BY JOHN KINGHAM

dividend hunter

Is BT's near-8%
dividend yield a good
reason to buy?
If you wanted to invest in a safe and stable company with the aim of receiving a reliable dividend today, plus good prospects for dividend growth tomorrow, an obvious choice would
be BT (LON:BT.A). From a dividend investor's point of view, what's not to like? The company has paid a dividend every year since 1985 and operates in an extremely defensive sector (people don't typically stop making phone calls just because there's a recession). Having
started life as a state-run monopoly with 100% market share, BT is still the UK's market
ohdghu#lq#Ľ{hg#olqh#yrlfh#dqg#Ľ{hg#olqh#eurdgedqg#vhuylfhv1#Dqg#qrz/#iroorzlqj#lwv#uhfhqw#
£12.5 billion acquisition of EE, BT is also the UK's market leader in mobile.
Perhaps best of all, BT shares are
now available with a near-8% dividend yield. Potentially, that's an
almost 8% cash return on your investment from day one. This combination of a defensive company and
a very high yield are compelling, so
let's have a closer look at whether
BT is likely to be a dream investment,
or a nightmare. I'll use four simple
questions:

Q1: Is BT growing faster
WKDQLQȵDWLRQ"
7KHȴUVWWKLQJΖORRNIRULQDFRPSDQ\
is growth, because the last thing
most dividend investors want is capital losses and a declining dividend.
For me, growth is something to be
measured over the long-term, so I
always look at a company's ten-year

record of growth, measured across
revenues, earnings and dividends.
7KDQNV WR WKH ZRQGHUV RI LQȵDWLRQ
companies must grow by about
2% per year for their dividends to
at least retain their real-world purchasing power. Anything less than
WKDW DQG WKH FRPSDQ\ LV HHFWLYHO\
shrinking. So how does BT measure
up to that standard? Not very well,
unfortunately.
Over my usual ten-year measurement period things look pretty good,

with BT's average growth across revenues, earnings and dividends coming in at 7.4% per year. However,
most of that growth has simply been
a recovery from the damage done
E\ WKH JOREDO ȴQDQFLDO FULVLV ΖI \RX
look beyond the last ten years, BT's
growth story falls apart.
For example, according to ShareScope, BT's 1998, 2008 and 2018
revenues were £15.6 billion, £20.7
billion and £23.7 billion, respectively. So, BT's revenues have been
increasing, but more slowly than the
QHHGHGWRNHHSXSZLWKLQȵDWLRQ
In terms of earnings per share, BT's
DGMXVWHGȴJXUHVIRUDQG
2018 are 23.8p, 23.3p and 25p, which
means that BT's earnings have basiFDOO\ EHHQ ȵDW IRU  \HDUV )LQDOO\
and perhaps most importantly, BT's

44 | ISSUE 39 – JUNE 2018 Master Investor is a registered trademark of Master Investor Limited | www.masterinvestor.co.uk

DIVIDEND HUNTER

“BT’S EARNINGS
HAVE BASICALLY
BEEN FLAT FOR
20 YEARS.”
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“OVER THE LAST DECADE, BT SPENT ALMOST £22
BILLION ON LONG-TERM FIXED CAPITAL ASSETS,
WHICH IS MORE THAN IT MADE IN PROFITS.”
dividends in 1998, 2008 and 2018 were
14.7p, 15.8p and 15.4p, so BT has also
failed to grow its dividend for the past
20 years.
7KLVLVQRWH[DFWO\DFRQȴGHQFHLQVSLUing start. However, BT has managed to
"grow" by more than 7% per year over
the last decade (even if that growth
was more of a recovery from a fall than
a rise to new heights), so I might be
willing to overlook its weak growth record if its other key factors are suitably
impressive.

4ΖV%7VXɝFLHQWO\
SURȴWDEOH"
After growth, the next thing I look at is
SURȴWDELOLW\ 0\ SUHIHUUHG PHDVXUH LV
returns on capital employed (ROCE),
which basically measures the amount
RI SURȴW JHQHUDWHG IURP D FRPSDQ\ V
ORQJWHUP ȴ[HG FDSLWDO HJ IDFWRULHV
machinery) and short-term working
capital (e.g. inventory or cash in the
bank). A simplistic example (and ignoring working capital) would be a £1
million widget factory generating profits of £200k per year. That would be a
return on capital employed of 20%. A
£1 million dongle factory generating
SURȴWVRIeNSHU\HDUZRXOGEHSURducing a return on capital employed
of 5%. All else being equal, a 20% return from a factory is better than a 5%
return.
3URȴWDELOLW\ LV LPSRUWDQW IRU D FRXSOH
of reasons. First, it makes expansion
and growth easier because the money
for the next factory, for example, can
be saved up more quickly when ROCE
is higher. Second, return on capital
employed is a reasonable indicator
of competitive strength. If a company
has no competitive advantages then
it will be forced to sell its products
cheaply, or it won't sell them at all. If
a company has a high ROCE then it is
probably selling its products at a premium price, and there must be some
reason why customers are willing
to pay top-dollar for that company's

chrisdorneyy / Sh
Shut
utte
ut
ters
te
rsto
rs
tock
to
ck.c
ck
.com
.c
om
products. If ROCE is consistently high
then the company may have a durable
advantage over competitors, and that
could help the company to sustain a
decent growth rate for many years
into the future.
On average, dividend-paying companies earn a return on capital employed
of about 10%, and I won't invest in any
company where ROCE is consistently
EHORZ  6R ZKHUH GRHV %7 ȴW LQWR
WKLVSURȴWDELOLW\VSHFWUXP"
7KH DQVZHU LV WKDW %7 V SURȴWDELOLW\
is decidedly average, which isn't necessarily a disaster. Compared to an
average ROCE of 10% from UK dividend-payers, BT's ten-year average
ROCE is 9.2%, which is below average,
but only just.

This isn't a complete surprise because
BT is a relatively capital-intensive business. In other words, it must build a lot
of physical telecommunications infrastructure before it can earn a penny of
UHYHQXHRUSURȴW)RUH[DPSOHRYHUWKH
last decade, BT spent almost £22 billion
RQORQJWHUPȴ[HGFDSLWDODVVHWVZKLFK
LVPRUHWKDQLWPDGHLQSURȴWV
%XW DV Ζ VDLG VOLJKWO\ ORZ SURȴWDELOLW\
isn't a disaster; it just isn't particularly
impressive either, especially for a company with a dominant market position
and a universally well-known brand.
Even with relatively low long-term
JURZWKDQGORZOHYHOVRISURȴWDELOLW\Ζ
might still invest in BT if it can answer
my next two questions in a suitably impressive manner.
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“AS FAR AS I’M
CONCERNED, BT
IS DANGEROUSLY
OVERLEVERAGED.”
%7 VGHEWWRSURȴWUDWLRLV(YHQIRU
a company as defensive as BT, I think
that's an imprudent amount of debt.
However, thanks to BT's enormous
pension fund, the picture is much
worse than that.
In recent years, investors have grown
used to hearing about pension funds
and how a seemingly healthy company was brought down by a massive
SHQVLRQ IXQG GHȴFLW &DULOOLRQ EHLQJ
a recent poster-child for this trend).
7KH SUREOHP LV WKDW D SHQVLRQ GHȴFLW
is much like any other form of debt in
that the company has a legal obligation
to repay it. That's why I treat any penVLRQGHȴFLWDVDIRUPRIGHEWDQGDGGLW
to the company's borrowings to calcuODWHDGHEWSOXVGHȴFLWUDWLRWRSURȴWV
ΖQ %7 V FDVH LW KDV D SHQVLRQ GHȴFLW
of £11.3 billion. If you classify that as
debt, then BT has total debts of some
£25.6 billion. That sounds like a lot, and
it is. It is in fact more than ten-times
WKH FRPSDQ\ V UHFHQW DYHUDJH SURȴWV
RU PRUH WKDQ GRXEOH P\ ȴYHWLPHV
SURȴWVGHEWUXOH
In other words, as far as I'm concerned, BT is dangerously overleveraged, regardless of how defensive it
may or may not be (and looking at its
low-growth history and dividend cuts
in 2001 and 2009, I don't think it's as
defensive as many people think).

Q3: Is BT's balance
sheet strong enough to
withstand an unexpected
disaster?
(YHQ D IDVW JURZLQJ KLJKO\ SURȴWDEOH
FRPSDQ\ FDQ ȴQG LWVHOI EDQNUXSW LI
its debts are too high. That's because
interest payments and the obligation
WR UHSD\ WKH GHEW DUH UHODWLYHO\ ȴ[HG
ZKLOH WKH SURȴWV XVHG WR SD\ EDFN
WKRVH GHEWV DUH PRVW GHȴQLWHO\ QRW
ȴ[HG$QGWKDW VWUXHHYHQIRUDGHIHQsive company like BT. A year or two of
ZHDNSURȴWVIRUDQRYHUOHYHUDJHGFRPpany can leave it in administration or

liquidation, so one thing I always try to
avoid is companies with an excessive
amount of debt.
As a general rule, I'll only invest in a
defensive sector company like BT if
LWVERUURZLQJVDUHOHVVWKDQȴYHWLPHV
LWV ȴYH\HDU DYHUDJH SURȴW 2YHU WKH
years I've found that to be a reasonable maximum, beyond which the odds
of debt-related problems increase dramatically.
Today, BT's debt ratio is slightly above
that limit. With borrowings of £14.3 bilOLRQDQGDYHUDJHSURȴWVRIeELOOLRQ

Q4: Is BT's share price
attractive, given its
JURZWKSURȴWDELOLW\DQG
balance sheet strength?
/RRNLQJDWJURZWKSURȴWDELOLW\DQGOHYerage is a quick way to separate good
companies from bad and ugly companies. However, the price you pay to buy
a share of a company is just as important as the quality of that company. If
you pay too much then your investment could produce weak or negative
returns, even if the underlying company produces consistent and highly
SURȴWDEOHGLYLGHQGJURZWK
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This is exactly what happened to investors who bought shares in Coca-Cola in 1998 when the dividend
yield was less than 1%. Over the past
20 years, Coca-Cola has increased its
GLYLGHQG DOPRVW ȴYHIROG ZKLFK LV D
very solid performance. However, the
share price has remained stuck at or
below its 1998 level for most of the
past 20 years, so those investors have
seen zero capital gains, despite the underlying company's continued growth.
The moral of the story is that you can
turn a great company into a bad investment by paying too much in the
ȴUVWSODFH
There are various ways to think about
what is and isn't an attractive valuation, with most investors using the PE
ratio and dividend yield. I like dividend
yield, but I use PE10 (price to ten-year
average earnings) instead of the standard PE ratio because the standard PE
UDWLR FDQ EH WKURZQ R ZKHQ D FRPpany's latest earnings are abnormally
high or low.
So how does BT compare to the average for UK dividend-paying stocks by
those measures? Somewhat obviously,
BT's dividend yield is far above average. With a yield of almost 8%, it's well
LQWRPRVWGLYLGHQGLQYHVWRUV UHGȵDJ
territory, where the yield is so high it
seems unlikely it will ever actually be
paid (in other words, a dividend cut is
probably imminent).
3HUVRQDOO\ΖIDOOLQWRWKLVUHGȵDJFDPS
BT's debt and pension obligations must
be keeping the CEO awake at night.
And if they're not, they should be. To
me, it seems like madness for a company to be paying cash out to investors
while at the same time it has debts and
DSHQVLRQGHȴFLWZKLFKDUHKXJHPXOWLples of its earnings. The newly agreed
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“BT’S DEBT AND PENSION OBLIGATIONS
MUST BE KEEPING THE CEO AWAKE AT
NIGHT. AND IF THEY’RE NOT, THEY
SHOULD BE.”
SHQVLRQ GHȴFLW UHGXFWLRQ SODQ KDV %7
obliged to pay almost £1 billion into
the pension scheme each year until
2030. And this from a company whose
DQQXDOSRVWWD[SURȴWVKDYHQHYHUFRQsistently been above £2 billion.
For me then, BT is not a serious investment candidate. I'm not a turnaround investor and I don't like to invest in high risk situations if I can help
it. And to me, BT looks like a high-risk
turnaround, with its recent strategy
update announcing management's
commitment to "transforming BT's operating model" via a "three-year reduction of c.13,000 mainly back office and
middle management roles", plus "[c]ost
reductions to help offset near term cost
and revenue pressures" while "[h]iring
c.6,000 new employees to support network deployment and customer service".

The strategy update also says that "BT
is uniquely positioned to be a leader",
but this has been true for decades
and it hasn't led to any sort of decent
performance, so I have zero faith in BT
suddenly turning into a high growth
tech giant (or even just maintaining its
dividend).
If a potentially distracting transformation project on top of BT's massive debt
and pension obligations isn't enough
WR SXW \RX R WKHQ \RX PLJKW DOVR
want to know that BT's PE10 ratio is 8.2.
That's well-below the UK dividend-payers' average of 24, which is partly why
BT is the 21st highest-ranked stock on
my stock screen. So if you can handle
the potential risks, then I would say
that BT is attractively valued, but I certainly won't be investing in this particular high yielder.

About John
John Kingham is the managing editor of UK Value Investor, the investment newsletter
for defensive value investors which he began publishing in 2011. With a professional
background in insurance software analysis, John's approach to high yield, low risk
investing is based on the Benjamin Graham tradition of being systematic and factbased, rather than speculative.
John is also the author of The Defensive Value Investor: A Complete Step-By-Step Guide to
Building a High Yield, Low Risk Share Portfolio.
His website can be found at: www.ukvalueinvestor.com.
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