A new megalo-dawn

Why the FTSE 100 is ready to shake off its shackles...

The FTSE 100 may be (rather harshly) branded the ‘Jurassic Park’
of indices but the dinosaurs certainly came out to play last week
as the UK’s large-cap index hit an all-time high. Putting this into
context, the FTSE 100 has delivered higher returns than the S&P
500 over the last three months as fears of stagflation have started
to dull the sparkle of US equities.

Predatory activity also continued apace, with 2024 usheringin a
marked shift up the market cap spectrum after 2023 saw bargain
hunters hoover up 10% of the FTSE Small Cap Index. Last week
brought a £31bn offer for Anglo American by fellow miner BHP, hot
on the heels of the tussle between Mondi and International Paper
for packaging supplier DS Smith.

This flurry of activity is testament to the attractive valuations on
offer in UK equity markets, but, as my colleague surmised in a
recent blog: we already know. What has been less clear, however,
is the timing of the long-awaited recovery and we explore some of
the likely catalysts in our latest report on investing in the UK.

As a result, investors will be hoping that the latest climb in the
FTSE 100 will mark the first step towards a sustained recovery.
It’s fair to say that valuations of UK equities remain subdued
and, even after the recent bounce, the MSCI UK is still trading

on a forward price-earnings multiple of 11.3, not far from half the
valuation of the 20.5 of the MSCI US (Yardeni, as at 29/04/2024).

Returning to the Jurassic Park analogy, this valuation discount

is often attributed to the weighting of ‘old economy’ sectors in
the UK stock market relative to the proportion of high-growth
technology mega-caps in the US. There is some truth in this but,
in our recent webinar series, Sue Noffke, manager of Schroder
Income Growth (SCF), argued that this clear valuation differential
also extends across comparable sectors.

Sue pointed out that all but one of the 30 plus sectors in the
MSCI UK Index trade at a discount to their US equivalents, with

a discount of more than 50% in the transport, automative, retail
and real estate sectors (based on forward price-earnings ratios
as at 31/01/2024). Picking a few examples, BP is trading on a
forward price-earnings ratio of 8 compared to 13 and 14 for fellow
US energy companies Chevron and ExxonMobil respectively (as at
30/04/2024) and it’s a similar story for British American Tobacco,
GSK and AstraZeneca.

Before | attract the ire of the Kepler analyst team, | should add
the caveat that price-earnings ratios are somewhat of a blunt
instrument and other factors (including forecast earnings,
strengths of the balance sheet and corporate strategy) can create
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significant valuation differentials. However, given
that Yardeni reports a forecast earnings growth of
almost 8.4% for the MSCI UK in 2024, not far below
the 9.4% forecast for the MSCI US, a discount of this
magnitude seems hard to justify.

Advocates of the FTSE 100 would also argue that
the Jurassic Park tag is unfair, to say the least. The
index boasts a blue-chip roster of market-leading
multinationals and generates more than three-
quarters of revenue from outside the UK. It’s also
well-positioned to ride the secular growth drivers
of mega-trends such as the soaring demand for
commodities in the net-zero transition and the
increasing dependence of an ageing population on
the pharmaceutical industry. We shouldn’t ignore
the impressive returns generated by some of those
‘old-school’ companies either, with BP and Shell
delivering total returns of more than 100% over the
last three years (as at 30/04/2024).

That said, not all dinosaurs are created equal. Rolls
Royce and NatWest have rewarded investors with
year-to-date share price gains of almost 40% (with
Barclays not far behind) but it’s a very different
story at the bottom of the table: Ocado has suffered
a halving of its share price this year and Rio Tinto,
Mondi and Reckitt Benckiser are also in the red.
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This divergence in performance demonstrates the value of
active stock-pickers such as Merchants Trust (MRCH). The
trust has a dual aim of income and capital growth and over
half of the portfolio is currently invested in the FTSE 100,
with GSK, Shell and BAT comprising the top three holdings
(as at 31/03/2024). Merchants has delivered a five-year net
asset value total return of 50% (the second-highest in the
AIC UK Equity Income sector) and is currently trading on an
attractive dividend yield of 5.1% (as at 29/04/2024).

Alternatively, Law Debenture (LWDB) takes a highly-
differentiated approach to its equity income peers,
combining a traditional UK equity portfolio with an
independent professional service business. The cash-
generative nature of this business funds over a third of
dividends, allowing the managers to pursue a more flexible
investment strategy beyond a pure income focus.

This blend of income and capital growth has propelled
LWDB to the top of the AIC Equity Income sector with a
five-year net asset value total return of 61%, in addition to
a current dividend yield of 3.8% (as at 29/04/2024).

James Henderson and Laura Foll, managers of LWDB, look
for high quality, undervalued businesses. The recovery

of Rolls Royce has been a strong contributor to recent
returns, as well as the significant premium paid on the
acquisition of DS Smith. While FTSE 100 companies such
as Shell, BP, GSK and HSBC dominate the top ten holdings,
the managers also cast their net over the lower-end of the
market cap spectrum and have recently added FTSE 250
food supplier Cranswick to their portfolio.

Another trust that has benefited from M&A activity is CT UK
Capital & Income (CTUK) which was a long-term investor

in DS Smith. The trust has a diversified portfolio, with over
half invested in FTSE 100 companies (such as AstraZeneca,
Unilever, RELX and Legal & General), together with
companies such as Vistry, 0SB Group and LondonMetric
Property from the FTSE 250. CTUK is also an AIC ‘dividend
hero’ thanks to 30 years of consecutive dividend increases.

It remains to be seen whether the FTSE 100 will continue to
maintain its upwards momentum and offer a fertile hunting
ground for would-be acquirers. However, after a decade in
the unloved category, a pivot in investor sentiment towards
UK equities may prove the necessary catalyst for the
hoped-for uptick in valuations. If this comes to pass, the
so-called dinosaurs could have the last roar after all.
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