795 772 3% 5.5% 5.4% 0.0% 43 42 3% 0.3 -0.8 N/A 

2014E 955 891 7% 6.8% 6.3% 0.6% 65 56 17% 3.2 -0.3 N/A 

2015E 1,126 994 13% 7.9% 7.3% 0.6% 89 73 22% 6.6 2.8 134% 

2016E 1,318 1129 17% 8.7% 7.9% 0.8% 114 89 28% 10.0 4.2 137% 
 

Source: Redburn, Bloomberg 

  

Financials 
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Fig 79: Ocado P&L 

Year-end November (£m) FY09 FY10 FY11 FY12 FY13E FY14E FY15E FY16E FY17E 

Sales (inc VAT) 427 551 643 732 857 1,028 1,213 1,419 1,660 

Growth % 25.3% 28.9% 16.7% 13.8% 17.0% 20.0% 18.0% 17.0% 17.0% 

Revenue (ex VAT) 402 516 598 679 795 955 1,126 1,318 1,542 

Growth % 25.1% 28.3% 16.0% 13.4% 17.2% 20.0% 18.0% 17.0% 17.0% 

COGS -279 -354 -414 -471 -555 -669 -792 -929 -1,088 

Gross profit 123 162 185 207 240 286 334 389 454 

% revenue 30.6% 31.3% 30.9% 30.5% 30.2% 30.0% 29.7% 29.5% 29.4% 

Other income 3 6 13 17 22 30 39 47 58 

% revenue 1% 1.2% 2.1% 2.5% 2.8% 3.1% 3.4% 3.6% 3.7% 

Opex (before rents) (114) (143) (166) (185) (215) (246) (280) (318) (361) 

% revenue 28.4% 27.7% 27.8% 27.3% 27.0% 25.7% 24.8% 24.1% 23.4% 

EBITDAR 11.2 24.7 31.3 38.6 47.7 69.8 93.3 118.9 150.6 

% revenue 2.8% 4.8% 5.2% 5.7% 6.0% 7.3% 8.3% 9.0% 9.8% 

Rent (2.0) (2.7) (3.4) (4.1) (4.3) (4.4) (4.6) (4.8) (5.0) 

% revenue 0.5% 0.5% 0.6% 0.6% 0.5% 0.5% 0.4% 0.4% 0.3% 

EBITDA 9.2 22.0 27.9 34.5 43.4 65.4 88.6 114.1 145.6 

% revenue 2.3% 4.3% 4.7% 5.1% 5.5% 6.8% 7.9% 8.7% 9.4% 

DA (24) (24) (27) (29) (37) (44) (48) (54) (59) 

Margin 5.9% 4.6% 4.5% 4.3% 4.7% 4.6% 4.3% 4.1% 3.8% 

EBIT (14.4) (1.8) 1.1 5.4 6.2 21.7 40.2 60.6 86.6 

Margin -3.6% -0.3% 0.2% 0.8% 0.8% 2.3% 3.6% 4.6% 5.6% 

Exceptional 0.0 (3.5)  - (2.4)  -  -  -  -  - 

Net financial (11.1) (6.9) (3.5) (3.6) (4.3) (3.3) (2.0) (2.4) 0.9 

PBT (25.5) (8.7) (2.4) 1.8 1.9 18.4 38.2 58.2 87.6 

Tax 2.3 5.0 1.9 -1.8 0.0 0.0 0.0 0.0 0.0 

Tax rate 25% 25% 25% 25% 21% 21% 21% 21% 21% 

Net income (23.2) (3.7) (0.5)  - 1.9 18.4 38.2 58.2 87.6 

WAV 383 442 522 523 579 581 582 584 586 

EPS (6.1) (0.8) (0.1)  - 0.3 3.2 6.6 10.0 15.0 

DPS  -  -  -  -  -  -  -  -  - 
 

Note: FY12 had 53 weeks. On a 52-week basis Ocado had sales £716.2m, revenue £664.0m and EBITDA £33.5m in FY12. Growth figures referenced in this report are relative 

to this 52-week base unless otherwise specified 

Source: Redburn, company 
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Fig 80: Ocado cash flow 

Year-end November (£m) FY09 FY10 FY11 FY12 FY13E FY14E FY15E FY16E FY17E 

EBITDA 9 22 28 35 43 65 89 114 146 

Other 0 (3) 1 (1) 1 1 1 1 1 

Net working capital 7 (0) (3) 6 9 27 20 23 29 

Interest paid (13) (10) (6) (8) (9) (8) (7) (3)  - 

Interest received 0 0 1 0 0 0 0 1 1 

Taxes  -  -  -  -  -  -  -  -  - 

Operating cash flow 4 8 21 32 45 86 103 136 176 

Capex (20) (21) (114) (97) (86) (33) (36) (38) (42) 

Disposals 0 0  -  -  -  -  -  -  - 

Free cash flow (15) (12) (93) (64) (41) 53 68 98 134 

Share issue 29 210 1 35  -  -  -  -  - 

Other (5) (9) (9) (7)  -  -  -  -  - 

Net cash flow 8 189 (100) (36) (41) 53 68 98 134 

        

Net debt/(cash) 108 (81) 20 56 97 44 (24) (122) (256)  

Source: Redburn, company 

  
Fig 81: Ocado balance sheet 

Year-end November (£m) FY09 FY10 FY11 FY12 FY13E FY14E FY15E FY16E FY17E 

Intangible assets 7 8 13 22 32 39 45 50 53 

PPE net 91 101 195 281 324 310 295 275 255 

Investment in associates  -  -  -  -  -  -  -  -  - 

Fixed assets 98 109 208 303 356 349 340 325 308 

Inventory 9 12 14 18 28 18 22 25 30 

Receivables 15 19 38 31 36 43 51 60 70 

Payables (48) (56) (77) (97) (122) (146) (177) (213) (256) 

Net working capital (24) (25) (25) (48) (58) (84) (104) (128) (157) 

Invested capital 74 84 184 254 298 265 236 197 152 

        

Gross debt 120 74 111 145 130 111 95  -  - 

Cash (12) (155) (92) (89) (34) (68) (119) (122) (256) 

Net debt/(cash) 108 (81) 20 56 97 44 (24) (122) (256) 

Net deferred tax liability/(asset) (2) (7) (9) (7) (7) (7) (7) (7) (7) 

Pension deficit  -  -  -  -  -  -  -  -  - 

Equity (32) 172 173 206 208 228 267 326 415 

Invested capital 74 84 184 254 298 265 236 197 152  

Source: Redburn, company 
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RECOMMENDATIONS 

 
Redburn argues that the stock price will rise by at least 15% over one year. For high beta stocks the hurdle rate may be commensurately higher. 

 
Redburn argues that the stock price will be lower in 12 months than it is today. 

 
Redburn currently has no strong opinion on the likely movement of this stock price. 

 

REGULATORY DISCLOSURE 
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