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The tech rally could be over and once again I’m concerned  
about the expensiveness of quality shares

Is the tech rally over?
Possibly, is the short answer. More on why shortly.

This has been a very revealing week for me. I feel I have 
been shaken out of a mild complacency as far as the 
equity markets are concerned. In some ways, I feel slightly 
embarrassed to have written words or words to the effect 
of how investors should stick with quality shares in recent 
weeks.

Don’t get me wrong. I still firmly believe this, but the 
valuations being attached to them are now beginning to 
look ridiculous in some cases. Fund managers will talk 
about the folly of market timing and the benefits of buy 
and hold, but I do wonder how many would put large 
sums of their own money to work in high-quality shares 
right now. My guess is that if they were being truly honest 
with themselves they would have some doubts.

Whatever valuation yardstick you care to use, be it 
price-to-earnings (PE) ratios or free cash flow yields, 
quality shares are very expensive and have been getting 
more so in recent months. 

I see valuation very simply as what you get back, 
compared with what you pay for a share. When it comes 
to high quality shares right now, you are not getting much 
back.

With a few exceptions most of the shares that have been 
driving the Nasdaq higher offer very low free cash flow 
yields and this is before they are adjusted for share-based 
payments which flatter them – in some cases a lot.

This for me highlights a growing divergence between 
business investing and stock market investing. If I was to 
buy Amazon.com outright, right now, my free cash flow 
return on the investment based on its most recent annual 
performance is just 1.3 per cent. 
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I need to get a lot of free cash flow growth in the future for 
the purchase to give me a decent return on my investment. 
This might happen but the stock market doesn’t think like 
this right now. It sees Amazon as a winner from a big shift 
in consumer and business behaviour – a world where even 
more people buy stuff online and even more businesses use 
its cloud computing services. People are buying the story, 
valuations don’t seem to matter.

In fact, this is exactly what Blackrock’s senior 
quantitative analyst said this week. She said that 
valuations are a mystery that investors shouldn’t even 
bother trying to solve and that they should look at 
alternative data sources such as employee sentiment and 
stuff like this that can be found on the internet.

This is classic top of the market banter as far as I’m 
concerned. It takes me back to the late 1990s and early 
2000s when analysts used to get up onto the trading floor 
and try to justify the prices of worthless internet stocks by 
comparing the share price to the number of website visits.

Things are different this time. Tech companies today have 
revenues and substantial profits, but the valuations put on 
them are very high and need a lot of growth to justify them. 
If investing is not about value then it is not investing, it is 
just rampant speculation and I think we are verging on this.

Can you imagine what would happen if a company’s chief 
executive officer (CEO) spoke at an analyst meeting to justify 
a very expensive acquisition and said something like this: 
“Yeah, we think it’s a great business that’s going to do very 
well for us. The fundamentals are great. I’ve no idea how 
much money it’s going to make but we think it’ll work out.” 

The CEO would be heavily criticised and rightly so. 
Unless the business makes decent profits compared with 
the purchase price, it will destroy value. Today’s stock 

Leading Nasdaq shares FCF yields
Company TTM free cash flow yield
Apple Inc 4.1

Microsoft Corp 2.8

Amazon.com Inc 1.3

Alphabet Inc 2.8

Facebook Inc 3.5

Tesla Inc 0.4

Intel Corp 7.1

NVIDIA Corp 1.8

Netflix Inc -21.0

Adobe Inc 2.1

PayPal Holdings Inc 2.1

Cisco Systems Inc 7.4

Comcast Corp Cl A 6.2

Pepsico Inc 2.9

ASML Holding NV 1.8
Source: SharePad
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market investors can just ride a momentum trade and get 
lucky which is something a real business cannot benefit 
from unless they buy and sell businesses as quickly as 
shares which is very hard to do.

Low interest rates and low inflation can only prop up 
valuations so much. Sooner or later, momentum trades hit 
a brick wall and sometimes can become a cliff edge. Are 
we close to this with US tech stocks? We could be close.

Microsoft’s results released on Thursday evening were 
good. Revenues were up by 13 per cent and earnings per 
share (the all important number) beat Wall St forecasts. But 
the shares sold off and many of its Nasdaq peers fell as well.

The main reason for the fall it seems is that there are 
concerns that some of Microsoft’s business performance is 
a one-off due to Covid-19. There are concerns among some 
analysts that cloud computing growth is slowing and that 
it is not immune to problems in the real economy. There 
is a real risk that small- and medium-sized companies 
will lay off staff – which means they need fewer software 
subscriptions – when government support programmes 
come to an end.

The sell-off in Microsoft shares may be a reassuring sign 
that valuations do matter.

The problem for investors is that it’s not just tech stocks 
that a richly price, pretty much every good business is. 
Here’s the trailing 12-month (TTM) free cash flow yields 
for the Fantasy Sipp.

Fantasy Sipp: free cash flow yields
Company TTM fºree cash flow yield
RELX  5.3

Paychex Inc 5.0

Sage Group (The)  4.9

Intertek Group 4.8

Unilever 4.6

Smith & Nephew 4.1

Reckitt Benckiser Group 3.7

McDonalds Corp 3.6

Diageo 3.1

Moody’s Corp 2.9

YouGov 2.9

Pepsico Inc 2.9

James Halstead 2.8

Microsoft Corp 2.8

Visa Inc 2.7

Costco Wholesale Corp 2.7

Croda International 2.7

Mastercard Inc 2.6

Spirax-Sarco Engineering 2.1

London Stock Exchange Group 2.1

Amazon.com Inc 1.3

Walt Disney Co (The) 0.2

Avon Rubber -1.0
Source: SharePad
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This is a portfolio of expensive shares, but what am I 
supposed to do? I am writing a newsletter about investing 
in shares and would do myself out of a job if I went to 100 
per cent cash. I don’t want to own cheap, inferior quality 
businesses as this too often ends badly.

However, for me there are lots of danger signs flashing 
right now and complacency is high. The Federal Reserve 
will keep interest rates low and will print whatever 
amount of money it takes to stop the lid blowing off the 
top of the bond market. It may destroy the US dollar in the 
process.

This is why investors are flocking to precious metals 
such as gold and silver. They are often dismissed by stock 
investors as speculations which is ironic as that is what 
many shares seem to have become. Gold and silver have 
intrinsic value in a world where the respect for the buying 
power of paper money has been placed in the dustbin. 
Non-existent interest rates on bonds – and increasingly 
stocks – means that the opportunity cost of owning gold 
and silver is falling. It would not surprise me if they 
continue to rise in price.

Fantasy Sipp & UK Quality shares performance
                    Portfolio total returns (%)  
 1 month Year to date 1 year 2 year

Scottish Mortgage Investment Trust 11.7 57.8 65.7 66.7

LF Blue Whale Growth Fund 2.9 20.2 16.9 40.9

Smithson Investment Trust 3.4 17.9 22.2 

Fundsmith Equity T Acc 2.3 11.1 8.0 27.1

Martin Currie Global Portfolio Trust 5.5 10.7 9.7 32.8

Mid Wynd International Inv Trust 3.3 8.5 12.1 27.4

Vanguard S&P 500 ETF 2.1 6.0 8.6 24.3

Phil Oakley Fantasy Sipp 1.9 4.4 8.2 27.1
Lindsell Train Global Funds -0.4 4.2 -0.4 18.1

Finsbury Growth & Income Trust -2.6 -6.4 -9.0 3.8

Phil Oakley UK Quality Shares -0.9 -8.6 – –
Castlefield CFP SDL UK Buffettology Fund -0.4 -9.9 0.2 3.6

Vanguard FTSE 100 ETF -1.4 -16.6 -14.4 -11.6

FTSE All-Share - Total Return -1.5 -16.7 -13.6 -11.8

Vanguard FTSE 250 UCITS ETF -1.0 -20.3 -9.5 -11.8
Source: SharePad
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Tristel
Tristel (TSTL) is building a very decent business for its 
shareholders. Its disinfection products based on chlorine 
dioxide are being increasingly used in hospitals around 
the world to disinfect surgical instruments, surfaces, 
water and skin. It also sells its products to vets. 

Most of its revenues come from the sale of wipes, which 
are an alternative to using heat disinfection treatments. 
The company has hundreds of different patents to give it 
some protection from competition.

Tristel ticks a lot of boxes if you are looking for the 
hallmarks of a high quality business. It has growing 
revenues, high profit margins, good returns on capital 
employed and very decent free cash flow generation.

A couple of years ago when I last had a good look at this 
company, I was concerned that revenue growth was not 
leading to profit growth. I am still very unimpressed with 
the management’s view that share-based payments are 
not a real cost of doing business when they are a direct 
transfer of value away from shareholders and a source of 
future dilution of their interests.

Putting this gripe aside, Tristel is doing very well right 
now. This week’s trading update revealed that revenues 
for the year to June 2020 would be up by slightly more than 
20 per cent to £31.6m, with adjusted pre-tax profit up from 
£5.6m to £6.8m – before share-based payments, of course.

UK sales were up by 7 per cent with overseas sales up  
32 per cent and now accounting for 60 per cent of the total 
sales.

Covid-19 has boosted sales by around £2m. Demand 
for surface disinfectants has grown strongly, while fewer 
hospital operations has seen a slight decline in products 
for medical devices. The boost for surface disinfectants 
looks like being more than a one-off as the company has 
won new customers both in the UK and overseas markets.

Progress in North America is encouraging with the 
first medical device disinfectant submission for its Duo 
Foam product in Canada to be used in ophthalmology. A 
further submission for Duo Foam for the use in ultrasound 
procedures in the US is proceeding.

The shares sold off on the back of the update 
presumably due to the caution cited about the possible 
slow recovery of operations in UK hospitals going forward. 
My view is that the shares are highly valued at over 34 
times forecast EPS and needed to see forecast upgrades to 
continue their momentum and didn’t get them.

I think Tristel is a nice business and one I’d be happy 
to own in the UK Quality shares portfolio, but not at the 
current valuation with the current profit outlook.
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Unilever
You probably won’t lose much sleep owning Unilever (ULVR) 
shares. Its portfolio of consumer brands are put into millions 
of supermarket trolleys or delivery vans every week which 
gives the company a high degree of visibility on its revenues 
and cash flows. This is its key attraction to investors.

I get this but have felt a little bit nervous about the 
company’s competitive positioning for a while now. For 
me, the power of consumer brands is waning and faces 
massive threats from private label products. I can quite 
comfortably substitute many of Unilever’s food and home 
care products for supermarket own – and increasingly 
premium – label alternatives without sacrificing quality 
and saving a lot of money in the process. This is not as 
easy with some of its ice cream products and certainly not 
with a lot of its heath and beauty brands.

My other issue with Unilever is that since Warren Buffett 
and some of his friends tried to buy the business a few 
years back it has been run more like a private equity 
business and this has come at the price of sustainable 
revenue growth. 

Rivals such as Procter & Gamble face similar competitive 
challenges, but are spending time and money to innovate 
and develop new products. I might be wrong, but I don’t see 
much evidence of that at Unilever right now, or nothing that is 
moving the dial as far as its revenues and profits are concerned.

Tristel: current forecasts
  Year (£m) 
 2020 2021

Turnover 31.6 34.5

Ebitda 9.9 10.8

Ebit 7.2 7.4

Pre-tax profit 6.8 7

Post-tax profit 5.6 5.8

EPS (p) 12.3 12.7

Dividend (p) 6.3 6.5

Capex 2.1 2

Free cash flow 5.2 6.4

Net borrowing -6.2 -9.6
Source: SharePad

Source: Unilever
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Second-quarter results released on Thursday saw 
a continuation of a recent trend – weak sales growth 
and fairly strong profit margin growth. Its home care 
business benefited as consumers stockpiled bottles of 
Domestos bleach, Cif cleaning products and Lifebuoy 
soap (especially in the US), but there was no underlying 
revenue growth at all. Margins were helped by a reduction 
in advertising spending.

The closure of leisure facilities has hit the sales of ice 
creams outside the home, but boosted them in it, while 
people having fewer social occasions has seen a fall in 
demand for beauty products.

Emerging markets such as India and Brazil, which 
were weakening before Covid-19, have had a very rough 
time, as have places such as Italy and Spain. On a more 
encouraging note, sales in China are picking up again.

A modest increase in operating profit received a kicker 
from lower interest expenses and a lower tax bill. This 
contributed to a 9.2 per cent increase in quarterly diluted 
EPS, but this is not high quality growth by any means.

The stock market seemed to like it though, presumably 
because the results were better than expected, but I 
remain underwhelmed by this business’ growth prospects 
despite it being very profitable. It remains in both fantasy 
portfolios for the simple reasons of defensiveness – which 
has been highlighted by these results – but also because 
I cannot find higher quality alternatives at a reasonable 
valuation to replace it with.

Source: Unilever
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Howden Joinery
Howden Joinery (HWDN) is a business that I have a great 
deal of admiration for. The main reason for this is that it 
runs its business first and foremost for the welfare of its 
customers which I see as a far more effective long-term 
strategy than being a slave to the concept of shareholder 
value above all else. Businesses that look after their 
customers tend to have shareholders that fare quite well 
over the long-haul, in my experience.

Howdens (its trading name) has used its strategy to 
become the UK market leader in supplying kitchens to 
trade customers. However, it cannot escape the influence 
of the UK economy and the health of the housing market 
on its fortunes.

The Covid-19 lockdown in the UK has seen it have to 
close its depots, which has hammered its profits as shown 
in this week’s half-year results.

The company generated £77m of trading profits in the 
first six months of 2019, but slumped to a trading loss of 
just under £10m in 2020. There was a free cash outflow 
of £4.5m, compared with an inflow of £32.6m last year. 
The company’s cash balances only fell by £14m from 
December 2019 due to buybacks but also £76m of support 

Unilever: current forecasts
  Year (€m) 
 2020 2021 2022

Turnover 50,687.30 52,491.10 53,993.30

Ebitda 11,380.80 11,936.70 12,484.10

Ebit 9,539.90 10,053.80 10,566.90

Pre-tax profit 9,044.60 9,602.00 10,189.10

Post-tax profit 6,255.80 6,634.70 7,018.40

EPS (¢) 239 252.3 269

Dividend (p) 151.4 163 174

Capex 1,476.30 1,615.80 1,695.60

Free cash flow 6,116.60 7,074.30 7,526.20

Net borrowing 23,072.10 22,069.10 21,865.50
Source: SharePad

Source: Howden Joinery
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from the government in the form of furlough payments 
and tax deferrals.

This year is clearly going to be a write-off as far as 
investors are concerned. The company will still have to 
absorb dual running costs of two national distribution 
centres for a while, higher pension costs and higher 
depreciation.

That said, it will still open 20 new depots in the UK and 
France and refurbish existing depots to a new business 
model which is more efficient and frees up more display 
space for its new kitchen ranges.

In normal times, Howdens’ business model is very 
profitable. The company thinks that there is still room 
for expansion in the UK but I have always had a nagging 
concern on the enduring strength of demand for kitchen 
products.

Kitchens do not last forever and will eventually get 
replaced and often when a house is sold. The health 
of the existing housing market – not new builds – is 
therefore key and at the moment the outlook is not great. 
I also suspect that there are a large number of kitchens 
purchased with borrowed money – often added on to a 
mortgage – and that this could be vulnerable to a weaker 
UK economy and housing market.

There is no doubt that the kitchen has become a key 
room, perhaps the key room in a house. That said, to get 
the wow factor from a new kitchen usually involves a 
substantial five-figure outley, in my experience, which is 
not something that everyone can finance from savings.

Howdens’ like-for-like (LFL) sales growth slowed 
significantly at the end of last year which made me think 
that 2020 could be quite challenging without the problems 
of Covid-19. I like this business a lot, but it’s a share I’m 
looking to sell from the UK Quality Shares portfolio, as I’m 
not comfortable with its exposure to a weak and fragile 
UK economy.

Howden Joinery: current forecasts
  Year (£m) 
 2020 2021 2022

Turnover 1,246.20 1,561.30 1,629.00

Ebitda 212.9 287.4 327.9

Ebit 120.1 225.4 257.7

Pre-tax profit 117.6 230 252.8

Post-tax profit 91.9 178.6 203.9

EPS (p) 16.9 31.6 35.1

Dividend (p) 5.6 11.6 12.8

Capex 44.8 62.5 60.1

Free cash flow 113.5 177.8 171.7

Net borrowing 298 203.8 87.2
Source: SharePad
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Croda
Croda (CRDA) is another UK business that I have a lot of 
time for. Its products are problem-solvers and enable its 
customers to perform better. I also like the culture of the 
company, its direct selling model and the way it integrates 
itself with its customers’ business.

Its three main businesses of personal care, life sciences, 
and performance technologies sell products that range 
from sun protection creams to crop protection products to 
waxes that help oil flow better through pipelines. These 
are clever, niche products that have made Croda a very 
profitable business.

Its life sciences business has seen very little impact from 
Covid-19 whereas personal care (as seen with Unilever) 
has, although margins have held up well.

Performance technologies is very exposed to cyclical 
markets such as automotive and oil and profits have taken 
a battering here. Longer term, Croda’s sales of additives 
for car engine lubricants and exposure to oil are not likely 
to grow much given the decarbonising of economies. 
New products such as fibre protection for clothes and 
lubricants for wind turbines will hopefully counter this.

That said, Croda has to prove that it is capable of 
delivering sustainable organic revenue and profit growth 
when life gets back to normal. This has been lacking in 
recent times and has left me slightly uneasy about the 
shares. Quality without growth is unlikely to see good 
long-term investment returns. The shares have done well 
in 2020 and are up 9 per cent year to date, but trade on 
a forecast PE of over 32 times at a share price of 5,616p, 
which looks too high to me.

The shares are part of both fantasy portfolios and have 

Source: Croda
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performed quite well, but again highlight the difficulty 
that faces UK investors in finding high quality, growing 
businesses at a reasonable price.

Sage
Sage (SGE) is another business where I have been 
concerned about its ability to grow, but it seems that 
it is getting back on track. I’ve also thought that its 
competitive positioning  in its core UK accounting 
software market has been under fire from rivals such as 
Intuit’s Quickbooks and Xero. 

Both these businesses have been very good at 
communicating to customers how easy it is to use their 
products. This is something that I feel Sage has not done 
as well as it could have, but a TV advert this week has led 
me to be encouraged that it is doing something about this.

This week’s third-quarter trading update also read very 
well, as the business continues to move its customers 
away from software licenses to subscriptions with 
recurring revenues. As a result, it seems to be doing a 
good job of transitioning to a profitable software as a 
service (Saas) business based on cloud computing.

Croda: current forecasts
  Year (£m) 
 2020 2021 2022

Turnover 1,330.40 1,416.10 1,473.80

Ebitda 397.4 429.2 455.7

Ebit 323.6 353.7 378.2

Pre-tax profit 301 334.8 357.5

Post-tax profit 227.4 252.2 269.9

EPS (p) 174.2 193.6 208.4

Dividend (p) 96.3 121.4 122.9

Capex 109.7 91.7 92.1

Free cash flow 213.3 218 241.8

Net borrowing 529.5 468.8 403.2
Source: SharePad

Source: Sage
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Recurring revenue growth of 9 per cent for the first 
nine months of the year is a decent performance which 
drove total organic revenue growth of 4 per cent. The 
business is being driven by strong performances in North 
America and Northern Europe . The Sage Intacct business 
management product continues to deliver strong growth 
in the US.

At the moment, Sage is only expecting a slight impact 
from Covid-19 in its fourth quarter, where it sees total 
recurring revenue growth for the whole year in the 7-8 per 
cent range at a profit margin of around 22 per cent. The 
key risk is that its smaller- and medium-sized customers 
in the UK lay off staff when the government’s furlough 
scheme comes to an end.

The company looks to be in a reasonable place to me 
right now and is delivering highly profitable growth. I  
feel happy with the shares in both fantasy portfolios.  
At 753p, the shares are not cheap on a forecast PE of over 
29 times, but look much better value than US peer Intuit 
on 41 times.

Stagecoach
I have followed the fortunes of UK bus operator 
Stagecoach (SGC) for more than 20 years. When I first 
started analysing its businesses, the company was a 
member of the FTSE 100 index and was trying to become 
a global transport giant. At the time of writing it has a 
market capitalisation of just £293m.

Stagecoach is a classic example of corporate hubris, bad 
management and some bad luck as well. Its strategy of 
growth by acquisition came back to bite it with its Coach 
USA acquisition, while its handling of the East Coast rail 
franchise was just a case of getting the maths wrong and 
paying too much to run it which was clear at the time.

It has had some bad luck as well. The government has 
reduced its support for concessionary fares (pensioners 
and school children), while Covid-19 has dealt a hammer 

Sage: current forecasts
  Year (£m) 
 2020 2021 2022

Turnover 1,860.20 1,909.00 2,027.10

Ebitda 477.1 471.6 512.8

Ebit 419.5 415.9 457.1

Pre-tax profit 375.8 400.2 442.2

Post-tax profit 287.5 294.3 330

EPS (p) 26.1 27 30.2

Dividend (p) 17.4 17.6 18.1

Capex 38.3 40.1 41.7

Free cash flow 299.7 324.8 349.2

Net borrowing 169.2 12.3 -132.1
Source: SharePad
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blow to all transport businesses that rely on being well 
loaded with passengers to make reasonable profits.

Full-year results for the year to April 2020 released this 
week were unsurprisingly downbeat. The company seems 
to have little prospect of growing and is carrying a fair 
amount of debt. That said, I think its share price more 
than reflects this. 

As and when things get back to normal, I think 
Stagecoach has a portfolio of UK bus businesses that are 
capable of making annual operating profits of £100-£110m 
and generating plenty of free cash flow while doing so. 
Taking away an interest bill of around £30m and taxing 
profits at 19 per cent gives profit for shareholders of 
around £65m, which would equate to a PE ratio of around 
4.5 times at the current share price.

The problem that investors face is that people are 
unlikely to be hopping back on buses in great numbers for 
a while yet. However, if Stagecoach survives the current 
crisis – which I think it will – then there is a share that 
very patient value investors might want to take a closer 
look at.

Stagecoach: current forecasts
  Year (£m) 
 2021 2022 2023

Turnover 1,203.60 1,307.40 1,298.70

Ebitda 151.3 205.9 199.2

Ebit 65.8 102.7 99

Pre-tax profit 38 76 85.8

Post-tax profit 27.8 51.4 51

EPS (p) 5 10.7 10.9

Dividend (p) 1 5.3 5.5

Capex 51.5 104.6 101.8

Free cash flow 36 43.6 60.4

Net borrowing 365.8 340.1 306.2
Source: SharePad
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