BY JOHN KINGHAM

dividend hunter

Is Ted Baker the
perfect dividend
growth stock?
Whg#Ednhu#+ORQ=WHG,#lv#dq#lqwhuhvwlqj#frpsdq|1#Lw#vwduwhg#olih#lq#4<;;#dv#d#vlqjoh#vwruh#lq#
Glasgow, selling its own brand of men's shirts. 30 years later it's listed in the FTSE 250, has
several hundred stores and concessions and generates revenues of more than £500 million
dqg#qhw#surĽwv#ri#pruh#wkdq#83#ploolrq1#Wkdw#kdss|#olwwoh#vxffhvv#vwru|#lv#vrphzkdw#lqteresting, but as an investor what's more interesting is the company's near-perfect growth
record.
7HG %DNHU OLVWHG RQ WKH VWRFN H[change in 1997, and from then onwards its revenues and dividends
ZKLFKLWVWDUWHGSD\LQJLQ KDYH
increased every single year. And if it
wasn't for a minor one-year decline
DIWHU WKH ȴQDQFLDO FULVLV LWV SURȴW
growth would be just as impressive.
$V D FDXWLRXV LQYHVWRU Ζ ȴQG WKDW
very interesting, along with its double-digit growth rate over the last
GHFDGHDQGQHDUGLYLGHQG\LHOG

Both defensive and
diverse
Ted Baker's super-consistent growth
and near-obliviousness to the Global
Financial Crisis suggest it's a defensive company, as does its listing in

“TED BAKER
LISTED ON THE
STOCK EXCHANGE
LQ#4<<:/#DQG#IURP#
THEN ONWARDS
LWV#UHYHQXHV#
AND DIVIDENDS
(WHICH IT
STARTED PAYING
LQ#4<<<,#KDYH#
INCREASED EVERY
SINGLE YEAR.”

the defensive Personal Goods sector. However, there's a small question mark over its defensiveness, as
LW KDV VLJQLȴFDQW UHWDLO RSHUDWLRQV
and retail is mostly a cyclical busiQHVV)RUH[DPSOHNext (LON:NXT)
(the high street fashion retailer and
RQH RI P\ FXUUHQW KROGLQJV  ORRNV
very similar to Ted Baker as far as I
FDQVHHDQG\HW1H[WLVOLVWHGLQWKH
cyclical General Retailer sector.
Despite this ambiguity, I'm willing to
accept that Ted Baker may be more
defensive than the average retailer,
especially given its atomic clock-like
consistency.
As well as being relatively defensive, Ted Baker is relatively diverse
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“ONLY SIX COMPANIES ON MY STOCK SCREEN HAVE
D#433(#WUDFN#UHFRUG#RI#UHYHQXH/#HDUQLQJV#DQG#
DIVIDEND GROWTH, AND TED BAKER IS ONE OF THEM.”
ZLWKLQ LWV QLFKH RI DRUGDEOH OX[XU\
IDVKLRQ )RU H[DPSOH LW LV SULPDULO\ D
UK business, but almost half its revenues come from overseas. Its biggest
business is selling clothing through retail stores and concessions, but retail
JHQHUDWHV OHVV SURȴW WKDQ LWV ZKROHsale and license businesses combined
(where wholesale allows other companies to sell Ted Baker products and
licences allow other companies to use
the Ted Baker brand on stores or prodXFWVRIWKHLURZQ 7HG%DNHULVNQRZQ
for men's shirts, but shirts are now just
a small part of its product range and
it sells more womenswear than menswear.
There are pros and cons to diversity in
EXVLQHVV DQG LQ P\ H[SHULHQFH FRPpanies that diversify into unrelated areas usually hit the rocks at some point.
For Ted Baker, its diversity seems to be
in the Goldilocks Zone; not too much
and not too little.

Sustained, rapid growth
Over the last ten years, Ted Baker's
revenues, earnings and dividends all
grew by an average of about 19% per
year. That's impressive, but a couple
RI \HDUV RI H[FHSWLRQDO JURZWK KDYH
VNHZHG WKDW ȴJXUH XSZDUGV /RRNLQJ
at median rather than mean growth,
WKHJURZWKUDWHIDOOVFORVHUWREXW
that's still very impressive.
Where did all that growth come from?
Everywhere, mostly. By that I mean
the company's overall retail, wholesale
and licence revenues have each gone
up by around 400% to 500% over the
last decade. However, growth in the
overseas and online businesses was
higher, with US & Canada revenues going from £9 million to £120 million and
online going from almost nothing (or at
least not worthy of separate mention
LQ WKH DQQXDO UHVXOWV  WR e PLOOLRQ
today.
Why has the company been able to grow
so quickly? Sadly, I have no idea. I am
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no fashion guru and my wife will attest
to that. All I can say is that the combination of Ted Baker's quality, price and
style in both its products and stores,
along with the intangible qualities of
its brand, are something that its target
DXGLHQFH ZKLFK GRHVQ W LQFOXGH PH 
seem very happy to open their wallets
for.
Of course, there are no guarantees
that this sort of growth will continue,
but even far more modest growth
could justify the current share price
DQGΖ OOKDYHPRUHWRVD\RQWKDWODWHU 

Insanely consistent growth
There are just over 200 companies on
my stock screen and all of them have a
ten-year unbroken record of dividend
SD\PHQWV +RZHYHU RQO\ VL[ FRPSDnies on my stock screen have a 100%
track record of revenue, earnings and
dividend growth, and Ted Baker is one
of them.
Ζ NQRZ IURP H[SHULHQFH WKDW WKLV VRUW
of super-reliable growth can in fact be
merely the boom phase of a larger cycle, with an inevitable bust phase just
around the corner. That doesn't seem
to be the case with Ted Baker, partly
because of the length of its "boom"
and partly because it doesn't operate
in a highly cyclical sector (at least relaWLYHWRPLQLQJRURLO JDVFRPSDQLHV 

You only have to look back at Ted Baker's results prior to the last ten years
to see that its consistent growth record
H[WHQGV SUHWW\ PXFK DOO WKH ZD\ EDFN
to 1997 when it joined the stock market. Such a long and virtually unbroken
UHFRUGRIJURZWKUHDOO\LVH[FHSWLRQDO

Extremely high
SURȴWDELOLW\
As with its Growth Quality (my term for
FRQVLVWHQF\  7HG %DNHU V SURȴWDELOLW\
LV DOVR KLJK Ζ PHDVXUH SURȴWDELOLW\ DV
the median ten-year return on capital
employed (where capital employed
LV ȴ[HG FDSLWDO SOXV ZRUNLQJ FDSLWDO 
and once again Ted Baker is in an elite
group.
This time the elite group is retailers
with average returns on capital of more
WKDQ$JDLQWKHUHDUHVL[RIWKHP
LQFOXGLQJ 7HG %DNHU V ULYDOV 1H[W DQG
Burberry (LON:BRBY) (both of which
ΖDOUHDG\RZQ $WWKHERWWRPHQGVLWV
Marks & Spencer (LON:MKS) with its
DYHUDJHSURȴWDELOLW\ΖNQRZZKLFK
end of the scale I'd rather invest in.
Why is high profitability important?
There are two main reasons: It makes
growth easier during booms and it proWHFWVSURȴWVGXULQJEXVWV
On the growth side, it's much easier to
build a new £100 million factory when

\RX UH FRQȴGHQW WKDW IDFWRU\ ZLOO JHQHUDWHSURȴWVRIePLOOLRQ(YHQLI\RX
had to borrow every penny of the £100
PLOOLRQ \RX FRXOG SD\ LW R LQ DERXW
ȴYH\HDUVZLWKWKHIDFWRU\ VSURȴWVDQG
then you'd own it outright, along with
LWVePLOOLRQSURȴWV%XWLI\RXEXLOGD
£100 million factory that will only proGXFHePLOOLRQLQSURȴWWKHQLW VOLNHO\
WRWDNHDWOHDVW\HDUVWRSD\RWKH
debt (and that's not including debt interest, which would make building this
ORZUHWXUQIDFWRU\DQHYHQZRUVHLGHD 
2Q WKH SURȴW SURWHFWLRQ VLGH LW GHSHQGV RQ WKH PL[ RI ȴ[HG DQG YDULDEOH FRVWV EXW KLJKHU SURȴWDELOLW\
usually means a company can absorb
input price rises (e.g. rising raw mateULDO FRVWV  DQG RXWSXW SULFH IDOOV HJ
ORZHU VKLUW SULFHV GXULQJ D UHFHVVLRQ 
more easily. You can think of fat profitability literally as fat, where a calorie
GHȴFLW LH ORZHU UHYHQXHV DQG KLJKHU
H[SHQVHV  UHGXFHV \RXU IDW SHUFHQWDJH EXW GRHVQ W QHJDWLYHO\ DHFW \RXU
KHDOWK DVVXPLQJ WKH FDORULH GHȴFLW
GRHVQ WJRRQIRUWRRORQJ 
It's possible to stretch the fat analogy
further by saying that skinny people
FRPSDQLHV ZLWK VNLQQ\ SURȴWDELOLW\ 
DUH OLNHO\ WR GLH ȴUVW ZKHQ WKHUH V D
IDPLQH UHFHVVLRQ $QGRQFHWKHVNLQnies are dead, the fat people (comSDQLHV ZLWK IDW SURȴWDELOLW\  FDQ HDW
the food that would have gone to the
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VNLQQ\SHRSOH LHJDLQPDUNHWVKDUH 
or perhaps even eat the skinny people
(acquire assets – human or otherwise
– from skinny dead competitors at
NQRFNGRZQSULFHV 
That's a slightly odd and mildly unpleasant analogy, but hopefully it shows
WKDWIDWSURȴWPDUJLQVDQGIDWUHWXUQV
on capital employed are something to
look out for as an investor, and something to aim at for most companies.

Absolutely acquisition-free
One way to drive growth is to borrow
money from the bank and use it to buy
other companies. This is a very easy
way to boost revenues, and if the acTXLUHGFRPSDQ\JHQHUDWHVPRUHSURȴW
than the loan costs in interest then
SURȴWVDQGSHUKDSVHYHQGLYLGHQGVZLOO
go up too.
This sort of strategy can drive double-digit growth for years, if management are willing to consistently spend

more on acquisitions than they make
LQSURȴWV+RZHYHUWKLVLVRIWHQDEDG
strategy. The acquired companies add
FRPSOH[LW\ DQG WDNH PDQDJHPHQW V
focus away from the company's (often
VWUXJJOLQJ  FRUH EXVLQHVV $QG ZKHQ
WKHQH[WGRZQWXUQDUULYHV ZKLFKLWDOZD\VGRHVHYHQWXDOO\ WKHZKROHWKLQJ
can collapse like a house of cards in a
hurricane.
This highlights another attractive feature of Ted Baker, which is that it hasn't
loaded up on acquisitions. In fact, as
far as I can see, every ounce of its double-digit growth over the last decade
has been generated by the company's
core retail, wholesale and license busiQHVVHV ZKLFK LV H[DFWO\ ZKDW Ζ OLNH WR
VHH7KLVPHDQVQRH[SHQVLYHLQWHJUDtion projects; no disgruntled employees to strip out; no imaginary synerJLHVWRȴQGDQGQRSLOHVRIDFTXLVLWLRQ
URFNHWIXHO GHEW WRSD\EDFNΖQVWHDG
Ted Baker prefers to focus on improvLQJLWVFRUHEXVLQHVVDQGWKHQH[SDQGing that business across the globe.

1RGHȴQHGEHQHȴW
pension and comfortable
debt position
$QGVSHDNLQJRIWKHH[WUHPHO\SRZHUful and potentially dangerous rocket
fuel known as debt, Ted Baker seems
to have that under control as well. Yes,
it does have debt on its balance sheet;
enough so that I wouldn't describe it as
DORZGHEWFRPSDQ\%XWZLWKȴYH\HDU
DYHUDJHQHWSURȴWVRIePLOOLRQDQG
WRWDO ERUURZLQJV RI e PLOOLRQ LWV
borrowings-to-average-earnings ratio
of around three is comfortably below
the UK average of four.
Just as importantly, the company is
relatively young and like most younger
FRPSDQLHV LW KDV QR GHȴQHG EHQHȴW
pension scheme. This is good because
it removes the risk of the pension tail
wagging the corporate dog, which is
something you'll often see with older
companies that have enormous pension liabilities.

An excellent company, but
what could go wrong?

ģHYHU\#RXQFH#RI#LWV#GRXEOH0GLJLW#
GROWTH OVER THE LAST DECADE HAS
BEEN GENERATED BY THE COMPANY’S
CORE RETAIL, WHOLESALE AND
OLFHQVH#EXVLQHVVHV1Ĥ

([FHOOHQW LV D VXEMHFWLYH WHUP EXW LI LW
means above average growth, above
average consistency, above average
SURȴWDELOLW\ EHORZ DYHUDJH DFTXLVLtions and below average levels of debt
DQG SHQVLRQ REOLJDWLRQV DQG FDSH[
too, although I didn't mention that
DERYH WKHQ7HG%DNHULVDQH[FHOOHQW
company.
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But there's a yawning chasm between
H[FHOOHQW DQG SHUIHFW DQG WKHUH LV QR
guarantee that Ted Baker's future will
be as impressive as its past. So, what
could possibly go wrong?
A million things, of course. But the single biggest risk in my opinion is that
Ted Baker somehow repeats the disaster that was the Burberry "chav cap";
the plaid baseball cap so beloved of a
segment of society that the majority of
Burberry's customers would rather not
be associated with.
This is the double-edged sword of
brand-based companies. Yes, Ted
Baker can charge lofty prices for their
shirts because for some people wearing the Ted Baker brand is worth it (and
Ζ PVXUHWKHVKLUWVDUHQLFHWRR %XWDOO
it takes is one badly thought-through
licence deal, and the Ted Baker name
could be used to sell toilet paper. And
even though that toilet paper deal
PD\ EH SURȴWDEOH LQ DQG RI LWVHOI WKH
remaining 99% of the company's profLWVFRXOGEHȵXVKHGGRZQWKHSDQEHcause of the negative association.

ģGHVSLWH#WKLV#JORULRXV#WUDFN#
RECORD, TED BAKER’S SHARES
ARE DOWN BY MORE THAN 30%
OVER THE LAST THREE YEARS.”
the company's results they're still goLQJLQWKHULJKWGLUHFWLRQ LHXSZDUGV 
To me this decline looks more like
a change of market sentiment from
over-optimistic to less-optimistic. For
H[DPSOHEDFNLQZKHQWKHVKDUHV
UHDFKHGSWKHGLYLGHQGZDVMXVW
40p, giving Ted Baker a dividend yield
of 1.2%. With that sort of yield you
need the dividend to grow by almost
9% per year if you're going to get double-digit returns. That's a big ask, especially if you want double-digit gains for
a decade or more.

Is Ted Baker a bargain or a
value trap?

With perhaps less optimism in the
price, the dividend yield today is a far
more reasonable 2.6%, thanks to a
KLJKHUSGLYLGHQGDQGDORZHUS
share price. That yield requires dividend growth of "only" 7.4% per year to
produce double digit gains (assuming
the share price increases in line with
WKH GLYLGHQG  ZKLFK LV VWLOO RSWLPLVWLF
but perhaps more realistic given Ted
Baker's historic growth rate.

Despite this glorious track record, Ted
Baker's shares are down by more than
 RYHU WKH ODVW WKUHH \HDUV 7KDW
LVQ W H[DFWO\ ZKDW Ζ G FDOO D GUHDP LQvestment. To be honest, I don't see any
VSHFLȴF UHDVRQ ZK\ WKH VKDUHV KDYH
fallen so far. Yes, the current retail environment is tough, but if you look at

So, today's share price doesn't look
completely insane, based on the divLGHQG \LHOG EXW WKHUH V D VPDOO ȵ\ LQ
WKHRLQWPHQW7KHVPDOOȵ\LVWKDW7HG
Baker's longer-term valuation ratios
(PE10 and PD10, the price to ten-year
DYHUDJH HDUQLQJV DQG GLYLGHQG UDWLRV 
are a bit too high. This is largely down

Of course, I have no idea whether anything like that will happen, but at least
the Burberry disaster is recent enough
VRWKDWLWVWLOOSURYLGHVDQH[FHOOHQWH[ample to all fashion retailers of what
not to do.

to the company's rapid growth, where
earnings and dividends a decade ago
were tiny relative to today's. Even so,
the ratios are high enough to make me
uncomfortable.
As a rule of thumb, I don't like to invest
in companies where PE10 and PD10 are
DERYHDQGUHVSHFWLYHO\DVSULFHV
EH\RQGWKDWOHYHOFDQRQO\EHMXVWLȴHG
E\ LPSUHVVLYH DQG GLɝFXOW WR REWDLQ 
growth long into the future. In this
case, Ted Baker's PE10 and PD10 ratios
DUHDQGUHVSHFWLYHO\$GPLWWHGO\
these are only just over the limit, but
they're over the limit nonetheless. Having said that, and to muddy the waters
somewhat, those rules are only rules
of thumb and I'm happy to override
them if I think the company is worth
it. And in this case, I think it might be,
JLYHQ DPRQJRWKHUWKLQJV 7HG%DNHU V
super-consistent double-digit growth
and entirely reasonable 2.6% dividend
yield.
Taking all of that into account, my
conclusion is this: I like Ted Baker, it
DSSHDUV WR EH DQ H[FHOOHQW FRPSDQ\
and at its current share price I think
it's likely to produce above average
UHWXUQVRYHUWKHQH[WȴYHRUWHQ\HDUV
(although of course there are no guarDQWHHV $QGZKHQΖPDNHP\QH[WSXUchase in August, I think there's better
than even chance it'll be Ted Baker.

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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