BY JOHN KINGHAM

dividend hunter

Does Reckitt
Benckiser's 30%
price decline make
it good value?
Does a lower share price and higher yield mean Reckitt Benckiser is good value again, or is
lw#mxvw#dq#ryhusulfhg#vhoohu#ri#glvsrvdeoh#jrrgvB#Mrkq#Nlqjkdp#lqyhvwljdwhv1
Reckitt Benckiser (LON:RB.) (which
I'll refer to as RB) is one of the world's
leading fast-moving consumer goods
(FMCG) companies. In plain English
that means it develops and sells familiar branded health and hygiene
products like Dettol, Durex, Nurofen, Vanish and Cillit Bang. In recent
years RB and similar companies like
Unilever have become very popular
with investors, largely because they
RHUHG D VHHPLQJO\ ORZ ULVN ZD\ WR
invest in shares whilst still achieving
attractive returns.
For a long time, RB lived up to that
promise, with dividends increasing
E\PRUHWKDQVLQFHWKHȴQDQFLDO
crisis and a share price which tripled
EHWZHHQ  DQG  0RUH UHcently though, things have become
less certain and RB's share price has
declined by almost a third since its
KLJK

This share price decline has driven
the company's dividend yield up to
3%, which is below average but still
much better than the sub-2% yield
5% ZDV RHULQJ D FRXSOH RI \HDUV
ago. So, does this lower share price
and higher yield mean RB is good
value again, or is it just an overpriced
seller of disposable goods?

Generating consistent
growth is not always
easy
One of the reasons why investors
love consumer goods companies
is that they have a long history of
steady growth and a plausible case
for long-term future growth. As the
world's population has become
larger and richer through the 20th
and now the 21st century, more and
PRUHSHRSOHZDQWDQGFDQDRUGWR
buy, branded consumer goods such

as dishwasher tablets (and the dishwashers they go in), headache pills
and detergent.
Companies like RB and Unilever
KDYHEHQHȴWHGIURPWKLVWDLOZLQGIRU
decades, making them a no-brainer
option for many dividend growth investors. But investing and capitalism
are not always that easy, and in recent years RB's steady growth train
KDVFRPHRWKHUDLOV
It started in 2012, a few years after
5% VDLOHG WKURXJK WKH ȴQDQFLDO FULsis as if it wasn't there. Revenues
and earnings began to go sideways
rather than upwards, and the dividend growth fell from a consistent
10% per year to low single digits and
ȴQDOO\ WR ]HUR LQ  5% V SHUIRUmance picked up again in 2016, but
that was mostly due to Brexit and
the related decline in the value of
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“I THINK RB’S MANAGEMENT
WERE GETTING DESPERATE AS THE
COMPANY’S LACK OF GROWTH IN
5348#DQG#5349#WKUHDWHQHG#WR#
XQGHUPLQH#WKH#FHRġV#SRVLWLRQ1Ĥ
the pound (RB generates most of its
revenues in other currencies but reports its results in GBP, so when the
pound went down, RB's results went
up). If we ignore currency movements
then Reckitt Benckiser had pretty much
ground to a halt.
Shortly after these disappointing results, RB's share price peaked in mid DW S JLYLQJ WKH FRPSDQ\
a dividend yield of just 1.9%. Clearly
there was a dislocation between the
growth rate expected by investors
(with a sub-2% yield I assume investors
were looking for long-term dividend
growth of at least 6% to 8% per year)
and the almost non-existent growth
the company was producing.
At this point there were two possible outcomes (or some combination
thereof): Either RB would return to
growth, or the share price would collapse when investors demanded a
KLJKHUGLYLGHQG\LHOGWRRVHWWKHODFN
of growth. What we actually got was a
little bit of both.

RB loads up on debt to
acquire growth
In the last couple of years RB's revenues, earnings and dividends have all
surged forwards once again. Was this
the result of a massive increase in the
number of people using Dettol, Durex and Nurofen? No, it was primarily
down to one very large acquisition.
As a general rule, I prefer companies
to generate most of their growth organically rather than by acquisition.
There are lots of reasons why, but
one of them is that acquisitions are
the growth mechanism of choice for
desperate companies whose core
business has stalled or started to
decline. Desperate buyers tend to
overpay, and they often buy companies whose main business has only a
ȵHHWLQJUHVHPEODQFHWRWKHLUH[LVWLQJ
core business. In the worst case, the
acquirer borrows vast sums to buy a
mediocre company operating in an
unrelated sector, and investors are
sold on the deal with promises of vast

synergies, cost savings and cross-selling opportunities.
Some of that applies to RB and some
of it doesn't. I think RB's management
were getting desperate as the company's lack of growth in 2015 and 2016
threatened to undermine the CEO's
position. Unable to generate much
organic growth, RB's management decided to go out and buy growth instead.
They did this by spending a whopping
£12.3 billion buying Mead Johnson Nutrition, maker of the Enfamil infant formula and owner of world-leading child
nutrition brands.
This acquisition was funded by debt
UDWKHU WKDQ HTXLW\ DQG DW ȴUVW JODQFH
the economics make an awful lot of
sense. If you can borrow say £100
million at 4% interest (costing you £4
million per year) to by a company genHUDWLQJSURȴWVRIePLOOLRQSHU\HDU
\RXJHWDQH[WUDePLOOLRQLQSURȴWSHU
year essentially for free.
But there's a snag, which is that corpoUDWHSURȴWVDQGFDVKȵRZVDUHYDULDEOH
ZKLOHGHEWLQWHUHVWSD\PHQWVDUHȴ[HG
If the acquired company has a bad year
RUWZRWKHQLWVSURȴWVPD\IDLOWRFRYHU
the debt interest payments. If that
goes on for too long then you could
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RB has changed
VLJQLȴFDQWO\RYHUWKHODVW
decade
One of the nice things about consumer
goods companies is that the best of
them don't really change much over
the years. That's why investors like the
companies that sell Coca Cola, Gillette
razors, Johnnie Walker whisky or Dettol. These products don't change much,
so they don't require expensive R&D to
improve them every year, and yet their
sales continue to grow as more and
more 'middle class' consumers around
the world aspire to consume these
branded products.
This slow pace of change does apply to
many of RB's core health and hygiene
Powerbrands. However, the list of
brands that make up that core, as well
as the list of brands outside that core,
KDVEHHQWKURXJKDVLJQLȴFDQWDPRXQW
of change in the last decade or so.
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“FOR A COMPANY WITH A MARKET
CAP OF AROUND £40 BILLION, ADDING
EXVLQHVVHV#ZRUWK#4918#ELOOLRQ#
AND REMOVING OTHER BUSINESSES
ZRUWK#PRUH#WKDQ#8#ELOOLRQ#LV#D#
VLJQLILFDQW#DPRXQW#RI#FKDQJH1Ĥ
be in serious trouble with the banks,
and that's never a good idea. So, while
debt-funded acquisitions should lead
WR LQFUHDVHG SURȴWV WKH\ DOVR OHDG WR
increased risk.

OLRQ SURȴWV DQG ZH JHW D SRVWDFTXLVLWLRQ H[SHFWHG QHW SURȴW ȴJXUH RI e
billion and that's exactly what the combined businesses generated in 2018.

In RB's case, it primarily funded the
acquisition of Mead Johnson with approximately £16 billion of debt. That's
ten-times RB's pre-acquisition net profits of around £1.6 billion, which is a bit
like taking out a loan for ten-times your
DQQXDO QHW LQFRPH ΖW V D ELJ ȴQDQFLDO
obligation and a big risk if your income
falters.

However, £16 billion of debt is still almost
eight-times £2.1 billion, and a debt to
SURȴWUDWLRRIHLJKWLVLQP\H[SHULHQFH
a recipe for disaster. Thankfully RB's
management seemed to agree. Soon after the completion of the Mead Johnson
DFTXLVLWLRQ5%VROGRLWVIRRGEXVLQHVV
for £3.2 billion and the proceeds were
quite sensibly used to reduce the company's enormous debt pile.

What really matters though is the raWLR RI GHEW WR SRVWDFTXLVLWLRQ SURȴWV
Mead Johnson was generating net
SURȴWVRIDERXWeELOOLRQEHIRUHWKH
acquisition, so add that to RB's £1.6 bil-

In addition, the removal of the food
business (including famous brands like
French's Mustard), continued a long
process of restructuring which has sigQLȴFDQWO\UHVKDSHG5%LQUHFHQW\HDUV

For example, RB spent around £16.5
billion acquiring the companies behind
leading brands over the last ten years.
During that time, it generated net
SURȴWVRIeELOOLRQVRWKHDPRXQW
spent on acquisitions was almost equal
WRWKHDPRXQWHDUQHGLQSURȴW
That's a problem for several reasons:
1) Large acquisitions can be disruptive
and distracting while systems, processes and cultures are integrated and
aligned; 2) They are often misjudged,
with hoped for synergies, cost savings
and expansion opportunities failing
to appear; 3) Large acquisitions make
LW GLɝFXOW IRU LQYHVWRUV WR XQGHUVWDQG
a company's performance. That's because the acquirer can end up as a
confusing collection of recently acquired businesses, rather than a single
entity with a long and coherent history.
On a more positive note, RB's recent
acquisitions seem to be closely related to its core health and hygiene
business. For example, RB purchased
Boots Healthcare International (maker
of Strepsils, Clearasil and Sweetex) for
£1.9 billion in 2006, and SSL (the company behind Durex) for £2.5 billion in
2010, and of course Mead Johnson
(maker of Enfamil infant formula) for
eELOOLRQLQ
In addition to spending over £16.5
billion in the last ten years acquir-

www.masterinvestor.co.uk | Master Investor is a registered trademark of Master Investor Limited ISSUE 50 – MAY 2019 | 61

DIVIDEND HUNTER
ing other brands, RB has been busy
RɞRDGLQJ QRQFRUH  EUDQGV SDUWO\
to fund acquisitions and partly to increase the company's focus on its
Health and Hygiene Home Powerbrands. Notable among the disposals
were RB's pharmaceutical business (reorganised as Indivior PLC and listed on

the stock exchange in 2014 at around
£2 billion) and its food business (sold
IRUeELOOLRQLQ 
For a company with a market cap of
around £40 billion, adding businesses
worth £16.5 billion and removing other
businesses worth more than £5 billion

LV D VLJQLȴFDQW DPRXQW RI FKDQJH 0\
point is that while consumer goods
businesses are supposed to be stable
and low risk in theory, in practice they
can be just as full of change and uncertainty as any other company.
And the change and uncertainty aren't
over yet. The next phase of RB's reorganisation is called RB 2.0 and it involves splitting the company into two
largely separate and independent
businesses, RB Health and RB Hygiene
Home, in order to "reignite growth".
As with the acquisitions and disposals,
splitting RB in two may be a good idea,
but it does add yet more uncertainty
and risk. Speaking of uncertainty and
risk, that leads me onto the most important point, which is:

Is RB good value today?
So far, I've been somewhat negative
about Reckitt Benckiser, partly to counter some of the relentless enthusiasm
many investors have for fast moving
consumer goods companies like RB
and Unilever.
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“AS WITH THE ACQUISITIONS AND
DISPOSALS, SPLITTING RB IN TWO MAY BE
A GOOD IDEA, BUT IT DOES ADD YET MORE
XQFHUWDLQW\#DQG#ULVN1Ĥ

<HV WKHVH FRPSDQLHV KDYH EHQHȴWHG
from a growing global 'middle class'
who want to buy their high margin and
relatively defensive products such as
headache pills and detergent. But no,
they don't have a Golden Ticket which
allows them to be perpetual growth
machines, churning out 10% growth
\HDULQ\HDURXWIURPKHUHWRLQȴQLW\
They are real companies operating in
the real world, with real competitors
who can do them serious damage and
real customers who can change their
minds about which brands they like.
Capitalism is tough, and that is precisely why RB has had to work so hard
over the last decade to reposition itself
away from just home cleaning products and towards emerging markets,
health and hygiene. And despite all
that work, its growth rate still ground
to a halt in 2015 and 2016.
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In summary then, RB is a defensive
business with a reasonable track record of success, but it's undergoing
D VLJQLȴFDQW DPRXQW RI UHVWUXFWXULQJ
to stay competitive. Over the last ten
years its revenue and dividend growth
rates have averaged close to 5% per
year, although by 2016 growth has
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virtually stopped. The company has
grown again in the last couple of years,
but mostly because it's leveraged up
its balance sheet and acquired growth.
How sustainable this new growth spurt
will turn out to be is unknown.
As for the future, I don't have a crystal
ball, but RB's own estimates for longterm annual revenue growth are in the
WREDOOSDUN6RPHSURȴWPDUJLQ
expansion is always possible, so perhaps earnings and dividends could
grow a little faster than 5% over the
medium-term. However, I'd rather err
on the side of caution and set my expected long-term dividend growth rate
for RB at 5% per year.
With an expected dividend growth
rate of 5% and a current dividend yield
of 3% (at a share price of 5850p), RB
has an expected total return (i.e. dividend yield plus dividend growth) of
8% per year.
That's not bad, but it isn't especially interesting either. The UK stock market
has historically returned something in
WKHUHJLRQRIWRRYHUWKHORQJ
term, so an expected 8% return from
RB is no better than the market average (the FTSE 100's dividend yield is
currently just north of 4%). To put it
another way, at 5,850p RB is probably trading at something close to fair
value, and as a value investor I'm only
looking to invest in companies when
WKH\DSSHDUWREHWUDGLQJVLJQLȴFDQWO\
below fair value.

My 'good value' price for
Reckitt Benckiser
I wouldn't buy RB at 5,850p because I
GRQ WȴQGWKHFRPELQDWLRQRIGLYLGHQG
yield and expected dividend growth is
attractive enough. I also don't like its

Zety
Ze
ty Akhzar / Sh
Shut
utte
ut
ters
te
rsto
rs
tock
to
ck.c
ck
.com
.c
om
£12 billion debt mountain and I would
want to see that debt pile cut to £8 billion or less before I'd invest. But let's
ignore those debts for now and focus
on price.
With an expected dividend growth rate
of 5%, I would want to see that combined with a dividend yield of around
4% at the very least. With a 4% yield the
VWRFNZRXOGRHUDQH[SHFWHGDQQXDOised return close to my 10% target, and
the shares could be set for a rebound
if RB manages to exceed that 5% dividend growth rate.
For RB to have a 4% dividend yield,
its share price would have to fall to
about 4,200p at some point in the
next year. That would be a drop of
about 28% from today's price, which
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some investors might think is impossible. I would disagree, and I'm
sure that investors who bought RB
DW S LQ  GLGQ W H[SHFW WKH
shares to fall by 30% over the following two years. But they did.

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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