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Despite strong concerns about high valuations,  
don’t bet on mean reversions in stock markets

How long can we go on like this?
The world economy has received its biggest shock in living 
memory. Large chunks of it have been closed down as 
governments try to contain the spread of the coronavirus. 
Yet, the stock market is behaving like we are experiencing 
a world of permanent prosperity.

Most people know that this is not true. You only have to 
walk into any town centre to see how depressed daily  
economic activity is in some parts. Some of it has moved 
from the high street to the internet, but while some  
sections of the economy are picking up again from  
virtually zero, they are a long way from getting back to 
where they were before Covid-19 turned up.

What we have witnessed since the stock market  
bottomed in late March can only really be described as a 
speculative frenzy. The Federal Reserve in the US has  
created an unprecedented amount of new money out of 
fresh air and used it to prop up financial markets. 

It is just more of a ramping up of what has been going 
on since the global financial crisis in 2008. The bond  
market has been tamed by central bankers. Had the  
normal market forces of demand and supply been allowed 
to work without interference, then my guess is that  
interest rates on government bonds would be through the 
roof now and stock prices would be nowhere near as high.

Had interest rates gone up in 2008 and 2009 instead of 
being slashed, then there is no doubt that a lot of  
economic pain would have followed and share prices 
would have been a lot lower. But this would have been a 
good thing for the long-term health of the economy and is 
how capitalism is supposed to work. 

In recessions the prices and costs of things fall, which 
eventually makes it attractive for businesses and  
entrepreneurs to start investing again, which creates jobs 
and grows the economy. Higher interest rates would have 
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encouraged people to save and create pools of money for 
businesses to invest. They would have underpinned final 
salary pension schemes and allowed retired workers to 
live off their savings. House prices would have been a lot 
lower and young people may have had a better chance to 
get on the housing ladder.

Instead we have nothing of the sort. We have crony 
capitalism where big business lobbies the government to 
underpin their businesses and deter competition. Weak 
businesses are not allowed to fail and the banking system 
that was seen as too big to fail is still too big.

Low interest rates have not stimulated investment in 
productive assets. Money has been borrowed to buy back 
shares or to buy property, but economic growth remains 
too reliant on debt-fuelled consumption rather than 
value-creating production. Even then, it has hardly been 
stellar.

The stock market is still underpinned by the view that 
the central bankers will keep the returns on cash and 
government bonds so low that investors will feel they are 
forced to buy shares. This is what has been happening, 
but many shares which entered 2020 already looking  
expensive, are now even more so because share prices in 
the US are pretty much back at record highs, whereas  
profits are either falling or not increasing as fast as prices.

I have thought for some time now that valuation as 
part of the discipline of investing in shares has largely 
gone out of the window. Now it seems to be that all that 
you need to do is identify a business that you think is a 
long-term winner and just buy it. In a market like we have 
now it has been a great strategy, but there are limits and 
this may explain why some tech shares have plateaued in 
recent weeks.

It seems that the US stock market – which drives every 
other stock market – is now pinning its hopes on more 
stimulus from the Federal Reserve and the government. I 
think it’s fair to say that this will probably happen,  
especially given that it is an election year and votes are  
up for grabs. How this will be paid for doesn’t seem to 
bother stock market bulls but rightly worries those who 
value the sanctity of money – or what is left of it.

Governments may think they can just print money 
to fund their spending, especially as the bond market 
doesn’t seem to matter these days. However, the one  
constraint on them that seems to be becoming more  
relevant is the buying power and exchange rate of the  
currency they are printing.

The fear that the purchasing power of money is being 
destroyed by reckless money printing has fuelled a  
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spectacular run-up in the price of gold and especially 
silver. This is a genuine concern, but I’m not totally  
convinced that inflation will let rip if that printed money 
ends up in the pockets of Wall Street rather than the  
pockets of households.

I’m also not convinced that the dollar will collapse. 
People point out the fall in the dollar index which 

values the dollar against a basket of currencies and talk 
about it going lower – and gold and silver going higher – 
but when you take a little bit of time to understand what 
drives the dollar index you might start thinking that this is 
by no means certain. 

About 60 per cent of the dollar index’s value is  
determined by the US dollar to Euro exchange rate. Do you 
think that the dollar will continue to weaken against the 
euro? Maybe it will as more dollars than euros get created 
but looking further out I’m prepared to bet that the US 
economy, despite its fragilities will be in better shape than 
the eurozone’s.

What I find more telling about the big moves up – and 
down – in gold and silver is the sheer extent of speculative 
mania that exists in markets right now. Silver, in particular, 
has been ramped extensively by retail investors on Twitter 
and while I have a lot of sympathy for the investment case 
for it, the sheer pace of the recent price increase tells me 
that the main driver of the price has been because it has 
been going up.

One of the biggest lessons I’ve learned in the past five 
years is the power of momentum situations. Valuations 
are cast aside with momentum trades, as more people 
pile in on the hope that the outlook for whatever they are 
trading will continue to get better. Momentum eventually 
comes to an end and often with a Wile E. Coyote plunge 
downwards (US commentator Peter Schiff used this 
phrase last week and I could not resist borrowing it).

The problem I continue to have with momentum is that 
it is more akin to speculating rather than investing. Add in 
the fact that the markets are being heavily manipulated by 
central banks and I can’t help thinking that there’s a lot of 
danger for investors right now.

Sooner or later, low interest rates on shares will not go 
any lower and profits and profits growth will matter again. 
If, against all odds, interest rates ever go up – or more 
likely profits stop going up and fall – then shares could 
get an almighty kicking from current levels and there 
seems to be little fear of that at all at the moment.
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Don’t bet on mean reversion happening just yet
Despite my concerns about high valuations, I do not  
believe that they are going back to historical averages or 
will undershoot them in a hurry.

The assertion that valuations mean revert to their  
long-term averages might be seen as another piece of  
outdated academic wisdom. This is because what has 
driven them to do so in the past may not do so in the 
future.

Low interest rates command higher valuations because 
the present value of future cash flows is higher as less is 
being given up by waiting for them. Of more importance  
is the fact that the make-up of economies and markets  
has changed a lot over the years. Big companies with  
considerable market power increasingly dominate which 
means it has become harder for their profits and profit 
margins to be competed away. They have also increased 
their bargaining power with their workers, which means 
that wage inflation is less of a threat to profits as well.

A big recession could bring valuations down, as could  
a change in the political climate, which leads to large  
anti-trust legislation to break up the power of  
monopolies. Whether there are politicians with the 
strength of will to see off the power and money of  
corporate lobbyists remains to be seen.

Will value investing reassert itself?
The valuations attached to quality growth shares has been 
getting harder to justify for a long time, but investors still 
flock to them for the perceived peace of mind that comes 
from owning them. There’s no doubt in my mind that 
the shares of strong businesses – even if they are highly 
valued – will be more robust over the long haul than those 
of inferior quality. Having said this, I find myself looking 
at the lower echelons of the UK stock market and seeing 
many shares that have fallen a long way from their  
previous days in the sun.

The general consensus seems to be that value investing 
is dead. It can be argued that all that you are doing when 
buying cheap shares is buying into a poor quality  
business whose ultimate performance will keep on getting 
worse and end up costing you rather than making you 
money. I generally agree with this view.

Many of these beaten up shares will be value traps and 
could cost investors lots of money but some may just  
have the value investors’ sought after margin of safety  
and pay off.

You can screen for beaten up stocks in many ways. I’m 
going to take a slightly humorous approach based on one 
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of the comments once made by my oldest friend from my 
days in the stockbroking business. My friend had – and 
still has – a tremendous feel for the market and was one of 
the best small company equity salesmen in the City with 
years of experience. 

He was once consoling a young analyst who had  
recommended a share that had gone bad. His words of 
comfort were something along the lines of: “Don’t worry, 
every share goes to 50p eventually.” We all had a good 
laugh at this and while it is not true for many shares, I 
was looking through the UK market and was surprised to 
see how many shares that once had lofty share prices had 
now retraced to around the 50p mark.

You might not want to touch any of the shares with a 
proverbial barge pole – which is often the case with many 
stock screens – and a lot of them have signs of distress 
(debt significantly more than the market cap for one), but 
it would not surprise me if some of these bounced and 
made patient contrarian value investors a lot of money. 
These are not buy and hold shares but ones to trade. Risk 
is high but in some cases the low valuations may already 
reflect this.

Shares that have fallen from grace to near the 50p level
Company Price (p) 20-year high Market cap (£m) Debt, inc. pen.def (£m) Debt to market cap TTM PE
McBride 59.8 261.5 109.3 166.4 152% 7.7

Speedy Hire 50.2 358.0 264.5 175.0 66% 9.1

Just Group 50.5 272.0 524.3 672.4 128% 2.9

Topps Tiles 44.8 309.8 88.0 29.9 34% 11.2

Centrica 49.4 402.2 2886.1 5506.0 191% 6.7

Photo-Me International 43.0 191.4 162.5 80.1 49% 53.8

Marston’s 52.8 342.5 348.7 1474.6 423% 5.2

Reach  53.9 719.5 161.3 295.9 183% 1.3

Costain Group 57.3 566.6 157.5 146.0 93% 4.5

International Personal Finance 58.0 675.0 129.8 695.9 536% 1.9

Stagecoach Group 54.1 419.6 297.7 1136.7 382% 4.0

FirstGroup 44.0 664.5 537.5 4510.6 839% 6.6

Restaurant Group 59.0 539.4 348.0 344.5 99% 5.0

Senior 58.9 358.5 247.0 245.4 99% 6.5

Card Factory 44.5 399.0 151.9 293.5 193% 2.8

RPS Group 45.5 391.8 104.2 161.6 155% 3.7

Cineworld 52.9 327.3 726.8 7820.3 1076% 3.2

Hammerson 55.5 1185.5 425.1 2587.1 609% 3.5
Source: SharePad
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The Fantasy Sipp is performing reasonably well,  
especially given it contains a lot of UK shares compared 
with many popular global quality funds and is not overly 
stuffed with tech shares. Its two year performance – which 
admittedly is not long enough to judge any fund – looks 
okay compared with the UK stock market and an S&P 500 
ETF, although it looks fairly modest year to date.

The UK Quality Shares portfolio has seen some  
activity since last time. My bearish view on the UK  
economy have seen Howden Joinery, Greggs and JD Sports 
leave the portfolio. Oxford Instruments is a new entry 
and while its profits are likely to be subdued for a while, 
it has the problem solving characteristics and end market 
exposures that I like. You can check out my analysis of the 
business in this week’s Investors Chronicle magazine. The 
portfolio still has a 7 per cent cash position which will be 
invested when suitable candidates have been researched. 
The new weightings for the portfolios can be found in the 
Alpha section of the website.

InterContinental Hotels
At the start of this year I would have had no hesitation in 
describing InterContinental Hotels (IHG) as a very high 
quality business. I no longer think this is the case.

I really like its franchise based business model and the 
high rates of profit and returns on capital it makes, but 
the lockdown has found this business out for the one key 
quality factor that I value above everything else –  
recession resilience.

Without recession resilience it is much more difficult 
for a very good business – which IHG undoubtedly is – to 
compound in value over time. It is possible that I am being 

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

Scottish Mortgage Investment Trust -5.5 56.9 68.5 64.0

LF Blue Whale Growth Fund -2.0 16.3 15.3 33.6

Smithson Investment Trust -0.8 16.2 20.8 

Mid Wynd International Inv Trust 3.7 13.8 18.0 30.4

Fundsmith Equity T Acc 1.0 10.3 8.5 26.1

Martin Currie Global Portfolio Trust 0.9 9.5 13.4 28.6

Vanguard S&P 500 ETF 1.1 7.0 8.8 20.7

Phil Oakley Fantasy Sipp 2.5 5.8 8.4 30.9
Lindsell Train Global Funds -1.1 2.8 -1.3 16.5

Finsbury Growth & Income Trust 1.8 -4.3 -5.6 5.8

Phil Oakley UK Quality Shares 3.2 -6.5 – –
Castlefield CFP SDL UK Buffettology 4.9 -6.9 4.5 7.6

FTSE All-Share - Total Return 1.2 -16.1 -9.9 -11.3

Vanguard FTSE 100 ETF 0.9 -16.2 -11.1 -11.6

Vanguard FTSE 250 UCITS ETF 3.4 -18.0 -3.6 -8.6%
Source: SharePad
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very unkind to the company as Covid-19 is a bolt from the 
blue, but this week’s half-year results have highlighted 
how much damage a severe recession can inflict on a  
business like this.

Revenues fell by just over half, while operating profits 
fell by a whopping 82 per cent. The franchise fee margin 
which was 54 per cent a year ago, collapsed to 26 per cent.

This is not a surprise given that lots of its franchisees’ 
hotels have been shut or have had very low occupancy 
rates. There’s no doubt that the very high fixed cost base 
associated with owning upmarket hotels outright would 
have resulted in a far worse outcome but as with any  
franchise it is ultimately only as strong as its franchisees.

The damage inflicted on the business in the first half of 
2020 is shown in the table below. With occupancy rates 
decimated, room rates have been slashed to attract some 
customers. Multiplying room rate and occupancy rate gives 
the closely watched revenue per available room (RevPAR). 
As you can see, the second quarter was a bloodbath on this 
measure. Whilst there has been some recovery it is a long 
way from what it was in more normal times.

The company will be hoping that it can take market 
share as it has done in previous recessions. Its core US 
Holiday Inn business is holding up better than the rest of 
the business, but there are continued signs of progress 
all over, with new hotels signing up to the system and a 
strong pipeline of new hotels for the future.

Source: IHG

Source: IHG
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2020 is a write-off, but hopefully things will get better 
for the company. Current forecasts assume a sharp  
rebound in profits, which would put the shares on just 
over 25 times earnings based on 2021 EPS forecasts, falling 
to just less than 20 times 2022 forecasts at a share price of 
4,222p. If these forecasts look like they will be achieved, 
then I can see the shares moving higher over the next  
couple of years. That said, its vulnerability to recessions 
has been cruelly exposed which would put me off  
holding for the long term and is the reason the shares  
are no longer part of my Fantasy portfolios.

Spirax-Sarco
One company that has proven to be a bit more – but not 
totally – recession-resilient is Spirax-Sarco (SPX). Regular  
readers will know that this is a business that I really like. Its 
three main businesses of steam, electric thermal  
solutions and peristaltic pumps have the combined attrac-
tions of being both problem solvers and process improvers 
for its customers. The fact that 85 per cent of Spirax’s  
revenues is related to its customers’ operating rather than 
capital budgets gives it a lot of resilience.

Half-year results released this week saw organic sales 
down 5 per cent with operating profits down 7 per cent. 
Operating margins remained very high at 20.9 per cent, 
which they have been able to do through the ups and 
downs of economic cycles for years.

The star performer was the Watson-Marlow pumps  
business, which was selling into a very resilient  
biopharamaceutical sector, whilst the Thermocoax  
thermal products business also performed well. The  
company also saw robust sales into hospitals,  
pharmaceutical and food and drink markets.

The company also hiked its half-year dividend by 5 per 
cent to 33.5p per share, but sounded a note of caution on 
its outlook for the rest of the year. It referred to a growing 

InterContinental Hotels: current forecasts
  Year ($m) 
 2020 2021 2022

Turnover 1,125.60 1,715.20 1,933.50

Ebitda 392.3 766.5 919.3

Ebit 280.2 648.6 793

Pre-tax profit 127.1 512.3 681.7

Post-tax profit 77.5 392 510.6

EPS (¢) 42.7 213.2 278.2

Dividend (p) - 73.6 86.5

Capex 103.1 170.6 175.1

Free cash flow -17.4 411.7 533.2

Net borrowing 2,659.00 2,425.40 2,153.20
Source: SharePad
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consensus view that confidence in a “V”-shaped recov-
ery in industrial production and economic activity has 
weakened and that it now expects second-half sales and 
profits to be weaker than it previously expected. However, 
because first-half profits were stronger than expected, its 
outlook for operating profit for the year as a whole is  
unchanged – for now.

It would seem that there is more downside than upside 
risk to forecasts from here which in days gone by might 
just get you thinking that a valuation of 46.7 times forecast 
EPS is just a little bit much. 

I wouldn’t be buying Spirax-Sarco shares right now, but 
retain the view that it is one of the highest quality  
businesses listed on the London market and for that  
reason it stays in both my Fantasy portfolios.

Renishaw
Renishaw (RSW) is another business that I have a lot of 
time for. My main issue with it is that its profits tend to get  
hammered in recessions. Its Metrology business, with its 
problem solving measuring devices and growing presence 
in areas such as 3D printing and dental implants, offers 
a lot of value to customers. To boot, the company is very 
well managed and is prepared to sacrifice short-term  
profits for the opportunity of larger profits in the future.

This week’s half-year results showed how much this 
business suffers in a deep recession. Sales fell by 11 per 
cent or £64m, which fed through to a £55m – 53 per cent – 
reduction in adjusted pre-tax profits.

There was no confidence in the outlook statement which 
referred to very challenging conditions in areas such as 
aerospace and automotive markets. This explains the  
kicking that the shares received on Thursday.

Renishaw’s profits had been on a downwards trajectory 
before Covid-19 reared its ugly ahead and this has left me 

Spirax-Sarco: current forecasts
  Year (£m) 
 2020 2021 2022

Turnover 1,185.60 1,276.20 1,349.70

Ebitda 301.7 341.8 366.7

Ebit 253.1 287.2 312.2

Pre-tax profit 244.7 279.5 300.4

Post-tax profit 174.5 200.7 219.1

EPS (p) 236.2 269.4 288.7

Dividend (p) 114 123.1 131.7

Capex 55.4 56.6 64.3

Free cash flow 179.2 182.5 199.4

Net borrowing 250.1 165.7 82.1
Source: SharePad
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somewhat surprised as to how strong its share price has 
been in recent weeks.

Given the high operating leverage in this business, I can 
see some big chunks coming off forecasts. The shares will 
be a good recovery play again but at 4,856p, the shares are 
already too richly valued at over 47 times 2021 EPS  
forecasts before these are downgraded.

Domino’s Pizza
The economic lockdown has been good for Domino’s Pizza 
(DOM), with people ordering more takeaways as they haven’t 
been able to go to restaurants or pubs. This has seen a  
4.8 per cent increase in first-half like-for-like sales (excluding 
splits) in the core UK business with operating profits  
down slightly from £51.6m to £49.5m due to higher costs 
related to Covid-19.

This is reasonably encouraging, but the long-term  
issues facing Domino’s has not gone away. It still  
has to demonstrate that it is able to grow without  
cannibalising the sales of its existing stores and also  
keep its franchisees happy.

I went off Domino’s as an investment when it started 
splitting its territories in order to grow (adding an extra 
store in an area when there already was one), as I felt it 
would cannibalise sales and hurt the profitability of  
existing franchisees. I think this has happened, but it 
seems that the cannibalisation effect is wearing off.

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

Turnover 505 556.9 612.6

Ebitda 84.2 121.4 149

Ebit 48.9 86.3 104.1

Pre-tax profit 50 87 115.6

Post-tax profit 42 72.1 94.4

EPS (p) 56.6 102.6 123.4

Dividend (p) 8.6 53.7 58.7

Capex 56.4 53.3 56.1

Free cash flow 13.1 32.8 58.2

Net borrowing -86.3 -109.7 -113.7
Source: SharePad

Trading period LFL ex-Splits % LFL incl Splits % Gap %
Q1 19 3.1 0.9 2.2

Q2 19 4.8 2.7 2.1

Q3 19 3.0 1.4 1.6

Q4 19 3.9 2.6 1.3

H1 20 4.8 3.7 1.1
Source: Domino’s Pizza & Investors Chronicle
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We can see that split territories are now having a  
weaker effect on like-for-like (LFL) sales, but they still cost 
Domino’s franchisees collectively £4.9m during the first 
six months of the year.

The more pressing task for the new chief executive is  
to build bridges with its franchisees. What must not be  
forgotten is that Domino’s makes virtually all its profits from 
selling pizza ingredients to them, with franchisee royalties 
essentially covering overheads. Split territories has  
increased pizza ingredients sales that has helped Domino’s, 
but has put pressure on franchisee profitability. There is also 
a feeling among the big franchisees that Domino’s is quick 
to pass on food price inflation – especially cheese costs – 
but is not as fast as passing on cost reductions.

Solving this conflict will not be easy. Domino’s has  
almost half of the UK takeaway pizza market right now 
and it’s going to be hard to see how its share gets much 
bigger. The current strategy has arguably put its own 
interests first at the expense of its franchisees’ whom it is 
ultimately reliant on for its long-term prosperity. 

The shares have done well in 2020, but I remain  
cautious until a franchisee friendly growth strategy is 
implemented.

National Express
I think National Express (NEX) is a very solid business 
in a world without Covid-19 and social distancing. With it, 
it is terrible as this week’s half-year results proved. With 
people staying at home, its commuter and school bus 
businesses have been hammered. From making operating 
profits of £170m a year ago, the company swung to a loss 
of £30m, with only the North American bus business  
making a small profit.

Domino’s Pizza: current forecasts
  Year (£m) 
 2020 2021 2022

Turnover 550.2 570.4 558.2

Ebitda 112.9 118.1 122.5

Ebit 99.8 104.4 109.8

Pre-tax profit 95.3 100.3 106.5

Post-tax profit 70.3 82 87.9

EPS (p) 16.7 17.7 19

Dividend (p) 9 10.2 9.5

Capex 24.8 25.4 25.5

Free cash flow 62.1 70.6 75.9

Net borrowing 208.6 190.7 170.3
Source: SharePad
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The company’s shares have been a classic example of a 
cheap share that continues to get cheaper. It is very  
difficult to predict when this company will get back to 
making half reasonable profits again. The fact that it did 
not give any forward guidance probably explains a lot of 
the 16 per cent share price fall on Thursday. The decision 
of the chief executive to jump ship to housebuilder  
Persimmon is hardly a vote of confidence either.

If analysts’ forecasts for 2021 could have any confidence 
attached to them, then the shares at 147p look very cheap 
on just over five times forecast EPS. The risks are high. 
Huge operating leverage is magnified with the financial 
leverage that comes with £1.3bn of net debt. These are a 
buy for the very brave and very patient.

Source: National Express

National Express: current forecasts
  Year (£m) 
 2020 2021 2022

Turnover 2,292.20 2,923.10 3,139.20

Ebitda 330 510.9 557.2

Ebit 127 285.2 320.9

Pre-tax profit 99.2 230.9 270

Post-tax profit 30.9 158 195.6

EPS (p) 9.6 27.6 33

Dividend (p) - 12.4 15.8

Capex 150.3 204 238.8

Free cash flow 99.3 160 183.7

Net borrowing 1,035.10 938.8 917.7
Source: SharePad
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Asos
Anyone who bought shares in Asos (ASC) at their March 
low will be cracking open the champagne this week. This 
is a company that I’ve had a lot of doubts about, especial-
ly after a massive profits warning in December 2018 and a 
business model with low profit margins and very modest 
returns on capital.

What is does offer is growth and growth that is much 
more than anyone had been expecting. This week’s  
trading update announced that full-year revenues and 
profits would smash current forecasts out of the park.

Sales growth is expected to be in the 17-19 per cent 
range, but pre-tax profit is expected to be £130-£150m, 
compared with a previous consensus of £96m, according 
to FactSet. Covid-19 has seen a boom in clothes buying 
among its younger customer base, but the big boosts have 
come from far fewer returns and the lower costs that come 
with it. This is an issue that has caused Asos problems 
in the past and it seems that it has got to grips with it for 
now and is benefitting from a change in customer buying 
habits.

Whether the boom in sales and the change in returns 
continues remains to be seen, but forward guidance is not 
based on some uncertainty that, it will according to the 
company.

Low profit margins can be used very successfully as a 
growth tool, but eventually they need to feed through to 
decent returns on investment. Asos had an active  
customer base of 23 million (up nearly 16 per cent in June) 
and it needs to leverage them so that its investment in 
infrastructure pays off.

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

Turnover 3,150.20 3,622.30 4,255.10

Ebitda 196.2 244.3 308.7

Ebit 61.2 111.2 153.5

Pre-tax profit 51.3 104.4 142.2

Post-tax profit 44 85.7 118.4

EPS (p) 46.7 84.1 116.1

Dividend (p) - - 10

Capex 121.8 165.3 184.7

Free cash flow 12.1 58.1 95.4

Net borrowing -7.8 -11.7 -160.8
Source: SharePad
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