BY JOHN KINGHAM

dividend hunter

Is Sainsbury's
worth its heavily
discounted price?
With Sainsbury's shares trading at their lowest in 25 years, and with a 5.2% dividend yield
rq#rļhu/#Mrkq#Nlqjkdp#lqyhvwljdwhv#zkhwkhu#wkh|#duh#zruwk|#ri#lqyhvwruv*#dwwhqwlrq1#
Poor old Sainsbury's. Its share price
is currently lower than at any time
over the last 25 years and as I type,
it appears to be in freefall. But how
can this be? Surely Sainsbury's is a
defensive dividend payer with a long
record of unbroken dividend payments and a core supermarket business which is about as dependable
as they come?
Well, perhaps not. The big UK supermarkets have had problems
HYHU VLQFH WKH ȴQDQFLDO FULVLV PDGH
consumers far more cost conscious
than they were before. The market
HHFWLYHO\ IHOO LQWR WKH ODSV RI $OGL
and Lidl, and Sainsbury's has been
playing catch up ever since.

To build greater economies of scale
it proposed a merger with ASDA in
2018, but that was recently blocked
by the Competition and Markets Authority. Sainsbury's shares are now
about 40% below where they were
last summer. As a dividend-focused
value investor, that sort of decline
sparks my interest, so I thought I'd
take a closer look at whether SainsEXU\ VLVȴQDOO\JRRGYDOXHRUQRW

Has Sainsbury's grown its
dividend consistently?
At 210p per share, Sainsbury's 5.2%
dividend yield is attractive, but if
that dividend goes down rather
than up, then shareholders will be

disappointed rather than pleased.
What we want to see, of course, is
a dividend which goes up over time,
enough to grow the income ahead
RILQȵDWLRQDQGWRJLYHXVDVDWLVIDFtory total return (10% per year from
income and growth is my ballpark
target).
Sainsbury's has a long history of dividend payments, but has it consistently grown that dividend in recent
years?
The answer is no. Sainsbury's has
cut its dividend on several occasions
and the 2019 full-year dividend of
11p is below where it was in 1993.
This lack of performance stands in

“SAINSBURY’S HAS CUT ITS DIVIDEND ON SEVERAL
OCCASIONS AND THE 2019 FULL-YEAR DIVIDEND OF
11P IS BELOW WHERE IT WAS IN 1993.”
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gressively for a few years only to be cut
UHSHDWHGO\XQWLOȴQDOO\VHWWOLQJDWDORZ
of 10.2p in 2017.
This most recent dividend cut was
largely caused by the aggressive discount prices of Aldi and Lidl, but the
true cause has long remained the
same: Sainsbury's is a major player in a
mature market, so growing by expanding the market or expanding market
share is virtually impossible unless you
RHUVRPHWKLQJUDGLFDOO\GLHUHQW OLNH
the incredibly low prices of Aldi and
Lidl), and Sainsbury's does not.
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So that's the up and down story of
Sainsbury's dividend. Of course, there's
much more to a company than just its
dividend, so let's have a look at the
company's recent results in a broader
context.

Has Sainsbury's grown
anything consistently?
Let's start with two major sources of
funds which the company can try to
H[WUDFW D SURȴW IURP UHYHQXHV DQG
capital.
Starting with revenues, these are paid
into the company by customers and
SURȴWVDUHZKDW VOHIWRYHUDIWHUDOOH[penses are paid – so if revenues don't
JURZ RYHU WKH ORQJ WHUP SURȴWV FDQ W
grow over the long term either.

stark contrast to the company's record
of 23% annualised growth over the 20
years to 1992.
Back then, Sainsbury's and Tesco had
little serious competition as they plastered towns and cities up and down
the UK with huge supermarkets, the
likes of which had never been seen before. It was the golden age of the supermarket giants.
Unfortunately for them, things are very
GLHUHQWQRZ(YHU\FLW\DQGWRZQKDV
about as many supermarkets as it can
SURȴWDEO\ VXSSRUW DQG LW VHHPV WKDW
every supermarket niche (from big to
small and cheap to expensive) has alUHDG\EHHQȴOOHGWRRYHUȵRZLQJΖQWKLV
sort of mature market, above average

growth is hard to come by unless you
FDQRHUVRPHWKLQJUDGLFDOO\GLHUHQW
This market maturity began to show
up in the company's results around
the turn of the millennium. After 1999
the dividend stalled at 14.3p for a few
years while management invested
heavily in new distribution centres and
other infrastructure. After that the dividend started to creep up again, but in
hindsight that was a mistake. In 2005
the dividend was cut from 15.7p to
7.8p and the annual report of that year
asked: "what will it take to make Sainsbury's great again?"
We may still be waiting for an answer
to that question. After the 2005 dividend cut, the dividend was raised pro-

In 2010, Sainsbury's revenues were
just shy of £20 billion, or 1,066p per
share. In 2019 revenues per share
were 1,175p, so they'd grown, but not
by much. In fact, the growth rate of revenues per share for the last ten years
is less than 1% per year, so Sainsbury's
isn't growing its revenues fast enough
WRNHHSXSZLWKLQȵDWLRQ
Let's turn to capital. These are funds
raised from shareholders and debtholders which are typically used to
buy assets such as stores, distribution
FHQWUHV DQG WKH HTXLSPHQW WKDW ȴOOV
them. The combination of shareholder
and debtholder capital is known as
capital employed.
In 2010, shareholder capital (i.e. shareholder equity) stood at £5 billion and
the company had total borrowings of
£2.4 billion. So capital employed was
£7.4 billion, or 395p per share. In 2019,
Sainsbury's capital employed per share
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had grown to 411p, an increase of just
4% over ten years.
So it seems that even if we look beyond
dividends and measure growth across
revenues and capital employed, which
are the sources of cash from which
SURȴWVXOWLPDWHO\ȵRZ6DLQVEXU\ VKDV
basically not grown at all in ten years.
This doesn't necessarily mean it's a
bad company, but it does suggest (as
I've already said) that it's operating in a
highly competitive and mature market.

Does Sainsbury's have any
competitive advantages?
Capitalism is all about competition. If
a company operates in a competitive
market but doesn't have any competitive advantages, other companies will
FRPHDORQJDQGWDNHLWVSURȴWV
For truly uncompetitive businesses
the result is bankruptcy, administration or some other form of total failure. For middlingly competitive comSDQLHVWKHUHVXOWLVSURȴWVZKLFKDUH
at the very least, driven down to the
point where returns on shareholder
equity are no better than the average returns of the market. In the UK,
that means something in the region of
seven to ten percent.
Sainsbury's ten-year average return
on equity is 7%, so by that measure it
appears to be about as competitive as
the average UK company. That's not
bad, but it's not great either. However,
a company's return on equity can be
boosted by taking on lots of debt. The
borrowed funds can be used to invest
in stores, distribution centres and so
on. As long as those assets generate
returns greater than the interest on
the debt, the remainder goes back to
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shareholders in the form of boosted
returns on equity.
But taking on lots of debt to boost returns on shareholder equity is a very
risky strategy. That's why I prefer to
look at net returns on capital employed, because it takes all borrowings
into account.
If we take Sainsbury's average borrowings of £2.4 billion into account, its
net return on total capital employed
(rather than just equity) falls to a very
meagre 5.2%. This suggests that Sainsbury's has no meaningful competitive
advantages, and it therefore has to
battle with other supermarkets primarily on price and location. As a genHUDO UXOH FRPSHWLQJ RQ D SULFHȴUVW
basis is usually a very bad idea, unless
your whole business is designed from
the ground up with that in mind (which
Sainsbury's isn't).
As well as weak returns on capital employed, Sainsbury's also has low reWXUQV RQ VDOHV ΖWV QHW SURȴW PDUJLQV
over the last ten years have averaged
an incredibly weak 1.9%, which really
is exceptionally low. This combinaWLRQ RI WKLQ SURȴW PDUJLQV DQG ZHDN
returns on capital are both signs of a
company that is in a very weak competitive position.

“SAINSBURY’S HAS
BASICALLY NOT
GROWN AT ALL IN
TEN YEARS.”
One common consequence of weak returns on capital is that the company in
question has to borrow lots of money
to fund any necessary capital investments, such as upgrading stores, distribution centres, etc. This is because
SURȴWVDUHWRRORZWRFRYHUWKHVHQHFessary expenses, and so debt is the
only remaining source of funds.

Are Sainsbury's debts too
high?
Today, Sainsbury's has total borrowings of £1.7 billion. It generated net
SURȴWV RYHU WKH ODVW WHQ \HDUV DYHUDJing £440 million, so the ratio of debt
WRWHQ\HDUDYHUDJHSURȴWVLVFXUUHQWO\
3.8. This is quite high in my experience,
although not excessively high for a defensive sector company such as a supermarket.
Debts are also heading in the right
direction – i.e. down. Last year Sains-
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Is Sainsbury's pension
liability dangerously large?
6DLQVEXU\ VKDVDWRWDOGHȴQHGEHQHȴW
pension liability of just over £10 billion, which is over 20-times the company's £440 million average net profits. That's a lot and it's way above my
preferred pension ceiling of ten-times
DYHUDJHSURȴWV
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“IT’S NO WONDER THAT SAINSBURY’S
MANAGEMENT ARE SO KEEN TO
AGGRESSIVELY REDUCE ITS DEBTS OVER
THE NEXT FEW YEARS.”

Thankfully, the company's pension
scheme only has a relatively small £260
PLOOLRQGHȴFLW+RZHYHUMXVWD\HDUDJR
WKH GHȴFLW ZDV e PLOOLRQ ZKLFK LV
HHFWLYHO\ D IRUP RI GHEW ΖI WKH GHȴcit returned to that level (which is not
an unlikely scenario) then Sainsbury's
GHEWV LQFOXGLQJ WKH GHȴFLW ZRXOG EH
DOPRVW VL[WLPHV LWV DYHUDJH SURȴWV
which is an uncomfortably high debt
burden for a company with no clear
competitive advantages.
Given that context, it's no wonder that
Sainsbury's management are so keen
to aggressively reduce its debts over
the next few years.

Is Sainsbury's investible?
In general, I try to invest in above average companies because they're more
likely to prosper over my preferred
ȴYH WR WHQ\HDU KROGLQJ SHULRG 0Hdiocre companies are, on the other
KDQG IDU PRUH OLNHO\ WR VXHU DW WKH
hands of competitors and disappoint
shareholders over that sort of multi-year period. So what do we have
with Sainsbury's?
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bury's debts stood at £2.2 billion, giving the company a debt to average
SURȴWV UDWLR RI  7KDW V GDQJHURXVO\FORVHWRȴYHZKLFKLVWKHSRLQW
at which I'd call a company's debts
excessive.
Fortunately, the company's current
management agree. Debt reduction
LV QRZ D KLJKSURȴOH SULRULW\ DQG WKH

recent 2019 results announced a new
plan to reduce net debt by £600 million
over the next three years.
So debts aren't a major problem; but
ZKDW DERXW GHȴQHG EHQHȴW SHQVLRQ
liabilities? These have been instrumental in some catastrophic corporate collapses in recent years, so they're well
worth looking at.

We have a company that has no sustained track record of dividend growth
over the last 25 years or so. We have
DFRPSDQ\WKDWKDVYHU\ZHDNSURȴWDbility and therefore is unlikely to have
any meaningful competitive advantages. We have a company that has
XVHG VLJQLȴFDQW DPRXQWV RI GHEW LQ
the past to boost shareholder returns,
but which has at least seen the folly of
that approach and is trying to repair
its balance sheet. We have a company
with an extremely large pension liability where there is real potential for a
GDQJHURXVO\ODUJHGHȴFLW
This is not the sort of background I like
to see before investing in a company.
In many ways it reminds me of several
RWKHUKLJKSURȴOHPDMRU8.FRPSDQLHV
WKDWKDYHȵRXQGHUHGLQUHFHQW\HDUV
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“MY CONCERN IS THAT TESCO OR AMAZON OR
ALDI WILL SUCK AWAY SAINSBURY’S CUSTOMERS,
LEAVING THE COMPANY ON A LONG DOWNWARD
SLOPE FROM MEDIOCRITY TO IRRELEVANCE.”
Marks & Spencer is one example. It's a
giant of the high street, but one which
is very much into the mature phase
of its life. It hasn't grown consistently
IRU\HDUVLWKDVZHDNSURȴWDELOLW\DQG
non-trivial debts. Or look at Centrica,
the company behind British Gas. It's
also very mature and was once a monopoly supplier, but it now has no
VXVWDLQHG JURZWK QR VLJQLȴFDQW FRPpetitive advantages and an enormous
mountain of debt.
This is why I advise people to be wary
of the idea that you should "invest in
what you know". If you invest in what
you really know very well, perhaps
focusing on and analysing insurance
companies if you work in the insurance industry, then yes, that makes
sense. But if you invest in companies
like Sainsbury's just because you've
heard of them and used their services, I think that's a very bad idea,
regardless of how attractive their dividend yield.

or Amazon or Aldi will suck away Sainsbury's customers, leaving the company
on a long downward slope from mediocrity to irrelevance.
Of course, its future might not be that
bad and Sainsbury's could well limp
along, going nowhere for another
twenty years. But that's not exactly
what most dividend investors are after. And while the company could turn
things around and perform exceptionally well, I don't think that's the most
likely outcome.
So I'm not looking to invest in Sainsbury's. But if I were, what price would
I pay? Well, assuming I was happy to

LJQRUH LWV ZHDN SURȴWDELOLW\ ODFN RI
growth and enormous pension liabilities (which I'm not), the price would
KDYHWREHVLJQLȴFDQWO\ORZHUWKDQLWLV
today.
Given the company's lack of sustained
growth, the dividend would have to
make up virtually all of my expected
return. In other words, I would want
the dividend yield to be above 7% before I'd even think about investing.
That would require a price of no more
than 157p, so I think a target buy price
of below 150p is reasonable for a longterm income investor, but only if you're
willing to ignore the company's various
problems.

What price would I pay for
Sainsbury's?
As you've probably guessed, I'm not
a massive fan of Sainsbury's as an investment. It has no sustained track record of success (in recent decades at
least) and no obvious competitive advantages, so my concern is that Tesco
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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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