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National Grid PLC (LON:NG.) has been in the news recently after announcing an agreement 

to sell most of its UK gas distribution business. For some inexplicable reason I was watching 

CNBC that morning and the presenter said something along the lines of "surely income in-

vestors can't go far wrong with National Grid's 4.7% dividend yield". And yes, I must admit 

that a 4.7% yield (at a share price of 930p) from what is perhaps one of the most defensive 

companies in the FTSE 100 does sound interesting. So interesting, in fact, that I decided to 

take a closer look. And this is what I found…

A state-anointed 
monopoly provider

If you ask most people what the 

UK national grid is, they'll probably 

say something about it being the 

electricity grid; a network of pylons, 

cables, transformers and other such 

infrastructure which enables the 

transmission of power from power 

stations to homes and businesses 

around the country. That's a reason-

able description, and National Grid, 

the company, owns and operates 

that infrastructure. If you also include 

the transmission and distribution of 

gas in that description, as well a sig-

US, then you'll have a fair summary 

of what the company does, but what 

makes National Grid special is its 

position as a legal monopoly. 

National Grid can generate from its 

"regulated" assets. There are incen-

tives for outperforming targets, such 

as completing projects ahead of time 

or exceeding service level agree-

ments, and penalties for underper-

forming. This is a type of competi-

tion, but against regulatory targets 

rather than other companies.

This is a very unusual setup, so how 

has it worked out for National Grid 

over the last few years?

Progressive, well-sup-
ported dividend growth

As you might expect, building, main-

taining and managing the electricity 

and gas network is a very defensive 

business. Booms and busts may 

come and go, but people still need to 

to foster competition in the supply 

expensive transmission systems like 

the electricity, gas or rail networks. 

So rather than rely on competition 

-

structure for low cost, sustainable 

and secure energy, the UK and US 

governments instead allow National 

Grid to operate as a highly regulated 

monopoly, with strict rules, incen-

tives and penalties covering many 

aspects of its business.

One example of this regulation is 

Ofgem's RIIO model (Ofgem is the 

UK regulator and RIIO stands for 

Revenue = Incentives + Innovation 

+ Outputs). Under this regulatory 

model, there are strict rules about 

what revenues and rates of return 
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“WHAT MAKES NATIONAL 
GRID SPECIAL IS ITS POSITION 
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cook, heat their homes and boil their 

kettles. So it should come as no great 

relatively little impact on the company 

or its progressive dividend.

Another positive feature, as the accom-

panying chart shows, is that National 

Grid's revenues and normalised EPS 

(earnings per share) have also been 

increasing, more or less in line with the 

dividend. This is good news because 

without revenue growth there can be 

no long-term earnings growth, and 

without long-term earnings growth 

there can be no long-term dividend 

growth.

Using the approach to measuring 

long-term growth that I outlined in last 

month's issue, National Grid's revenue 

growth rate was 1.6% per year, its EPS 

growth was 3.0% per year and its div-

idend per share growth was 5.1% per 

year. That gives the company an over-

all long-term growth rate of 3.3% per 

year, which is just slightly above the 

FTSE 100's growth rate over the same 

period of 2.0% per year.

In summary then, we have what 

appears to be a very low risk company, 

with a dividend yield of 4.7% and a 

historic dividend growth rate of 5.1%, 

which is a very attractive combination. 

However, in recent years its dividend 

ahead of revenue and earnings growth, 

so perhaps future dividend growth 

will be somewhat lower than in the 

past. Even assuming a future dividend 

growth rate in line with the company's 

historic overall growth rate of 3.3% 

leaves the shares with a yield-plus-

growth total return estimate of 8.0% 

per year (4.7% yield + 3.3% growth). 

That's slightly above the UK's long-

term equity rate of return of about 7% 

At this point in the analysis I would say 

that National Grid still looks interesting, 

especially if you want a good yield with 

some growth and low levels of risk. But 

of course there are more factors to 

consider. For example, National Grid 

is an infrastructure business and so I 

would like to know how much cash the 

company has to continually invest into 

UK's lights on and drive future growth.

Massive capital 
expenditures which are 
growing all the time

In a nutshell, National Grid is a capi-

tal-intensive business. Over the last 

decade it invested more than £3 bil-

assets, which is more than its average 
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For most companies this would be 

a warning sign because companies 

that have to constantly invest large 

amounts into capital assets tend to be 

-

turns. In fact one of my investment 

rules is to be especially wary of com-

panies where average capital expendi-

tures (capex) are greater than average 

Another warning sign is the com-

pany's high ratio of capex to capital 

asset depreciation. Very simplistically, 

depreciation can be thought of as the 

amount of money a company needs 

to invest in new capital assets each 

year to replace existing assets as they 

wear out. If a company's capex is sig-

-

ever, National Grid is a state-appointed 

monopoly and so the normal rules do 

not apply. 

For example, although the company 

is very capital-intensive, it is unlikely 

to be at risk from a cyclical down-

turn because people will always need 

energy, almost regardless of the 

economic environment. In the case 

increasing amounts of cash in order 

to fund future investment (at higher 

-

ernment could decide to increase its 

allowed regulatory revenues and prof-

to fund that future investment.

As for the rapidly growing asset base, 

this is not caused by a CEO who is 

chasing short-term gains to boost the 

share price and the value of their pay 

packet (but which will eventually lead 

to massive oversupply and a collapse 

a demand from the UK government 

to create the smart grid of the future, 

where renewable sources of electricity 

can be connected to the grid at mas-

sive scale along with vast numbers of 

electric vehicles.

Because of these and other related fac-

tors, I am much more relaxed about the 

incredible scale and pace of National 

Grid's capital investment than I would 

be if it were any other company. But 

that isn't the end of the story, because 

National Grid has even more features 

which would normally make me run a 

mile, and chief among them is its enor-

mous debt pile.

Borrowings which would 
hobble almost any other 
company

National Grid's purpose is to raise as 

much capital as is required, as cheaply 

as possible, and to invest that capital 

into the electricity and gas networks 

in order to maintain the power grid of 

today and to build the smart grid of the 

future.

The cost of debt capital is lower than 

the cost of equity capital, so it makes 

sense to issue bonds rather than 

shares when additional capital is 

then its capital asset base is probably 

expanding rapidly. 

That can be a problem because a rapid 

increase in productive assets will usu-

ally result in a rapid increase in supply. 

If supply increases faster than demand 

then prices are likely to fall, which could 

-

bility of all those new and expensive 

capital cycle, is compounded when 

massive investment in new assets 

has been widespread throughout an 

industry (think of excessive expansion 

in supermarkets, miners or oil and gas 

companies, and what that expansion 

eventually did to supply, prices and 

Over the last few years National Grid 

depreciated its capital asset base by 

an average of £1.3 billion each year. 

That's less than half of the £3 billion it 

pumped into those assets, so it's add-

ing one or two billion pounds-worth 

report, which shows total regulated 

assets growing from £31 billion in 

2012 to £40 billion today. This triggers 

another of my investment guidelines, 

which is to be wary of a company if its 

average capex is more than twice its 

average depreciation.

If National Grid were any other com-

pany I would set it to one side and 

make a note saying something like 

"Requires massive capital investment 

and has potentially over-invested in 

new assets and supply which could 
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required for investment. However, 

issuing too much debt is risky because 

a downturn might lead to smaller prof-

its and an inability to pay debt inter-

est, at which point lenders may force 

the company into bankruptcy in order 

to seize its assets. So most companies 

have debts which are only a few times 

generally I won't invest if a company 

-

But once again, National Grid tramples 

on that sort of conventional thinking. 

In its last annual results it had total 

borrowings of £28.3 billion, almost 

13-times greater than its recent aver-

-

tional are its net interest payments of 

just over £1.1 billion. Such overwhelm-

ing debt obligations would usually be 

a disaster waiting to happen, but with 

this company's monopoly position it 

somehow makes sense.

After all, the whole point of the com-

pany is to raise and deploy vast 

-

tively on behalf of the government and 

citizens of the UK (and to a smaller 

extent, the US). Debt capital is cheaper, 

so it makes sense to raise as much 

debt capital as the company can sus-

tainably manage. The government 

knows this, and so it designs the mar-

ket as a monopoly where National Grid 

can generate long-term revenues and 

those of other companies. This cer-

tainty makes the banks happy, and so 

they are willing to lend National Grid 

unusually large amounts of money at 

low interest rates, which reduces the 

company's average cost of capital. 

That lower cost of capital then feeds 

through into lower costs for the smart 

grid, which is what the government 

wanted all along.

So despite its voracious appetite for 

capital and its eye watering debts, I 

don't think National Grid is a basket 

case. On the contrary, I think there's a 

good chance it will meet its stated pol-

icy of growing the dividend at least in 

and possibly decades to come.

One for super-cautious 
income investors

With its yield of 4.7% and future 

growth rate potential of perhaps 3.3% 

(a reasonable estimate based on past 

growth), I quite like National Grid. It 

-

one rich (perhaps apart from the CEO), 

but it will probably deliver the goods 

-

tion-beating income. 

However, that yield and growth 

together give an estimated long-term 

total return of just 8.0% per year and 

personally I like to aim for double digit 

returns. So National Grid's share price 

of 930p isn't low enough to get me 

to invest, but if the share price fell to 

750p then the yield would increase to 

around 6% (as it is for SSE PLC, which I 

already own) and at that point I might 

jump onboard.

On the other hand, if you would be 

happy with a 4.7% yield and good 

worth considering at around 930p.
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“NATIONAL GRID CAN GENERATE LONG-
TERM REVENUES AND PROFITS THAT 

ARE FAR MORE CERTAIN THAN THOSE 
OF OTHER COMPANIES.”


