BY JOHN KINGHAM

dividend hunter

Centrica's 8% yield
means it's priced for
energy Armageddon
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In the beginning,
energy companies were
privatised, and it was
good
After the energy sector was privaWLVHG LQ WKH V DQG V HQHUJ\
utilities were about the most boring
and defensive stocks you could imagine. For the most part they sucked
fossil fuels out of the ground, processed them and sent the end result out to homes and businesses
through the national grid. For many
years it was a very attractive business to be in. Competition was
sparse, demand was almost entirely
XQDHFWHG E\ WKH HFRQRPLF F\FOH
and customers had little or no interest in hunting around for the best
deal. And governments largely kept
out of the way because they wanted

to show that the re-privatisation of
the industry had been a success.
Today this situation has changed
dramatically, largely because of the
ȴQDQFLDOFULVLV DQG LWV VHFRQGDU\ HIfects. Most important among those
HHFWV DUH D  WKH WRXJK HFRQRPLF
environment of the last decade; b)
an increased distrust of capitalism;
and c) government's desire to apSHDUWRXJKRQIDWFDWDQGULSR
businesses. I'll take each of those in
turn:

Nobody really wants to
buy gas or electricity
When times are tough, the cost of
gas and electricity matters. After all,
when was the last time you heard
somebody say, "I'm going to run up

a massive electricity bill this week
EHFDXVH Ζ P ZRUWK LW" 0\ JXHVV
is never. That's because nobody
actually wants to buy what Centrica is selling. They have to buy it,
DQG WKHUH V D ELJ GLHUHQFH ΖQ WKDW
sense gas and electricity are like car
insurance. But it's worse than that.
At least with car insurance you can
reduce your car insurance costs by
buying a smaller car, or not having
a car at all. With gas and electricity
there's pretty much no way to avoid
them unless you want to live like a
caveman.
When the good times are rolling,
most people don't care about their
utility bills. But when most of the
country is "just about managing",
the cost of those unavoidable bills
really sticks in the throat.
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ģZKHQ#WKH#JRRG#WLPHV#DUH#UROOLQJ/#PRVW#
PEOPLE DON’T CARE ABOUT THEIR UTILITY
BILLS. BUT WHEN MOST OF THE COUNTRY
LV#ĠMXVW#DERXW#PDQDJLQJġ/#WKH#FRVW#RI#
THOSE UNAVOIDABLE BILLS REALLY STICKS IN
THE THROAT.”
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ģRYHU#WKH#ODVW#GHFDGH/#FHQWULFDġV#SRVW0WD[#URFH#KDV#
DYHUDJHG#44(1#WKDW#GRHV#QRW#ORRN#OLNH#D#FRPSDQ\#ULSSLQJ#
RII#WKH#PDMRULW\#+RU#HYHQ#D#VLJQLILFDQW#PLQRULW\,#RI#LWV#
CUSTOMERS TO ME.”
Evil capitalists are out to
ULS\RXR
I think capitalism is awesome. Yes, it
isn't perfect; far from it. But its ability
WRHɝFLHQWO\DOORFDWHKXPDQDQGSK\Vical capital towards activities that society values is astonishing. But, as I said,
it's far from perfect. In the run up to
WKH ȴQDQFLDO FULVLV UHJXODWRUV WKRXJKW
WKDW ȴQDQFLDO PDUNHWV ZRUNHG EHVW
when left alone, and the result was a
large number of "bankers" pocketing
vast amounts of money at the expense
of the rest of us. Quite rightly, ordinary
people were not overly impressed with
this, especially when it created an illusory boom and an all too real bust. But
quite wrongly, that distrust of "bankers" has grown into a general distrust
of big business and even capitalism
itself.
Unfortunately for Centrica and the
other big energy utilities, they sit right
in the crosshairs of this distrust, largely
because they're big businesses, they're
well-known and nobody wants to buy
their product, but everybody has to.

5LSRHQHUJ\
companies are an easy
target for politicians
Given this backdrop of falling real
wages, dead-end zero-hour contract
jobs and a growing distrust of big business, it's no surprise that political parties want to show they're standing up
for the common folk by squaring up
to and facing down those evil big businesses. To a large extent that's going
on with the government versus Facebook, Amazon, Google and Starbucks
(to name a few).
As for Centrica and the other big energy utilities, both of the UK's major
political parties have come up with
market interventions which are largely
responsible for the high yields these
FRPSDQLHVRHU IRUH[DPSOH66(DOVR
has a yield of more than 7%). So what
DUHWKRVHPDUNHWLQWHUYHQWLRQV"

The Conservative plan revolves around
a price cap on the standard variable
WDULZKLFKZRXOGLQP\RSLQLRQEHD
bad idea. Hopefully this price cap idea
is more of a big stick which politicians
can use to look tough and cajole energy companies into somehow lowering their prices. However, it could be
implemented and if it is, the impact on
Centrica and the other big energy utilities would probably be negative.
&RPSDUHG WR WKH &RQVHUYDWLYHV /Dbour's market intervention is on to an
HQWLUHO\GLHUHQWVFDOH/DERXU VSODQLV
to nationalise the sector, either just the
transmission and distribution network
(think National Grid) or perhaps all the
big energy suppliers as well, including
Centrica. I think a programme of mass
nationalisations is both a) likely to be
LQHɝFLHQW DQG OHDG WR ZRUVH VHUYLFH
DQGVLJQLȴFDQWVXEVLGLHVIURPWKHWD[payer and b) a very real risk to shareholders.

A misguided regulatory
sledgehammer to crack a
relatively small nut
Both the price cap and nationalisation
LGHDVDUHDWWHPSWVWRȴ[DEURNHQPDUket. And if the energy market was seriously broken, then perhaps a reasona-

ble argument could be made for such
extreme measures. But I just don't see
any evidence of widespread market
abuse.
If, for example, Centrica was systematLFDOO\ ULSSLQJ R WKH PDMRULW\ RU HYHQ
a substantial minority of its customers,
then it would show up in its accounts.
Centrica would be consistently earning
H[FHVVSURȴWVEH\RQGWKRVHSRVVLEOHLQ
a reasonably competitive market.
0\ SUHIHUUHG PHDVXUH RI SURȴWDELOLW\
is return on capital employed (ROCE),
ZKLFK VKRZV KRZ PXFK SURȴW D FRPSDQ\ PDNHV IURP LWV ȴ[HG FDSLWDO DVsets (e.g. oil and gas infrastructure)
and its working capital (e.g. cash in the
bank or oil and gas in storage). On average, companies on my stock screen
(which covers about 200 dividend-paying FTSE All-Share companies) produce
post-tax returns on capital employed
of about 10% per year. Weak and uncompetitive companies produce returns on capital employed as low as
5% (if they produce any returns at all)
and companies with strong competitive advantages can produce consistent returns on capital employed of
20% or more. So where does Centrica
ȴW LQWR WKLV VSHFWUXP RI SURȴWDELOLW\
DQGFRPSHWLWLYHQHVV"
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Over the last decade, Centrica's posttax ROCE has averaged 11%. That does
QRWORRNOLNHDFRPSDQ\ULSSLQJRWKH
PDMRULW\ RUHYHQDVLJQLȴFDQWPLQRULW\ 
of its customers to me. It looks like the
returns of a reasonably competitive
company in a reasonably competitive
industry. If Centrica is ripping people
ROHIWULJKWDQGFHQWUHZKHUHH[DFWO\
LVLWKLGLQJWKHSURȴWV"
I'm not saying Centrica or the other
big energy utilities don't overcharge
some vulnerable customers who are
not capable, for whatever reason, of
constantly switching to the cheapest
supplier. And I'm not saying the energy
market couldn't be improved. What
I am saying is that there's no obvious
evidence I can see that a large percentage of Centrica's customers are being
ULSSHGR
That's why I think the solutions offered by both political parties are way
over the top, especially the idea that
nationalisation will somehow lead to
better outcomes. Remember British
/H\ODQGFDUV"$KWKRVHZHUHWKHGD\V
(of rust and constant break-downs).
As far as I can see, these proposed interventions are largely driven by vote
chasing rather than a real concern for
WKHHHFWLYHQHVVRIWKHHQHUJ\PDUNHW
and outcomes for those who are "just
about managing".

“CENTRICA FACES
POTENTIALLY
SERIOUS AND
LARGELY
UNQUANTIFIABLE
REGULATORY
RISKS.”
And they won't work anyway. Not in
any meaningful way. That's because
HQHUJ\XWLOLW\SURȴWPDUJLQVDUHDERXW
5%. So even if the energy utilities made
]HUR SURȴW \RXU HQHUJ\ ELOO ZRXOG
only fall by about 5%. Big deal. A better solution would be to remove green
and social "taxes" from our energy bills
and move them onto our income tax
bills. That would reduce energy bills by
about 10% and make those green and
social costs progressive rather than regressive.

In summary then, Centrica faces potenWLDOO\ VHULRXV DQG ODUJHO\ XQTXDQWLȴDble regulatory risks. That will put many
LQYHVWRUV R FRPSOHWHO\ +RZHYHU Ζ OO
assume you're not one of them, so let's
carry on and look at what Centrica is
doing in this tough and uncertain environment.

Centrica's response
is to refocus on its
customer-facing business
Following weak results in the years
leading up to 2015, Centrica carried
out a major business review and concluded that it needed to focus much
PRUH RQ HɝFLHQF\ DQG LWV FXVWRPer-facing businesses, and less on fossil
fuel exploration and production.
Its multi-year plan is currently about
KDOIZD\WKURXJKWKHȴUVWVWDJHZKLFK
UXQV WR  2Q WKH HɝFLHQF\ VLGH
some 6,000 jobs are expected to
go by 2020. Along with many other
changes, this will hopefully lower
costs by around £750 million each
year. The company's focus is also materially moving towards its customer-facing business, with some £900
million being realised from exploration and production disposals, which
LVKHOSLQJWRȴQDQFHDQLQYHVWPHQWRI
up to £1.5 billion into customer-facing
activities.
+RZ DOO WKLV ZLOO DHFW WKH FRPSDQ\ V
results is yet to be seen, but Centrica
had to do something. Over the last
decade the company has pretty much

gone nowhere, with earnings and dividends more or less unchanged since
WKH ȴQDQFLDO FULVLV 2QFH LQȵDWLRQ LV
factored into the equation, Centrica
has actually shrunk quite a bit over the
last decade.
Historically, another potential sticking
point has been Centrica's relatively
high capital intensity. In other words,
H[WUDFWLQJ UHȴQLQJ VWRULQJ DQG EXUQing fossil fuels takes a lot of capital
DVVHWVVXFKDVRLOULJVDQGUHȴQHULHVΖI
Centrica wanted to expand its exploration and production business, it would
have to invest huge sums up-front in
these assets before it could generate a
SHQQ\RIUHYHQXHRUSURȴW7KLVPDNHV
growth much more expensive and
PXFKPRUHGLɝFXOWDOWKRXJKRQHXSside is that high capital intensity puts
R ZRXOGEH FRPSHWLWRUV IURP HQWHUing the market.
This is now changing as Centrica moves
away from that sort of capital intensive
exploration and production activity. In
the last few years its capex ratio (the
UDWLRRIFDSLWDOH[SHQVHVWRQHWSURȴWV 
has fallen from a relatively high 100%
or more (i.e. the company spent more
on capital assets than it made in profits) to a much more typical 60% or so.
That's because customer-facing activLWLHV OLNH VXSSO\LQJ HQHUJ\ DQG ȴ[LQJ
boilers is much less capital intensive
than extracting oil or gas.
So capital intensity is no longer such
a problem, but its debts and pension
obligations are. This does seem to be
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a recurring theme at the moment,
largely because extraordinarily low interest rates have seduced companies
into taking on more debt whilst also inȵDWLQJWKHVL]HRIWKHLUSHQVLRQREOLJDtions. In Centrica's case, it has debts of
more than £6 billion, which are more
than four-times its recent average
SURȴWV7KDW VKLJKEXWLWGRHVQ WEUHDN
one of my investment rules:
INVESTMENT RULE: Don't invest in a
defensive company if its debts are
PRUH WKDQ ȴYHWLPHV LWV UHFHQW DYHUDJHSURȴWV
As well as fairly high debts, the company has considerable retirement obligations as well. Currently these run to
just over £9 billion, or 6.6-times recent
DYHUDJH SURȴWV 7KH SHQVLRQ VFKHPH
DOVR KDV D GHȴFLW RI DOPRVW e ELOOLRQ
ZKLFK LV HHFWLYHO\ D GHEW WR WKH SHQsion scheme which must be repaid.
With borrowings of £6 billion and a
SHQVLRQ GHȴFLW RI e ELOOLRQ &HQWULFD
does indeed start to look uncomfortaEO\ LQGHEWHG ZLWK D GHEW UDWLR RI ȴYH
RQFH WKH SHQVLRQ GHȴFLW LV LQFOXGHG
and that's right on the limit of what I
would call an acceptable level of debt.
But it gets worse. I have another investment rule relating to pension obligations:

The verdict
Overall then I would describe Centrica
as a mature, well-known business operating in what should be a very defensive sector. Unfortunately, mature also
means low growth in this instance. Add
to that low growth the external risks
of populist regulatory changes and
WKHLQWHUQDOULVNVRIODUJHȴQDQFLDOREligations and it's easy to see why the
FRPSDQ\KDVDGLYLGHQG\LHOGRYHU
Because of these various problems, I
would not buy Centrica today. I think
WKHUH DUH RWKHU VWRFNV ZKLFK RHU D
better risk-adjusted reward, although I
PXVWDGPLWΖGRȴQGWKDW\LHOGHQticing.
Somewhat contradictorily, I actually
own shares in Centrica. I've owned
them since 2012, which means the
investment is about 50% underwater.
Some investors would say I should sell
the company if I'm not willing to buy
more shares today, but I disagree. Yes,
the investment has not gone well, at

least so far. And yes, I would not buy
shares in Centrica because of the regXODWRU\ULVNVDQGLWVODUJHȴQDQFLDOREligations. However, that doesn't mean
I have to sell. The future is a very uncertain place and nobody knows what
it will bring, especially where investments are concerned.
Perhaps there will be no nationalisation programme and perhaps the price
cap will either never happen or will be
watered down and temporary. Perhaps
Centrica can turn things around and
return to modest growth by concentrating on customer-facing activities.
If the dividend is maintained for long
enough then investors are likely to become less pessimistic. If that happens,
the dividend yield is likely to return to
a more normal 4% or 5%, which would
PHDQ D VLJQLȴFDQW LQFUHDVH LQ WRGD\ V
share price. Obviously, I'm not saying
that will happen, but it could. And since
I'm here already and Centrica is about
1% of my portfolio, I might as well wait
to see what happens.

INVESTMENT RULE: Don't invest in
a company if its combined debt and
pension obligations exceed tenWLPHVLWVUHFHQWDYHUDJHSURȴWV
With borrowings of £6 billion (excludLQJ WKH e ELOOLRQ SHQVLRQ GHȴFLW  DQG
total pension obligations of £9 billion,
Centrica's combined debt and pension
obligations of £15 billion are about
WLPHV LWV UHFHQW DYHUDJH SURȴWV RI
£1.4 billion. That takes it above and
beyond the level I'm comfortable with.
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