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says that is one reason why it’s weather-
ing the recession better than its custom-
ers (see Key stats box).

The other reason is diversifi cation – 
something I’ve learned to be sceptical 
about. Peter Lynch, the renowned US 
fund manager, coined the phrase ‘diwor-
seifi cation’ to describe how companies 
blow profi ts on foolish acquisitions. 
They’re foolish because the company 

pays too much and expands 
into new areas it doesn’t 

suffi  ciently understand. 
The point of diversifi ca-
tion should be to make 

a business less risky – it 
just doesn’t always work 

out that way. 
However, Ricar-

do’s diversifi cation is 
home-grown. For the 

past fi ve years it has spread geographi-
cally – principally into Asia – acquired 
customers in more diverse sectors and 
applied its technologies to a wider range 
of products.  

In 2009, growth in defence, commer-
cial vehicles and motor racing partially 
off set reduced demand from passen-
ger car manufacturers. This is the way 
diversifi cation is supposed to work. 
The next stage appears to be renewable 
energy, where Ricardo can use its exper-
tise to design gearboxes and transmis-
sions for windmills, for example.

But I’m getting ahead of 
myself. At 255p, the shares 
cost just under 12 times 
Ricardo’s average profi t over 
the past 10 years. Disregard-
ing its exciting but uncer-
tain prospects, the company 
looks reasonably cheap.

Even so, there are limits 
to diversifi cation. Ricardo 
allocated 54 per cent of 
new orders to the passen-
ger car sector in 2009 and 

if the recession gets nasty, things will 
get worse before they get better. Last 
time the car industry was in recession, 
Ricardo made a loss. I don’t think that 
will happen this time, but you can never 
be sure. r

I 
fell in love with Ricardo, one of 
October’s additions to the Thrifty 
30 portfolio I am constructing for 
Interactive Investor, when I saw the 
artwork on the cover of its annual 

report. All windmills, light bulbs, green 
cars and sprockets, it conveys a  vision of 
the future in which technology solves 
the problems of today.

But the present must be weighing 

on the minds of Ricardo’s managers 
because the company designs energy-
effi  cient engines, transmissions and 
electronics for car manufacturers, and 
they’re in deep recession. In the US, 
Chrysler and GM are emerging from 
bankruptcy, while demand for cars 
fell so low this year that governments 
around the world had to prop up the 
industry with scrappage schemes.

As a measure of how bad things are in 
the auto industry, take Castings, another 
Thrifty 30 pick. It makes iron castings 
and machines vehicle parts 
from them, but its foundries 
and factories were operat-
ing at 50 per cent capacity in 
August.

However, thanks to 
increasing environmental 
legislation and rising fuel 
costs, some manufacturers 
aren’t skimping on the devel-
opment of cleaner, more effi  -
cient cars even though they 
may lose money. Ricardo 
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October was a busy month 
for the Thri� y 30 portfolio. 
As well as Ricardo, I added 

Castings, electrical contractor T 
Clarke, and Anite, which engineers 
so� ware used to test mobile 
phone handsets and manage 
travel company bookings and 
administration. The portfolio now has 
13 members, with room for 17 more.
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Annual report: not the only pretty thing about Ricardo  

if the recession gets nasty, things will 

The most important measure I use 
to protect the Thri� y 30 from 
fi nancially weak companies is 

Joseph Piotroski’s F_Score.  Ricardo’s F_
Score is just  four out of nine. Statistically, 
the company is not a good bet. However, 
a closer look at the nine variables that 
make up the F_Score indicates it’s in a 
surprisingly healthy state. 

Take profi tability and gearing; key 
measures of performance. Ricardo’s 
profi tability declined in 2009 and debt 
levels rose – apparently not good signs. 
But the F_Score takes no account of 
how much variables change. In round 
numbers it owes £4 million in long-term 
debt compared to £3 million last year; 
miniscule amounts considering the size 
of the company – it owns £156 million in 
assets. 

Likewise, the return it earned on 
those assets fell from 8.5 per cent to 
8.1 per cent – hardly a crisis. Averaging 
its assets over the year instead of using 
their value at the beginning of the year 
– both legitimate measures – means its 
profi tability actually increased.

Overall, Ricardo’s F_Score failures are 
so marginal I doubt they’re meaningful. 
But I wouldn’t have known that if I hadn’t 
calculated it  fi rst. That’s why, even for 
sceptical investors, statistics are the 
most important tool.

More information
Thri� y 30: http://blog.iii.co.uk/category/
thri� y-30/
Ricardo: http://www.iii.co.uk/LSE/RCDO
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