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UK housebuilders remain a value trap – despite post-Brexit falls 
Holly Cassell, Assistant Fund Manager – UK Equities 

 
 
Going into the Brexit referendum, both the Neptune UK Mid Cap and UK Opportunities funds 
were defensively positioned with low exposure to domestic cyclicals, particularly housebuilders, 
where we were zeroweight. This has contributed to both funds outperforming the IA UK All 
Companies peer group average since Brexit. Further, the Neptune UK Mid Cap Fund has 
returned 4.14% since 23 June, versus the FTSE 250 Index’s -1.44% fall.* 
 
Whilst our zeroweight to housebuilders has been beneficial, with the construction sector 
bearing the brunt of negative sentiment after the ‘Leave’ vote, our positioning was not based 
on fears of Brexit per se. Rather, we pay close attention to valuations and have been concerned 
about the elevated multiples seen in domestic cyclicals, especially housebuilders, for some 
time. 
 
Performance of UK housebuilders versus FTSE 100 and FTSE 250 Indices, since Brexit 
 

 
Source: Bloomberg, July 2016. Past performance is not a guide to future performance. 
 
Housebuilders have enjoyed very good returns in recent years and we benefited from a sizeable 
weighting to the sector between 2010 and 2013. A composite index of UK-listed housebuilders 
was up 264% in the five years to 23 June, and 58% in the three years before the referendum. 
Companies such as Taylor Wimpey and Barratt Developments were among the best 
performers in the FTSE All Share Index over both periods.** 
 
However, after such a strong run, we now believe the risks associated with the sector are 
skewed to the downside. Whilst some may take comfort from superficially low price/earnings 
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multiples, we question whether the earnings are sustainable over the long term. Instead we 
prefer to look at book values, which tend to be more stable over the long term. 
 
In recent history it may have felt like the only way is up for house prices, but we believe that it 
is very dangerous to rely on that assumption, especially in the current environment. Valuations 
in the highly illiquid housing market are at elevated levels, relative to both history and to other 
major developed markets. The following chart shows how P/B multiples continue to be above 
the mid-cycle average despite the likelihood of ongoing consumer uncertainty and the impact 
this may have on housing transactions. 
 

UK house and housebuilder valuations 

 
Source: Nationwide/Bloomberg, July 2016. 
 
Despite a sharp drop in the past few weeks, we believe there are much more exciting 
risk/reward opportunities in more overlooked parts of the market. The UK housing market 
suffers from low affordability with an average house price-to-income ratio of around 6x; this is 
elevated versus the long-term average and other major developed markets, which may result 
in a softening of house prices (and hence housebuilder book values) going forward. Further, 
the housing market has benefited from a number of artificial stimuli – Help to Buy, Quantitative 
Easing and ultra-low interest rates for example – which we believe are unlikely to remain in 
place. There is of course historical precedent in this respect: mortgage interest relief at source 
was a tremendous fillip for house prices in the 1960s until it was repealed 30 years or so later.  
 
In fact, in our view there is a risk that media attention turns to the management teams of some 
housebuilders based on the size of the bonuses they receive as housing supply fails to meet 
targets. In this way, the political tailwind supporting the housebuilders in recent years could turn 
into a headwind; meanwhile Brexit could well cause a dramatic fall in interest from foreign 
buyers, putting yet more downward pressure on house prices. 
 

Mid-cycle average 



 

We believe that when exciting narratives combine with high valuations, risks are often high and 
rewards frequently low. This has already been borne out to a certain extent, with the 
construction sector one of the hardest hit in the wake of the Brexit vote. We are finding far more 
attractive risk/reward opportunities in companies that derive much of their earnings from 
overseas or that are UK-focused but not exposed to discretionary spending. High conviction 
holdings include Devro and Renishaw, both of which are niche exporters with high barriers to 
entry that we believe will benefit from global recovery and any ongoing weakness in pound 
sterling. Another key holding is Telecom Plus, which has seen favourable changes to the 
competitive dynamic in the energy market and is not directly exposed to any Brexit fallout. 
 
M&A receives a boost? 
During the first half of the year, the looming Brexit vote hung over the UK mid-cap market, and 
this led to a decrease in corporate activity. While M&A is primarily a mid-cap phenomenon, 
ahead of the referendum deal volumes in the FTSE 250 lagged both historical averages and 
volumes witnessed in the FTSE 100. It is likely that a number of deals, including potential 
takeovers, were put on hold until a clearer path for the UK economy became apparent. 
 

% of market cap acquired each year vs. long-term average 

 
Source: Neptune research July 2016. Past performance is not a guide to future performance. 
 
However, despite M&A activity being reduced, it was not entirely absent, suggesting that the 
possibility of Brexit was not deterring all corporate investors. Even amid the uncertainty in the 
weeks before Brexit, a number of UK-listed companies found themselves M&A targets. For 
example, Swiss firm Daetwyler Holdings approached FTSE Small-Cap company Premier 
Farnell, and just a week before the referendum South African company Steinhoff confirmed it 
was contemplating a bid for Poundland, which has since been accepted. The appetite for M&A 
was clearly present before the vote, and early indications are that the pre-Brexit trickle of M&A 
could well become a post-Brexit torrent now that a degree of clarity has returned to the outlook. 
Added to this, Brexit has resulted in a significant depreciation of sterling, making UK companies 
cheaper targets for foreign corporates, particularly those based in the US. Some potential deals 
which may have previously been abandoned on valuation concerns may now become more 
viable at current exchange rates and price multiples. 
 
One such example is the takeover bid for FTSE 100 heavyweight ARM Holdings by Japanese 
technology company SoftBank. The £24.3bn deal undoubtedly became more attractive as 



 

sterling depreciated. Indeed, the Chancellor’s positive response to the deal indicates to the 
world that the UK remains ‘open for business’, and is an important signal as to likely policy 
developments under the new government. News Corp’s recent move for Wireless Group and 
AMC’s acquisition of Odeon from private equity firm Terra Firma add further weight to the 
argument and should be supportive for valuations in the FTSE 250 going forward. 
 
*Morningstar, 23.06.16-21.07.16, C Accumulation GBP share class performance. The 
performance of other share classes may differ. **Bloomberg, July 2016. 
 
Important information 
 
Investment risks 
 
These funds may have a high historic volatility rating and past performance is not a guide for 
future performance. The value of an investment and any income from it can fall as well as rise 
as a result of market and currency fluctuations and your clients may not get back the original 
amount invested. A majority of the investments made by the funds may be in securities of small 
and medium sized companies. Such securities may involve a higher degree of risk than would 
be the case for securities of larger companies. Neptune funds are not tied to replicating a 
benchmark and holdings can therefore vary from those in the index quoted. For this reason the 
comparison index should be used for reference only. References to specific securities are for 
illustration purposes only and should not be taken as a solicitation to buy or sell these securities. 
Please remember that forecasts are not a reliable indicator of future performance. The content 
of this document is formed from Neptune’s views as at the date of issue. We do not undertake 
to advise you as to any change of our views. Neptune does not give investment advice and 
only provides information on Neptune products. Please refer to the Prospectus for further 
details. 

 


