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Phil Oakley’s Weekly Round-Up

This week I take a close look at the sales growth and profits of 
Aim-listed Tristel, assess the valuation of retailer WH Smith,  
and give my view on Bellway, including analysis of Help to Buy

The companies mentioned this week are:
n Tristel
n WH Smith
n Bellway

Tristel
Alternative Investment Market (Aim)-traded Tristel 
(TSTL) sells products based on a formulation of chlorine 
dioxide. Chlorine dioxide is commonly used as a disinfect-
ant, bleaching agent and in applications such as water 
chlorination. Tristel makes its products at a manufactur-
ing plant in Cambridgeshire. The company uses its formu-
lation in three main areas:

n Human healthcare (89 per cent of sales) – products such 
as wipes and cleaning solutions used as disinfectants in 
hospitals.
n Contamination control (4 per cent of sales) – products 
sold under the Crystel brand used as disinfectants in 
pharmaceutical, personal care and pharmacy markets.
n Animal healthcare (7 per cent of sales) – trading under 
the Anistel brand selling disinfectants to vets, catteries 
and kennels.

The company sells a lot of products to the NHS, but half 
of sales are now in overseas markets. Its products are de-
signed to stop infections from spreading and are targeted 
at surgical instruments, surfaces (things like mattresses 
and bedside tables), water and skin. Around 70 per cent of 
total sales are for disinfecting medical instruments. 

Many of the products come in the form of wipes and 
disinfect items that can’t be treated with heat. It is the 
only company in its field selling products that are ap-
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plied by hand. Products by competitors are based on 
disinfecting machines.

It is the only company in the world using chlorine 
dioxide to disinfect medical instruments. Its wipes can 
disinfect small and complex instruments that machines 
cannot. Regulatory approval as a high-end disinfectant 
has been granted in many markets and the products have 
a proven track record of safety and reliability. This well-
established usage, across lots of different instruments, 
means it would take any potential competitor a lot of time 
and money to penetrate the market.

On top of this, it had 250 patents across 36 different 
markets as of June of this year which help to protect its 
products from competition.

If you take a look at Tristel’s historical financial perfor-
mance, it shows a lot of desirable characteristics such  
as high profit margins, a fairly high return on capital  
employed (ROCE) and decent cash generation.

Source: Company reports
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The company has an ambitious plan to grow its rev-
enues by 10-15 per cent every year between 2016 and 2019, 
whilst maintaining a pre-tax profit margin of 17.5 per cent. 
Full-year results for the year to June 2018, released on 
Wednesday this week, showed that the company was just 
about managing to do this.

Tristel has built up a sizeable business in UK human 
healthcare which is a mature market that can’t really grow 
much more. Growth is now reliant on overseas markets. 
Overseas markets are doing well with revenues growing by 
19 per cent last year with very little growth in the UK.

Human healthcare sales increased by 9.7 per cent with 
very good growth in EU sales (+26 per cent) and strong 
growth through distributors. Animal healthcare sales 
rose by 4.7 per cent, while contamination control sales 
increased by 11.1 per cent, but remain a small part of the 
overall business.

Total revenue growth for the company as a whole was 
10 per cent. This is a creditable result, but at the bottom 
of the company’s targeted range. One interesting observa-
tion from the company’s balance sheet was an increase in 
trade receivables of 15.7 per cent.
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There can be perfectly good reasons for trade receivables 
to increasing faster than revenues, but sometimes this can 
be a sign of a business struggling to meet targets. Perhaps 
I am being overly cynical, but an increase in trade receiva-
bles and a strong increase in sales to distributors might 
raise concerns the company is having to work harder to 
meet its growth targets.

Tristel has expressed confidence it will be able to con-
tinue selling its products in Europe despite Brexit uncer-
tainty, although it has advised customers to stockpile in 
case of short term supply chain issues: “We have advised 
our continental customers to increase their stockholdings 
over the coming months in preparation for possible dis-
ruption to the supply chain. Based on available advice, we 
believe that we will be able to CE mark our disinfectants 
and sell them within Europe irrespective of the outcome of 
the Brexit negotiation.”

I’ve no idea what is going to happen to trade flows over 
the next few months or years, but I’m not sure what to 
make of it. It could be an expression of genuine concern 
or a convenient way of booking sales in the last year of the 
company’s current strategic plan.

Sales momentum is a little bit of a concern and so too 
are profits, especially if share-based payments are consid-
ered. Tristel believes share-based payments should be  

Source: Company reports
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ignored when calculating its profits because they are a non-
cash expense. Non-cash they may be, but they are still an 
expense and should be treated as such in my opinion.

If you ignore them, Tristel’s profits are growing. If you 
take them into account, they are not.

There’s also ground for arguing that share-based pay-
ments at Tristel are large at 3 per cent of sales last year. 
This is a big chunk to come off operating margins which 
explains the fall from 19.2 per cent to 17.9 per cent. This is 
still a very good level of profitability, but I wish companies 
would not try and tell people that share-based expenses 
should be ignored.

Looking at cash flow, net cash flow from operating activ-
ities was slightly higher at £4.5m, but free cash flow fell by 
11 per cent to £3m. The company remained debt-free with 
the closing cash balance increasing by £1.6m to £6.6m.

I think Tristel is a very solid business with high levels of 
repeat revenues, but I must admit to having some concerns 
about the potential strength of its future sales and profits 
growth. Overseas sales increased nicely last year and there 
remains the potential for a new product to create a signifi-
cant uplift. The American market also offers potential with 
the company making some encouraging progress in getting 
approval for its Duo foam-based products.

Source: Company reports
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The problem for investors is that they are already paying 
for substantial future growth in sales and profits. At 255p, 
the shares trade on a one year forecast rolling PE of 27 
times. I also wonder if sales forecasts for 2019 could be at 
risk as they would require a pick up in growth from 2018. 
I’m not sure what to make of current profit forecasts as I 
do not know whether they include a share-based payment 
expense or not.

On a more positive note, a breakthrough in America 
could be very supportive for the shares.

WH Smith
For many years now, the strategy followed by WH Smith 
(SMWH) has been very successful. It is based around 
three key drivers:

n Managing the decline of the high street business by tak-
ing out costs and cutting out less profitable product lines.
n Increase investment in the travel business in the UK and 
overseas.
n Focus on generating lots of free cash flow to keep on 
increasing dividends and buying back shares.

Up until the end of last year this was working well. The 
year 2018 has not been as kind with the share price down 
by nearly a quarter so far.

Last week’s full-year results were very respectable. 
Travel showed decent progress whilst high street profits 
continued to hold up reasonably well. Cash generation 
remained good; the dividend was hiked by 12 per cent and 
a further share buyback of £50m was announced.

Source: SharePad
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What seems very clear is that the company will have to do 
something with its high street business sooner or later. Like-
for-like (LFL) sales fell by 3 per cent last year and were it not for 
£12m of cost savings, profits would have fallen substantially. It 
has identified a further £19m of cost savings over the next few 
years but these will eventually run out. Six stores are being 
closed, but there remains scope to close a lot more when there 
is a break clause on the five-year upwards only rent reviews.

With £9m of cost savings pencilled in for this year there will 
be some further relief of pressure on profits, but I think this 
business will struggle to maintain – let alone grow – its profits.

The travel business remains the main attraction for 
investors and looks to be in good shape. The stores have 
fantastic locations in high areas of footfall with a lot of 
captive customers such as train stations, airports and hos-
pitals. The stores tend to be on 5-10 year turnover based 
rents with just over half of them operated on a franchise 
basis, 40 per cent being under direct ownership and the 
remainder through joint ventures.

In the UK, stores in all these locations increased their 
LFL sales with growth in airports being particularly 
strong. WH Smith expects to add another 50 stores over 
the next three years. The international business is grow-
ing well with the opening of stores in new locations and 
an increased exposure to emerging market locations. This 
business is making good profits with high operating mar-
gins and looks well placed to continue growing.

WH Smith’s segmental profits
Division (£m) 2018 2017
Travel 
Revenues 672 624

Trading profit 103 96

Margin 15.3% 15.4%

High street 
Revenues 590 610

Trading profit 60 62

Margin 10.2% 10.2%
Source: Company reports

Source: Company reports
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The company has helpfully given the ROCE (on its oper-
ating but not total capital employed) of both its high street 
and travel business divisions, taking into account the fact 
that its shops are not on its balance sheet (by capitalising 
the rents or operating leases on them). As you can see, 
both businesses are making very respectable returns.

Using estimates from SharePad and capitalising the 
rents at seven times and assuming 7 per cent interest on 
them, gives a lease-adjusted ROCE for the business as a 
whole of 14.5 per cent for last year. This suggests  
WH Smith remains a pretty decent business in terms  
of its financial performance.

Despite putting in a reasonable financial performance, 
there is not enough upwards momentum in analysts’ 
profit forecasts to drive the share price higher. Pre-tax 
profit forecasts for 2019 have not really changed since the 
start of the year and remain at just under £154m.

   Source: SharePad
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The shares have also seen a reduction in their forecast 
one year rolling  PE multiple from just over 19 times in 
January – when I last looked at the business – to just over 
16 times now. That still doesn’t look desperately cheap.

I’ve also had a look at what the current enterprise value 
of £1,956.6m, at a share price of 1,788p, is implying about 
the valuation of the more attractive travel business.

I have allocated the £16m of central overheads to each 
division equally and reduced their profits slightly. I have 
valued the high street business on nine times its current 
operating profit (EBIT), which is towards the lower end  
of the range in the retail sector – similar to companies 
like Topps Tiles and Marks & Spencer. This gives an 
implied EV/EBIT multiple for the travel business of 15.7 
times based on current profits. On that basis, it would  
be one of the most expensively valued retail businesses 
on the market. 

Back in January, a similar exercise gave an implied EV/
EBIT multiple of 20.7 times. Despite the reduction in im-
plied value, I’m not convinced that WH Smith shares are 
compellingly cheap at the moment.

Bellway
With one or two notable exceptions (Bovis and Crest 
Nicholson), the past five years have been very kind to 
housebuilding companies and their shareholders. Robust 
demand for homes, complemented by taxpayer subsi-
dised mortgages in the form of the Help to Buy scheme, 
have seen more new homes sold for higher selling prices 
on land that was purchased at very attractive prices.

This is what happens in a rising housing market, but 
the current market is arguably different to any that has 
preceded it due to the availability of subsidised mortgag-
es and therefore subsidised demand. You can see from 
the chart on page 10 (top) that house prices in the UK 
were very subdued before Help to Buy was introduced 
in April 2013. It was removed from existing homes in 
December 2016, but remains for new build homes and is 
due to end in 2021.

How much is travel worth? EBIT Multiple EV
High street  52 9 468

Implied travel  95 15.7 1,488.6

Total EV    1,956.6
   

Net debt    -2

Pension deficit    -4

Market cap    1,950.6
Shares in issue    109.1

Share price (p)    1,788
Source: Investors Chronicle
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The profitability of house builders has increased sub-
stantially since Help to Buy was introduced and for many 
companies this is now close to previous cyclical peaks. 
This has allowed shareholders to benefit from rising share 
prices and bumper dividend payments.

One of the chief criticisms of Help to Buy is that it has 
pushed up prices – it definitely has in my opinion – but 
has not seen enough new homes built. To be fair to  
Bellway (BWY), it sold 10,307 homes last year which was 
an increase of 6.9 per cent on the year before. A 9.3 per 
cent rise in private average selling prices helped overall 
revenues increase by 15.6 per cent and operating profits by 
14.2 per cent. The operating margin remained high – just 
below last year’s margin – at 22.1 per cent.

Source: Company reports
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Despite these good results, Bellway shares have fallen 
by 20 per cent during 2018 as many investors question 
whether life is as good as it gets for builders. There are 
certainly grounds for thinking that it is.

Looking at profitability as measured by ROCE, Bellway is 
making as much money now as it was during the past hous-
ing market peaks in the early 1990s and mid 2000s.

For the past few years, builders have benefited from the 
selling prices of new homes increasing faster than new 
build costs. This may be coming to an end as build costs, 
in terms of materials and skilled labour, are increasing.

Help to Buy has become a very sensitive subject for 
the building companies. There are plenty of people – 
including me – who think that this has created a prof-
its windfall for them. This is evidenced by increasing 
new build selling price premiums over equivalent local 
housing (I am seeing plenty of examples of this in Essex 
where I live). 

But why is this happening?
My view is based on the fact that lenders are only lend-
ing 75 per cent (55 per cent in London) of the home’s 
selling price under Help to Buy. This means that they are 
less exposed to losing money if the home subsequently 
falls in value. Because of this reduced risk, the lender is 
less likely to down-value a home for mortgage purposes 
and this allows homes sold under the scheme to sell for  
more than an equivalent existing home. This premium is 
ending up in the builder’s pockets in the form of higher 
profits and margins.

Whilst bigger and higher quality homes can increase 
a builder’s average selling price, I am not totally con-
vinced this explains the current rate of average selling 
price increases being reported by housebuilders. Ac-
cording to the ONS, UK house prices increased by 3.2 per 
cent in the year to August 2018. Bellway’s average selling 
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price increased by 9.3 per cent – considerably more than 
perhaps can be explained by mix changes?

I have no doubt that the building companies would 
vigorously dispute they have earned windfall profits. Yet 
there is no shortage of 95 per cent loan-to-value mortgages 
available which does question why Help to Buy still exists. 
I asked David O’Leary, the policy director of the Home 
Builders Federation – a big supporter of Help to Buy – on 
Twitter a few weeks ago whether lenders were lending 95 
per cent of a new build’s value. I did not receive a reply.

There is growing media interest in the scheme as well. A 
newspaper report in The Times last week highlighted that 
homes bought via Help to Buy cost more than one through a 
normal mortgage. The other key point to bear in mind is that 
the second buyer of a new build home will not be able to get a 
Help to Buy mortgage. It would be interesting to know what a 
lender of a 95 per cent mortgage would value the property at.

Help to Buy is so important to the future profitability of 
building companies because they have become so reliant 
on it to sell large chunks of their homes.

As much as 39 per cent of Bellway’s homes sold last year 
were through the scheme. Unsurprisingly, there are signs of 
nervousness amongst builders that the scheme will end in 2021 
and will not be extended, and lobbying has begun to make 
sure that it is. If it does end, then it is by no means certain that 
current rates of profitability could be achieved.

If these concerns are groundless and the new build 
market holds up, then Bellway looks to be reasonably well 
placed. It is buying land at attractive prices (gross margins 
of 24 per cent based on current selling prices and costs) 
and has the scope to keep on increasing its annual build 
rate to as high as 13,000 homes. Build cost inflation is be-
ing kept in check by more standardised designs.
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However, analysts’ forecasts for Bellway don’t look 
overly aggressive given the expectation that it will build 
more homes in 2018/19 and has a decent forward order 
book, but profit growth is expected to moderate.

The valuation of its shares as measured by price to net 
asset value (NAV) has fallen back this year and unlike 
profitability is not at a peak. This suggests that a down-
turn in profitability is being priced into the shares.

Over the last year or so, I’ve increasingly seen the 
housebuilding sector as an income play rather than 
one where large capital gains can be made – subject to 
the caveat that the housing market does not see a sub-
stantial fall in selling prices. Bellway is not the highest 
yielder in the sector – as it is not paying special divi-
dends – but its dividend per share is currently covered 
three times by profits which suggests that it is both safe 
and has room to keep on growing.

  Source: SharePad
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Source: SharePad
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