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Share Discussion: James Halstead (LSE:JHD)

I’ll be very forthright from the start. James Halstead is the kind of business that I would like to own a 
slice of - and I have done so in the past. There are many reasons for this.

First and foremost it is a very simple business which is fairly easy to understand. The company 
makes high quality flooring and sells it to a broad range of customers all over the world. Because 
flooring does not last forever there is lots of repeat business in the future. This gives the company’s 
profits a degree of stability and predictability which is always welcome.
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Secondly, I like the honest 
and candid way in which the 
management communicates 
with investors. It tells you the 
good and the bad things that 
are going on within the business 
in a language that people can 
understand. 

Its accounting is very clean 
and it does not abuse the use 
of things such as exceptional 
items. For example, redundancy 
costs are taken on the chin and not used to boost underlying profits. This is very commendable 
behaviour which other companies would do well to copy.

Thirdly, its financial performance is very impressive. It has high profit margins, great returns on 
capital, turns its profits into free cash flow and has a debt-free, cash-rich balance sheet. It is in many 
ways an outstanding business. Take a look for yourself.

These results are the fruits of many years of hard work and diligence by the management and 
its employees. The focus on high-quality products, customer service, efficient manufacturing 
and adherence to regulations and standards have created a fiercely competitive and impressive 
business.

As an investor these kinds of characteristics are quite rare. To make a profitable long-term 
investment though you need two extra ingredients: future profit growth and a reasonable valuation.

This is where James Halstead shares have faced difficulties in 2017. The shares are down just over 
8% since the start of the year but have fallen nearly 18% from their 52 week high of 542p. I put this 
down to the shares’ high valuation and the company’s weak profit growth.
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The last point was borne out in this week’s full year results announcement. Revenues were up by 
a healthy amount, helped by the fall in the value of the pound but profit margins were squeezed 
by higher raw material costs for a similar reason. A £14.7m increase in revenues fed through to a 
£1.1m increase in pre-tax profit to £46.6m.

Yet it would seem that some of the problems that held the company back last year have been 
resolved. The destocking of flooring by two large distributors in the UK seems to be over. A weak 
performance in Scandinavia aside, the company has started its new financial year in good health 
and trading is strong.

The retiring chairman Geoffrey Halstead commented:

“Trading since our year-end has been strong, particularly in the UK. In addition, both our 
antipodean and French colleagues reported record sales in the first two months. Taking 
current trading into account I can only be confident of progress in the coming year.”

Chief executive, Mark Halstead added a little more flavour:

“There are positive signs in the UK that after the turbulence of the last year resulting from 
changes at two of the larger distributors conditions are now normalising. In addition, our 
supply chain issues have largely been resolved. The early months of the new financial year 
have provided encouraging signs of growth with turnover increasing. I am optimistic for the 
coming year.”

This is encouraging and led to broker Panmure Gordon increasing its 2018 pre-tax profit forecast to 
£48.7m which implies growth of 4.5% on 2017’s performance. Arden Partners is forecasting pre-tax 
profits of £48.5m which translates to EPS of 18.2p.

Yet back in June when I last reviewed the company, 2018 pre-tax profit forecasts were £50m which 
is now the forecast for 2019. Meaningful profit growth is therefore still a major issue for James 
Halstead.

At a share price of 445p, this puts the shares 
on a 2018F PE of 24.5 times. This represents a 
reduction from the 26.2 times back in June but 
remains a very expensive valuation nonetheless. 
The PE is inflated by 25.2p per share of cash but 
adjusting for this still puts the shares on a PE of 
23.1 times.
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As much as I like James Halstead as a business my concern is that the shares are still expensive 
given the modest growth outlook and are therefore vulnerable to a further valuation derating (a lower 
PE ratio) if growth does not pick up. 

A forward PE of 20 times would still be pretty punchy and towards the upper end of its historic 
range. This would give a valuation per share of 364p and imply a further 18% downside. I’m not 
saying that this will happen but it is a risk.

Share Discussion: SCS Group (LSE:SCS)

Trying to make money from 
selling sofas, carpets and 
flooring is extremely hard work. 
The market is very competitive 
and profit margins are wafer 
thin.

Profits of 3.5p per £1 of sales 
can disappear in a flash when 
times get tough. The business is 
also very sensitive to the general 
health of the economy and the 
housing market in particular. 

These concerns are very reasonable and 
explain why SCS shares do not command a 
high valuation on the stock market. At 170p the 
shares trade on just 7.6 times 2018 EPS and 
offer a stonking dividend yield of 8.8%. Unlike 
James Halstead above, SCS shares are not 
assuming much - if any - sustainable growth in 
profits.

If profits fall then the share price will not escape unscathed but if profits rise or the outlook for profits 
improve then the share price can rise sharply. That’s what happened this week when the company 
announced better than expected full year results.

Revenues were up 4.9% and trading profits 
increased by 8.8%. Sales per square foot 
- a decent measure of retailer prowess - 
increased by 3.2%. The company’s financial 
position strengthened due to strong free 
cash flows with year-end cash balances of 
£40m and no debt. The full year dividend was 
nudged up by 1.4% which supports the yield 
on the shares.

The free cash flow figure of £23m was 
impressive at first glance but this does not 
look sustainable as it was achieved mainly by 
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delaying payments to suppliers - an increase in trade payables - to the tune of £12m.

The suppliers concerned will have to be paid this year and so expect a large outflow from this 
source next year and a potential big reduction in free cash flow in 2018.

Across the company’s 100 stores, 27 House 
of Fraser concessions and online, things seem 
to be holding up quite well despite a tough 
consumer spending environment. The company 
is comfortably earning enough money to pay its 
rent bill (Fixed charge cover) and the dividend 
looks safe.

ROCE is actually quite respectable despite the 
low profit margins earned.

Analysts are not expecting a calamitous drop in profits anytime soon. 

So whilst SCS might not be the highest-quality business in the world with the highest-quality 
earnings I can’t help thinking that the shares are actually quite cheap. Even if the share price stays 
as it is, investors can earn an 8.8% total return just from the dividend income.

Some care does need to be exercised when working out just how cheap the business is though. It 
has a market capitalisation of £68m and net cash of £40.1m. This theoretically gives an enterprise 
value (EV) of just £28m compared with post tax profits of £9.4m which makes the business look 
unbelievably cheap.

The problem with netting off cash balances in calculating EVs is that the cash balance is just a 
function of the timing of the financial year end and isn’t free for owners to get their hands on - it has 
to be used to pay off liabilities such as suppliers mentioned above.

This subject is worthy of an article in itself but my view is that SCS’ true surplus cash balances are 
less than £40m. Perhaps a better approach is to look at the net working capital position (current 
assets less current liabilities) instead.

We could take the cash, stocks and trade debtors and assume they are cash or almost cash which 
can be used to pay the outstanding current liabilities such as suppliers and the tax bill.

This would leave surplus cash of £16m and a revised EV of £52m which would give a cash-adjusted 
PE of just 5.5 times (£52m/£9.4m). 
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Clearly the big risk with these shares is that 
a recession or housing market slowdown 
reduces these profits but it looks as if that kind 
of scenario is already priced into the shares.

Share Discussion: Greggs (LSE:GRG)

Newcastle-based bakery 
chain Greggs has been a great 
long-term investment. In my 
opinion, the company’s success 
is down to its very attractive 
business model. It makes a 
lot of the food it sells itself and 
then concentrates on offering 
outstanding value for money to 
its customers. 

If you walk into one of its shops 
it doesn’t take you long to 
realise that it costs a lot less to buy a sandwich and a cup of coffee in there than many of the other 
affectionately-named food-on-the-go shops that occupy our high streets and transport hubs.

It has not always been plain-sailing for this company. It has had to adjust to volatile ingredients costs 
in recent years and the changing trends in shopping which has led it to close many of its high street 
shops and relocate them to areas of higher footfall such as train stations and university campuses.

Greggs’ shares have been very popular with investors and the share price is up over 30% so 
far this year and by over 150% during the last five. The company has been spending money on 
repositioning its shops towards more profitable locations and has a growing franchise business 
as well. It has also been very innovative in tailoring its food and drink offers to a growing breakfast 
market as well as lunches.

Sales and profits have grown nicely and ROCE 
has been increasing. Greggs ROCE - which is 
adjusted for the estimated capital value of its 
rented shops - is now at a level that represents a 
very high quality business in my view. It’s the kind 
of profitability that the big supermarket chains are 
nowhere near to matching.
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This week’s third quarter trading statement contained further reassuring news. Like-for-like sales in 
its managed shops (1,636 out of a total of 1,830) were up by 5% and by 3.9% overall as customers 
seem to like its current product range and improved customer service.

The company has opened a net 66 new shops so far this year (opened 98 and closed 32) and this 
number should increase to 100 by the end of the year giving it a good base for further sales growth 
in 2018.

Like many retailers, rising costs are a concern with ingredients and wage expenses rising. Despite 
strong sales growth, profit expectations for the year to December are unchanged with EPS 
expected to be lower than in 2016.

Greggs retains its very clean balance sheet with net cash balances but the shares look up with 
events on a forecast 2017 PE of just over 20 times falling to 18.9 times in 2018. Without profit 
upgrades, the shares may pause for breath after a very good run.

Quickly scanning a sector in SharePad

I have set up a lot of analysis tables in my SharePad account which I use to compare companies in 
different sectors. This allows me to very quickly weigh up companies on criteria such as quality, safety, 
valuation and their price momentum. This then provides the basis for my research efforts.

You can make these as simple or as comprehensive as you want given the huge amount of data choices 
on offer. These tables are easy and quick to set up by adding columns to a new List table. In the List view, 
click on the Setting menu at the bottom of the view and select Create new.

Once you’ve set them up you can save them and apply them to any portfolio or list of shares. If you need 
any help doing this then give our customer service team a call and they will soon have you up and running 
with this.

Here are some examples using the UK pubs sector. Simply sorting by each column will show the 
companies that rank highly across the board. 

Quality
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Safety

Momentum & Technical

Valuation

If you want to find out the average values for a list of shares then follow these steps:

1. Highlight the column you want the average data for e.g. Forecast PE.

2. Click the Options button on the List view menu bar and then select Column statistics.

This is shown below:

The statistics will be displayed in a pop-up as shown below.
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A further way to compare a list of shares across a range of valuation, quality and safety measures is using 
the Compare button on SharePad’s main toolbar. Click on the orange Help (?) button in the Compare 
view for guidance on how to use it. Or, again, call the Support team – they’ll be happy to help.   

This newsletter is for educational purposes only. It is not a recommendation to buy or sell shares or other investments. Do your own 
research before buying or selling any investment or seek professional financial advice.
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