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Finding quality companies at a decent valuation is  
becoming increasingly difficult as investors have bid  
such companies up to dangerously high levels due to  
the paucity of alternative options for their money

It’s fairly quiet on the company reporting front, so this 
week’s report will be shorter than usual. However, I did 

want to share some of my current thoughts on investing 
and the state of the stock market in general.

I am finding investing to be very difficult right now and 
am really struggling to find new ideas at what I consider  
to be reasonable valuations.

You don’t have to be too old to remember when 15-20 times 
earnings was a reasonable price to pay for a quality growth 
business. Today that number seems like more 35-40 times. 

I prefer to look at valuations in terms of interest rates 
rather than multiples and so take the reciprocal of them 
(one divided by the number concerned) and see that the in-
terest rate on the shares of good businesses has come down 
from as high 6.7 per cent to 2.5 per cent or even lower.

Low interest rates on bank accounts and government 
bonds explain a great deal as to why the interest rates 
on shares have fallen over the past decade or so and why 
share prices have gone up a lot.

Even so, if I am buying the shares of a business at a 
starting interest rate of 2.5 per cent, I usually need a lot  
of profit growth over a number of years to stand a chance 
of getting a good return on my investment. In recent 
times, this doesn’t seem to have been the case. The ever 
increasing popularity of quality growth stocks means that 
the rise in share prices over the past few months has seen 
the returns to stock market investors far outpace the  
business returns experienced by private owners.

Let’s take Apple (US:AAPL) as a case in point. This week 
its market capitalisation surpassed $2 trillion, but there 
has been a huge difference in the change in business  
returns (profits) and the returns received by investors.

Since the year ending September 2015, Apple’s annual 
net income has increased by just 7.1 per cent, but its  
market capitalisation has increased by 212 per cent.
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The impact on individual shareholders has been  
magnified by share buybacks. Earnings per share (EPS) 
has increased by 39 per cent, while the share price has 
increased by 308 per cent. An argument can be made that 
Apple’s shares were undervalued back in 2015, but the 
simple point is that stock market returns have far  
outpaced business returns. This cannot continue  
indefinitely.

With a current earnings yield of 2.7 per cent, Apple 
needs plenty of sustainable growth to justify such a low 
starting rate of return. Net income/EPS is expected to be 
$57bn/$12.93 in the year to September 2020 before  
increasing to $64.4bn/$15.4 next year – due to an  
expected boost from the new iPhone – before plateauing 
again. I’m not sure how this outlook supports a continued 
sustained rise in Apple’s share price, but that does not 
mean it won’t keep on going up still.

I have regularly mentioned on these pages that  
valuations seem to have become largely irrelevant  
and that a combination of low interest rates, money  
printing, the lack of alternatives and the fear of missing 
out have become the key driver of share prices.

The case of Apple can be replicated in the shares of so 
many businesses right now. My concern is that valuations 
have got too far out of step with underlying business  
performance and that the risk of a strong pullback in 

Apple: Changes in net income vs market capitalisation
Apple Net income ($bn) MV of equity ($bn) Earnings yield Yield on cost
2015 53.4 640 8.3% 8.3%

2016 45.7 – – –

2017 48.4 – – –

2018 59.5 – – –

2019 55.3 – – –

TTM  57.2 2000 2.9% 8.9%

Change in net income 7.12% – – –

Change in market value 212.5% – – –
Source: Annual reports/SharePad

Apple: Changes in EPS vs share price
Apple EPS ($) Share price Earnings yield Yield on cost
2015 9.22 114.7 8.0% 8.0%

2016 8.31 – – –

2017 9.21 – – –

2018 11.91 – – –

2019 11.89 – – –

TTM  12.79 467.5 2.7% 11.2%

Change in EPS 38.72% – – –

Change in Share price 307.6% – – –
Source: Annual reports/SharePad
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share prices increases the longer this continues to persist.
Expensive shares can become more expensive,  

especially if a company reports good news. Avon Rubber 
did just that this week when it announced a new contract 
for its M50 masks. The shares increased by more than 
7 per cent and have taken their year-to date increase to 
more than 75 per cent (about the same as Amazon.com).

The shares, at 3,600p, now trade on nearly 39 times  
forecast EPS (before upgrades). It doesn’t seem too  
unreasonable to think that perhaps new contract wins and 
earnings upgrades were already priced in, but this is what 
happens when good businesses have good momentum 
behind them. The problem arises when that momentum 
stops. Where is the marginal buyer going to come from to 
keep the share price going up?

The shares have been a great performer for both the  
Fantasy portfolios. This is a scarce high-quality business 
with a very profitable niche. I think the shares are very  
expensive, but I am not going to sell them just because 
they are. It’s not as if the UK market is offering many  
high-quality alternatives at attractive prices right now.

The backdrop to the underlying economies of the  
world remains very fragile and uncertain, yet many  
share prices reflect an optimism more closely associated 
with boom times.

An example of how fragile this stock market is came on 
Wednesday evening when the Federal Reserve came out 
and hinted that it might not keep stopping interest rates 
going up by creating money out of fresh air to buy US 
government bonds. This “yield curve management”, as it 
is called, has been the major driver of stock prices since 
March and arguably for the past decade.

I’m not buying any of it, as the Federal Reserve has made 
it very clear that it sees its core mandate as to keep rich peo-
ple rich rather than doing anything more meaningful to help 
the common folk. It will print and keep on printing even at 
the expense of the value of the US dollar, in my view, and 
take the inflationary route out of the horrible world of too 
much debt that is the cause of so much trouble.

Yet, the mere thought that it might not saw bond prices 
fall, yields rise and the value of stocks and precious  
metals sell off. This is not a market that is supported by 
strong foundations, in my opinion.

In the end, I think interest rates will stay very low for  
the foreseeable future. The only situation I see them going 
up is with a currency crisis and I think this is much more 
of a risk for sterling than the US dollar given the much 
weaker position of the UK economy and the  
tax-paying base that pays for government spending.
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I remain very worried about the UK economy and sadly 
believe that real permanent damage has been done by 
the economic lockdown. Jobs will be lost that will not be 
replaced and the government cannot continue spending 
huge amounts of borrowed money to prop up the economy.

The proponents of Modern Monetary Theory, who think 
that deficits do not matter, are deluded if they think that a 
government can simply print money to finance spending. 
This is the road to ruin and will quickly destroy confidence in 
the currency that is being printed and the buying power of it.

There is a real threat that taxes will have to rise in the 
UK to shore up government finances and I think there is 
a real possibility that wealth taxes will be on the agenda. 
Taxes are always a withdrawal of private spending power 
from the economy and are never welcome if you are  
concerned about the ability of an economy to grow. 

UK government debt now exceeds £2trn (much more  
if PFI liabilities and unfunded pension liabilities are  
included) and needs to be dealt with. Even at very low 
interest rates, the interest bill is growing which will make 
it harder to get the budget deficit down to manageable 
levels. At the moment, the gilt market shows no signs of 
worry with the government being able to borrow for 10 
years at just 0.25 per cent.

The economy will recover, it’s just a case of by how 
much and how quickly. UK retail sales were 2 per cent 
higher in July than in June and non-food sales increased 
by 10 per cent. This trend needs to continue to an extent 
that it can preserve as many jobs, and therefore spending 
power, as possible.

To say these are difficult times is an understatement.  
I still believe that investors are best served by avoiding  
companies with heavy exposure to the UK domestic  
economy and that the UK stock market contains many  
dangerous value traps – shares that are cheap because 
they deserve to be.

The big problem is that the shares of good businesses  
remain very expensive and seem to be getting more so. 
Even with low interest rates underpinning high valuations, 
it’s difficult not to think that a strong growth outlook is 
already priced into many shares.

Shares are arguably as risky as I have ever seen them 
in my 23 years of analysing and writing about them. Yet, 
high-quality growth shares are arguably the least worst 
home for your money now unless you want to hold all 
your portfolio in cash.

This makes me feel very uncomfortable. Some say you 
should just buy the markets and not worry because it will 
ultimately keep on going up. This might end up being 
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true, but I am mindful that many investors and readers 
will have financial goals such as saving for retirement or 
managing their current retirement savings already. The 
risk of loss is something that they are rightly worried 
about and probably don’t have time to recover from and  
so managing that risk is something to take seriously.

This is what I am trying to do with my two Fantasy  
portfolios, and it is not easy. The Fantasy Sipp is doing 
fine, but contains a lot of expensive quality growth stocks.

The UK Quality Shares portfolio has done well in the past 
month and is comfortably beating the UK stock market, 
although it has lost money so far this year. I think I made 
a few mistakes with some of the initial stock selections of 
this portfolio – too much UK economic and cyclical  
exposure being the main ones – but I feel much happier 
with it now. There is still some cash sitting on the sidelines 
and I hope to reinvest that over the coming weeks.

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

Scottish Mortgage Investment Trust  0.4 56.9 71.7 68.3

LF Blue Whale Growth Fund 0.4 18.1 16.2 35.8

Smithson Investment Trust -1.1 15.8 20.4 

Fundsmith Equity T Acc -0.1 10.7 6.4 25.8

Martin Currie Global Portfolio Trust -0.8 9.2 12.7 27.3

Mid Wynd International Inv Trust -2.5 7.6 12.6 23.5

Vanguard S&P 500 ETF 0.2 6.4 8.5 19.2

Phil Oakley Fantasy Sipp 1.0 5.0 7.9 29.1
Lindsell Train Global Funds 0.0 3.7 -2.6 16.8

Finsbury Growth & Income Trust 0.7 -5.4 -7.5 4.0

Castlefield CFP SDL UK Buffettology 3.7 -7.1 4.4 7.1

Phil Oakley UK Quality Shares 2.0 -7.3 – –
FTSE All-Share - Total Return -1.8 -17.4 -10.9 -12.0

Vanguard FTSE 100 ETF -2.6 -17.6 -12.1 -12.2

Vanguard FTSE 250 UCITS ETF 1.8 -19.6 -5.7 -9.8
Source: SharePad
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