BY JOHN KINGHAM

Dividend Hunter

Important lessons
from the Carillion
disaster
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But now that growth has come to
an end, and that's putting it mildly.
Following a recent negative trading
update, the company suspended
its dividend and the share price collapsed by more than 70% in one day.
So what went wrong? How does a
seemingly successful company go
from hero to zero in such a dramatic
and rapid fashion and, perhaps
more importantly, how can we avoid
owning companies like Carillion just
before they blow up?
Let's start by looking at the company's business model.

These tasks are often bundled
together into a large, long-term contract between the client and CarilOLRQ)RUH[DPSOH&DULOOLRQLVD
partner in a joint venture to design,
build and manage new army bases
RYHU WKH QH[W  \HDUV LQ RUGHU WR
support the return of almost 19,000
overseas UK troops.

3.

([SHQVHV UHODWLQJ WR WKH FRQtract lie in the future and are
WKHUHIRUHXQFHUWDLQΖIH[SHQVHV
LQFUHDVH EH\RQG H[SHFWDWLRQV
the service provider can quickly
ȴQGLWVHOIORFNHGLQWRDORVVPDNing contract for many years.

4.

Competitors may indulge in
"suicide bidding", where they
charge the client less than it will
FRVW WR IXOȴO WKH FRQWUDFW 7KLV
can help them win business and
keep their workforce busy, but it
can reduce margins across the
whole sector, especially with a

This dependence upon large, longterm contracts is typical of businesses in the support services sector, but there are many problems
ZLWKWKLVPRGHO)RUH[DPSOH
1.

These contracts can be worth a
lot of money, so competition for
WKHP LV ȴHUFH 7KLV FDQ UHGXFH
SURȴW PDUJLQV WR ZDIHU WKLQ
levels.

2.

The contract represents a large
H[SHQVH IRU WKH FOLHQW VR WKH\

$ULVN\EXVLQHVVFKDVLQJODUJH
long-term contracts
&DULOOLRQ LV LQYROYHG LQ ȴQDQFLQJ
designing, building and operating
large pieces of infrastructure such as
buildings, roads and railways.

are likely to negotiate hard and
JR RYHU WKH GHWDLOV ZLWK D ȴQH
tooth comb. This can also crush
SURȴW PDUJLQV DQG FDQ OHDG WR
clients refusing to pay, if the
terms of the contract are not
VXɝFLHQWO\PHW
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“THE LATEST
TRADING UPDATE
ANNOUNCED
CONTRACT
WRITEDOWNS OF
;78P/#ZKLFK#LV#
A HUGE SUM FOR
A COMPANY THAT
ONLY MAKES POSTTAX PROFITS OF
ABOUT £150M PER
YEAR.”
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client like the government which
often awards contracts to the lowest bidder.
As a result, construction and support service companies often have
ORZ SURȴW PDUJLQV DQG DUH SURQH WR
contract writedowns when things go
ZURQJ LH WKH H[SHFWHG LQFRPH IURP
a contract is suddenly reduced, either
EHFDXVHRILQFUHDVLQJH[SHQVHVRUWKH
client's reluctance to pay up).
In Carillion's case, the latest trading
update announced contract writedowns of £845m, which is a huge sum
for a company that only makes postWD[SURȴWVRIDERXWePSHU\HDU
However, in my opinion the lesson
here is not to avoid construction or
support service companies. Instead,
Ζ ZRXOG VD\ WKH ȴUVW OHVVRQ LV WR WUHDW
them with care. Be aware that contracts can go bad, and when they do it
FDQEHH[WUHPHO\FRVWO\+HUH VDJHQeral rule of thumb I like to follow:

INVESTMENT RULE:
Be extra careful with
companies that depend on
ODUJHORQJWHUPFRQWUDFWV
In order to reduce risk, what I look
for in construction and support serYLFHV FRPSDQLHV LV   *RRG SURȴWDbility, which shows that the company
isn't forced to compete primarily on
price; 2) A robust balance sheet, which
makes it easier to deal with major contract writedowns when they do occur.
So how does Carillion stack up on these
two primary requirements of good
SURȴWDELOLW\DQGDERPESURRIEDODQFH
VKHHW"/HW VVWDUWZLWKSURȴWDELOLW\
/RZSURȴWDELOLW\ZDVDVLJQRI
weakness
Ζ PHDVXUH SURȴWDELOLW\ XVLQJ SRVWWD[
(net) return on capital employed, averaged over the last ten years. Among
dividend-paying FTSE All-Share comSDQLHV WKH DYHUDJH SURȴWDELOLW\ XVLQJ
that approach is about 10%.
That's an easy baseline to remember:
If a company's average net return on
capital employed over the last decade
is less than 10% then it's below average. If it's above 10% then it's above
average.

“HERE’S MY TAKE ON LARGE
ACQUISITIONS AND ACQUISITION SPREES:
I DON’T LIKE THEM.”
&DULOOLRQ V SURȴWDELOLW\ RYHU WKH ODVW
GHFDGH ZDV MXVW  VR LW V GHȴQLWHO\
below average. It's also below average
relative to other construction and support service sector stocks, where the
DYHUDJHSURȴWDELOLW\LV
+HUH VP\UXOHIRUSURȴWDELOLW\

INVESTMENT RULE: Don't
invest in a company if its
WHQ\HDUSURȴWDELOLW\LV
less than 7%
Carillion would have made it past that
rule, but only by the skin of its teeth.
/RZ SURȴWDELOLW\ FRPELQHG ZLWK WKH
company's high risk business model,
was a good sign that investors should
have been super-cautious about
investing in this company.
Even so, Carillion does just about
VFUDSH SDVW P\ SURȴWDELOLW\ WHVW VR
that test alone would not have been
enough to stop me from investing in
the company. Clearly some additional
checks are required if we're to avoid
this sort of value trap in future.
So what about Carillion's balance
sheet; was it as strong as it should
have been? The short answer is no. The
longer answer is more interesting.

0DVVLYHGHEWVXVHGWRȴQDQFH
massive acquisitions
Between 2004 and 2011, the company
went on a massive acquisition spree.
7KHLGHDZDVWRH[SDQGDZD\IURPWKH
UK by acquiring companies with overVHDV RSHUDWLRQV DQG WR H[SDQG DZD\
from construction by acquiring support services businesses.
In both respects the acquisition spree
was successful, and during that period
the company spent more than £1.3
billion acquiring other companies,
including
Mowlem
(construction),
Planned Maintenance Group (support
VHUYLFHV  DQG (DJD HQHUJ\ HɝFLHQF\
products).
Here's my take on large acquisitions
and acquisition sprees: I don't like
them. They can create all sorts of
problems if the acquirer attempts to
integrate large numbers of new peoSOH DQG SURFHVVHV LQWR LWV H[LVWLQJ
business. They can de-stabilise an otherwise steady core business as management forget the old core business
and instead chase dreams of rapid
acquisition-driven growth. Finally, they
have a nasty habit of requiring lots of
debt.
Here's another rule that I like to use:

22 | ISSUE 29 – AUGUST 2017 Master Investor is a registered trademark of Master Investor Limited | www.masterinvestor.co.uk

DIVIDEND HUNTER

“HGCAPITAL HAS
A TRACK RECORD
OF DELIVERING
SIGNIFICANT
UPLIFTS TO THE
CARRYING VALUE
WHEN IT SELLS
ITS HOLDINGS.”

INVESTMENT RULE: Don't
invest in a company if it
spent more on acquisitions
over the last decade than
LWPDGHLQSURȴWV
In 2011 this would have ruled Carillion
out as an investment. At that time it had
spent more than £1.3 billion on acquisitions during a decade where it only
PDGH e PLOOLRQ LQ SURȴWV 7KDW V D
dangerously large ratio of acquisitions
to earnings.
However, by 2017 that particular
alarm bell would have stopped ringing because the company has become
far less acquisitive in recent years. So
this rule would have also failed to rule
Carillion out as an investment in recent
months and years. However, the fact

that Carillion was a relatively recent
conglomeration of previously separate
business would have been yet another
ZDUQLQJȵDJ
If I'd been looking to invest in Carillion
at any point in the last couple of years,
ΖZRXOGKDYHEHHQH[WUHPHO\FDXWLRXV
at this point of the analysis because of
LWVULVN\EXVLQHVVPRGHOLWVORZSURȴWDbility and its highly acquisitive past. But
so far I haven't seen a knock-out blow;
something that would have made me
say "no way" to the idea of investing
in this company. But that's about to
change.
A very important point is that a large
chunk of the £1.3 billion acquisition
spree was funded with debt. The company's total borrowings went from £90

million in 2005 to £813 million in 2012.
At the same time, debt interest payments went from £5m in 2005 to more
than £30m.

“FOLLOWING ITS
ACQUISITION SPREE
CARILLION NEVER
REALLY MANAGED TO
REDUCE ITS DEBTS BY
MUCH.”
Ζ OO SXW WKDW LQWR FRQWH[W ΖQ  WKH
FRPSDQ\ V HDUQLQJV SRVWWD[ SURȴWV 
RYHUWKHSUHYLRXVȴYH\HDUVKDGDYHUaged about £135 million. That means
its £813 million debt pile was more
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WKDQVL[WLPHVLWVUHFHQWDYHUDJHHDUQings. In contrast, the average debt/
earnings ratio for dividend-paying FTSE
All-Share stocks is about four.
So despite being a company with
a risky cyclical business model and
EHORZ DYHUDJH SURȴWDELOLW\ LWV GHEWV
were above average. That is not a brilliant combination.
Of course, that was in 2012, but following its acquisition spree Carillion never
really managed to reduce its debts by
much. By the time its 2016 results were
published in March 2017, Carillion's
borrowings were £689 million comSDUHGWRȴYH\HDUDYHUDJHHDUQLQJVRI
£140 million. This gives the company a
debt/earnings ratio of 4.9 today. That's
the sort of ratio I might just about
accept from a defensive company like
Unilever, but I think it's too much for a
cyclical sector stock. Here are my two
rules for the debt/earnings ratio:

INVESTMENT RULE: Only
invest in a cyclical sector
stock if its debt/earnings
UDWLRLVEHORZ
INVESTMENT RULE: Only
invest in a defensive
sector stock if its debt/
earnings ratio is below 5.0

“THIS PENSION DEFICIT IS UNLIKELY
TO EVER BE ELIMINATED WITHOUT A
MASSIVE RIGHTS ISSUE.”

ΖQIDFWJLYHQWKHKLJKULVNORZSURȴWDbility nature of Carillion, I would probably insist on an even lower debt/earnings ratio. Perhaps a limit of 3.0 would
be more appropriate than 4.0. To get
to that level, Carillion would have to
reduce its present borrowings by more
than £260 million.
If these debts were Carillion's only
ȴQDQFLDOSUREOHPWKHQΖZRXOGVD\WKDW
the market's reaction to the recent
negative trading statement was overdone. I would say that the suspended
dividend was probably a good thing
and that the dividend cash (totalling
around £80 million a year) should
instead be used to reduce debts.
Within three or four years the debt pile
could be brought down to more sensible levels and the dividend could be
reinstated.
%XW H[FHVVLYH ERUURZLQJV DUH QRW WKH
only problem with Carillion's balance
sheet. In fact, there's another problem
which I think is far more serious.
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A massive pension scheme that
threatens to swallow the whole
company
When Carillion split from Tarmac in
 LW WRRN ZLWK LW VHYHUDO GHȴQHG
EHQHȴW SHQVLRQ VFKHPHV UHODWHG WR
current and past employees.
In Carillion's annual report for 2000,
the total liabilities of these schemes
came to £430 million. At the time the
FRPSDQ\ V DYHUDJH SRVWWD[ SURȴWV
were around £32 million, so pension
liabilities were more than 13-times
earnings. That's a massive pension
liability, but at the time it wasn't a
problem because those liabilities were
easily covered by pension assets of
£557 million (as long as pension assets
H[FHHG SHQVLRQ OLDELOLWLHV HYHU\RQH LV
usually happy).
By 2005, those pension liabilities had
more than doubled to £964 million.
That was partly because of additional
pension liabilities that came with
acquisitions, partly because retirees
were living longer and partly because
interest rates had fallen (lower interest rates increase the present value
of future pension liabilities). However,
earnings had barely changed and so
the pension/earnings ratio had grown
to 28. This is way, way, way higher than
most other companies. But still, there
was little urgency, despite the pension
VXUSOXV WXUQLQJ WR D QHW GHȴFLW RI e
million.

D e PLOOLRQ GHȴFLW LI \RX UH PDNLQJ
annual payments of £30 million, is it?
I'm sure that in 2006, Carillion's management didn't think that between
2006 and 2016 they would pay almost
£450 million into the pension fund,
RQO\ WR VHH WKH GHȴFLW JURZ WR PRUH
than £800 million.
Carillion only earns about £150 million per year (in a good year), so it
has already paid the equivalent of
three years of earnings into its pension schemes over the last decade,
and yet it still has the equivalent of at
OHDVWDQRWKHUȴYH\HDUVRIHDUQLQJVWR
go. In fact, the company has already
committed to pay around £50 million
a year into the pension until at least
2029, if required (which it probably
will be).

Yes, management managed to stay
one step ahead of its pension demon
IRU DOPRVW  \HDUV EXW DW WKH ȴUVW
minor stumble the company has fallen
into its grasp.
A few years ago, following an almost
disastrous investment in Balfour
Beatty (which ran into serious problems largely because of its enormous
GHȴQHG EHQHȴW SHQVLRQ  Ζ VWDUWHG
using this pension-related rule:

INVESTMENT RULE: Don't
invest in a company if its
pension/earnings ratio is
higher than ten
That rule isn't a silver bullet, but it
should help steer you away from companies with potentially dangerous pension liabilities.

ΖQ P\ RSLQLRQ WKLV SHQVLRQ GHȴFLW LV
unlikely to ever be eliminated without
a massive rights issue. I just cannot
see Carillion coming up with the necessary amount of cash solely from its
business operations. Perhaps the best
option would be a massive rights issue
combined with handing the pension
VFKHPHVRWRDQLQVXUDQFHFRPSDQ\
But that's not for me to say.

$WLFNLQJWLPHERPELIHYHUWKHUH
was one

What I will say is that this massive pension liability was a clear sign that Carillion was a very, very risky investment,
right from the very beginning in 1999.

If you can avoid companies with those
features then you could end up saving yourself a few sleepless nights and
perhaps a lot of money as well.

In summary then, Carillion ran into
problems because it was an unhealthy
cocktail of high risk factors, including 1)
a dependence upon large contracts; 2)
ZHDNSURȴWDELOLW\ DKLVWRU\RIODUJH
acquisitions; 4) high debts and 5) a
massive pension liability.

%\  WKH GHȴFLW KDG JURZQ WR e
million and management had agreed
WR EHJLQ PDNLQJ UHJXODU GHȴFLW UHGXFtion payments of around £30 million
per year until the scheme was in surplus once again. I'm sure that seemed
quite reasonable at the time. After all,
it isn't going to take long to eliminate
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