BY JOHN KINGHAM

dividend hunter

Three high-yield
'bargains'
Mrkq#Nlqjkdp#orrnv#dw#wkuhh#frpsdqlhv#lq#klv#sruwirolr#wkdw#kdyh#|lhogv#ri#ryhu#:(1#Lv#*Pu#
Market' right to be so pessimistic about these three 'high-yielders'?
Sometimes companies can do nothing
wrong. Every year their revenues,
SURȴWVDQGGLYLGHQGVJRXSDQGHYHU\
trading update beats the market's
expectations. The share price rises in
an almost straight line for years on
end and investors are ecstatic.
But this fairy-tale scenario almost
never lasts. Either the company
makes a mistake; some external
factor such as the economic cycle
or an aggressive competitor undermines the company's performance;
or the share price starts to fall when
a small number of investors decide
WRWDNHSURȴWV$WWKLVSRLQWDVLJQLȴcant number of investors start to get
nervous, so they sell some shares.
That pushes down the share price,

which makes them more nervous, so
they sell more shares. In a relatively
short period of time the share price
collapses as investor sentiment
WXUQVGHJUHHVIURPDGRUDWLRQWR
repulsion.
As the years tick by I've seen this
over and over again. Sometimes Mr
Market is right and the company
heads into long-term decline, but
sometimes he's wrong and within
a year or three, it's clear that Mr
Market's negative reaction was
completely overdone.
Three companies in my portfolio are
currently in the middle of just such a
'storm'. Their dividend yields are all
over 7% and there are obvious and

entirely plausible reasons why each
company might be about to cut its
dividend. However, no dividend cuts
have yet been announced (apart
from a tiny cut in one case) and so
it's impossible to tell, yet, whether Mr
Market is right to be so pessimistic.
Although we cannot know how
each of these situations will end,
each company is a source of many
lessons about what can go wrong
with an investment, as well as the
sort of ups and downs you should
expect when you invest directly
in individual companies (which is
why it's such a good idea to have a
GLYHUVLȴHGSRUWIROLRRIDWOHDVWWR
FRPSDQLHVRSHUDWLQJLQGLHUHQW
sectors, countries, etc.)
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Ted Baker – going out of
fashion?
Ted Baker PLC (LON:TED)
Share price: 800p
Price decline: 75%
Dividend yield: 7.1%
Ted Baker is a global fashion brand
selling clothing and other Ted Baker
branded items through retail stores
(whether its own, those of franchisees
or other retailers), its website and via
third parties through various product
or geographic licence deals.
The shares have fallen by more than
75% since their 2015 peak and by
almost 60% this year alone. The stock
is obviously very much out of favour.
I can't read the mind of other investors, but I think there are broadly two
reasons why Ted Baker's shares have
fallen so aggressively, especially in
recent months.
7KH ȴUVW UHDVRQ LV WKDW 5D\ .HOYLQ
the company's founder and ex-chief
executive, left the company after a
scandal involving hugs. As the creator
of the Ted Baker character and
the "closest man to Ted", there are
legitimate concerns about how the
company will perform without him.

This is an important lesson: people make mistakes, move on, retire
or die, so no genius founder or chief
executive is guaranteed to stay in
place forever. Because of that, it's
probably not ideal if the performance
of an investment depends on the
talents of a single person.
The second reason is that investors are
afraid of a cyclical slowdown. The company's latest trading update mentioned

"consumer uncertainty" and "extremely
GLɝFXOW WUDGLQJ FRQGLWLRQV ZKLFK
are not exactly the kind of phrases investors like to hear. This comes after
D  GHFUHDVH LQ SURȴWV LQ WKH \HDU
WR -DQXDU\  DQG D WLQ\ DQG VRPHwhat bizarre 2.5% dividend cut. However, these disappointing results have
only occurred over a year or so, which
means it is far from clear whether Ted
Baker has permanently lost its ability to
produce double-digit growth.
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British American Tobacco –
going up in smoke?
British American Tobacco PLC
(LON:BATS)
Share price: 2,800p
Price decline: 50%
Dividend yield: 7.3%
Here's another company with a long
and solid track record of progressive
growth. But all is not well. BAT's share
price has fallen by about 50% from its
 SHDN RI S WR S DW WKH
time of writing. The dividend hasn't
been cut, so the shares now have an
extremely high dividend yield of 7.3%.
Given such a high yield, it's no surprise
that there's a lot of negative sentiment
around this company.
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“IT’S FAR FROM CLEAR WHETHER
TED BAKER HAS PERMANENTLY
LOST ITS ABILITY TO PRODUCE
DOUBLE-DIGIT GROWTH.”
This presents another important
lesson: economies and businesses
are almost always cyclical. There are
booms and busts. Things get better for
a while and then they get worse for a
while. This is the 'nature of the beast'.
Because of that, it's probably a bad
idea to expect your investments to produce consistent growth forever, with
no setbacks at any point whatsoever.
So where does that leave Ted Baker,
with its now very appealing (or potenWLDOO\RSXWWLQJ GLYLGHQG\LHOG"
The answer is the same as it always
is: we'll have to wait and see. So
IDU WKH VKDUH SULFH KDV IDOOHQ R D
FOL  EXW DV :DUUHQ %XHWW KDV VDLG

"Prices don't tell me anything about a
business". The only way to tell if the
investment case still stands up is to
look at the business, and so far I see
nothing that materially undermines
the company's long and impressive
track record of growth.
This doesn't mean that Ted Baker is
guaranteed to grow consistently forever, but it does mean that so far this
appears to be a temporary cyclical
setback, rather than the beginning
of the end of Ted Baker. How can we
tell one from the other? By reading
the company's trading updates and
interim and annual results, and by ignoring, as much as possible, what Mr
Market thinks.

7KH ȴUVW LV FLJDUHWWHV WKHPVHOYHV
along with the company's other
tobacco products. For some people
there is a moral issue around
smoking, so many ethically driven
funds and investors will avoid tobacco
stocks regardless of how attractive
the investment might otherwise be.
However, this negative sentiment
doesn't change much from year to
year, so while it is part of the reason
for BAT's high yield, it isn't a factor in
the recent price decline.
The second driver of negative
VHQWLPHQWZKLFKLVUHODWHGWRWKHȴUVW
is that it is becoming more and more
obvious that cigarettes probably
don't have a long-term future, at
least in Western markets. Regulation
is getting ever tighter (eg cigarette
packets in the UK are now a mandatory, unpleasant brown colour);
social tolerance of cigarette smoke
is getting ever lower; and cigarette
volumes continue to decline globally
by around 3% or so each year. If you
extrapolate from that, then cigarette
volumes will be down by about 25%
in a decade and by about 50% over
20 years.
Here's another useful lesson for
long-term investors: try to avoid companies whose core market is in permanent decline.
There is a caveat to that lesson though.
If the decline is very slow, ie slow
enough that a) there's enough time
for Mr Market to become enthusiastic
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“THE ONLY LONG-TERM SOLUTION FOR BAT IS TO BUILD
A BUSINESS WHICH DOESN’T RELY ON THE OBVIOUSLY
UNHEALTHY PRACTICE OF INHALING SMOKE FROM BURNING
TOBACCO LEAVES. AND THAT’S PRECISELY WHAT IT’S
TRYING TO DO WITH ITS ‘POTENTIALLY REDUCED RISK’ OR
‘NEXT GENERATION’ PRODUCTS.”
again for one reason or another, or b)
there's enough time for the company
to build an alternative business which
can outgrow the decline of the legacy
business, then perhaps the investment
can still make sense.
That caveat may well apply to BAT and
potentially to other cigarette manufacturers as well.
For example, given the slow decline
in cigarette sales there's ample time
to push up prices, which can slow or
even negate sales-volume declines,
at least for a while. But prices can
only go so high, so another option is
to take market share, which BAT has
been doing. Yet another option is to
buy other tobacco companies, which
BAT has also done, notably with its
multi-billion-pound acquisition of
Reynolds American. Another option
is to move customers from buying
lower-margin brands to highermargin brands, which BAT has also
been doing.

All of these options allow BAT to
maintain and even grow revenues and
SURȴWV LQ WKH IDFH RI GHFOLQLQJ VDOHV
1RQH RI WKHP FDQ RVHW GHFOLQHV LQ
cigarette volumes forever, but they
may be able to do it for long enough
that Mr Market becomes optimistic
once again and decides that BAT's
share price should be double or triple
what it is today.

The only long-term solution for BAT is
to build a business which doesn't rely
on the obviously unhealthy practice of
inhaling smoke from burning tobacco
leaves. And that's precisely what it's
trying to do with its 'potentially reduced
risk' or 'next generation' products.
These vary from tobacco heating
(rather than burning) products to ecigarettes and various forms of vapour
or 'vaping' products. This business is
still young and unproven, but revenues
are growing rapidly and now make up
about 10% of BAT's total revenues.
That may not sound like much, but it
represents more than £2 billion, which
is more than many FTSE 250 companies can generate.
Of course, whether or not any of this is
HQRXJKWRRVHWWKHORQJWHUPGHFOLQH
in cigarette sales is unknown, but at
least BAT is making credible progress.
The third and most acute reason for
BAT's recent share-price decline is a
proposed regulatory change in the
US, which is the largest market for
BAT following its takeover of Reynolds
American. The potential regulation
FKDQJH FHQWUHV RQ PHQWKROȵDYRXUHG
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long period of time and has grown
its dividend progressively over the
last decade by about 10% per year.
However, that hasn't been enough
to stop its share price from dropping
sharply on two occasions over the last
couple of years.

“REGULATION IS A DOUBLE-EDGED SWORD;
IT CAN CHANGE DRAMATICALLY AND, MOST
OF THE TIME, REGULATORY CHANGES ARE
NOT GOOD NEWS FOR INVESTORS.”
cigarettes and is based on the idea
that they're harder to quit and more
dangerous to the smoker's health.
A ban would be bad for BAT as US
menthol cigarettes make up a material
percentage of the company's revenues
(potentially as much as 25%).
However, a ban would take several
years to put in place and, as you'd
expect, BAT will likely argue against
the ban during the judicial review. If
the ban goes ahead then there would
still be a delay of a year or two while
all the details are worked out, during
which time BAT would likely try to transition as many of its menthol smokers
as possible onto alternative BAT cigarettes or next-generation products. So,
despite Mr Market's negative reaction,
the ultimate impact of this ban, if it
ever happens, is very uncertain.
Either way, this is another useful lesson: companies that provide regulated
products or services can make good
investments because regulation acts
as a barrier to entry. But regulation is
a double-edged sword; it can change

dramatically and, most of the time,
regulatory changes are not good news
for investors.
So, what is the most likely future for
BAT? Again, the answer is that nobody
knows. The share price has fallen by
about 50%, so Mr Market is of course
pessimistic. But the company's actual
results, revenues, earnings and dividends continue to increase, and the
company has a plausible strategy to
RVHWWKHGHFOLQHRILWVFRUHSURGXFW

IG Group – tight spreads,
tighter regulations?
IG Group PLC (LON:IGG)
Share price: 580p
Price decline: 40%
Dividend yield: 7.6%
IG Group is the world's leading contract
IRU GLHUHQFH &)'  HJ VSUHDGEHW
platform. It is a major player in global
foreign-exchange trading and has
recently launched a stockbroker platform in the UK and elsewhere. IG has
been extremely successful over a very

7KH ȴUVW GHFOLQH FDPH LQ ODWH 
when the company's shares fell by
almost 40% in a single day. When
you're a shareholder, that sort of thing
gets your attention. The reason behind
this price collapse was a proposal by
the Financial Conduct Authority (FCA)
to implement stricter rules for the
CFD market. This proposal was based
on the FCA's opinion that more retail
investors were trading CFDs without
adequately understanding them. The
proposals would include, among other
things, mandatory risk warnings and
caps on the level of leverage used
by retail and inexperienced traders.
Around the same time, tighter CFD
regulation was announced in both
France and Germany, which are also
active markets for IG.
Overall, and despite the massive shareprice collapse, IG's management were
largely in favour of tighter regulation.
Their opinion was that it would hurt the
competition more than IG, so the net
HHFWZRXOGEHJRRGIRUWKHFRPSDQ\
Mr Market eventually agreed, and the
share price regained all its previous
losses over the following few months.
Unfortunately for investors, they were
dealt another sledgehammer blow in
ODWHZKHQWKHVKDUHSULFHGHFOLQHG
by more than 25% in a week. This time
the decline came when the impact
of tighter regulation became visible
in the company's results. Revenues
were down by 10% or more in Europe,
largely because of a new rule banning
the sale of certain leveraged products
to retail traders.
As before, IG's management were relaWLYHO\XSEHDWDQGFRQȴGHQWWKDWWLJKWHU
regulation was good for the company.
7KLV FRQȴGHQFH ZDV EDVHG RQ Ζ* V
somewhat unusual business model,
which is to focus primarily on experienced, high-net-worth traders who
trade big, often and for a long time.
7KHVHFXVWRPHUVDUHPXFKPRUHGLɝcult and expensive to acquire, but once
acquired they have a much higher
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“DESPITE THE MASSIVE SHARE-PRICE
COLLAPSE, IG’S MANAGEMENT WERE
LARGELY IN FAVOUR OF TIGHTER
REGULATION.”

lifetime customer value than other
traders. Just as importantly, these
traders can choose to become 'elective
professional' traders if they pass certain standards in terms of capital and
experience. Regulation for elective
professions is much less protective
than for inexperienced retail traders,
which means that IG can market more
KLJKO\OHYHUDJHG DQGPRUHSURȴWDEOH 
products to them.
$QRWKHU LPSRUWDQW GLHUHQFH LV WKDW
IG doesn't take the other side of its
customers' trades, so it has no intenWLRQ WR SURȴW IURP FXVWRPHU ORVVHV
This aligns IG's interests with its
customers, because successful traders
tend to make larger trades more often
and for longer, which means more fee
and commission revenue for IG.
This contrasts with the 'high churn'
business model of some other CFD
providers. The high-churn model uses
clever advertising to attract lots of inexperienced low-net-worth investors.
It then generates revenue from fees
and commissions in the same way as
IG, but tops those revenues up by taking the other side of customer trades.
6LQFHDURXQGRIQHZ&)'WUDGHUV
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“THIS DOESN’T GUARANTEE THAT IG CAN
WALK THROUGH THIS CHANGING REGULATORY
LANDSCAPE UNHARMED, BUT I THINK IT’S ABOUT AS
WELL-POSITIONED AS A CFD PROVIDER COULD BE.”
lose money, taking the other side of
the bet almost guarantees that these
&)'SURYLGHUVEHQHȴWZKHQWKHLUFXVtomers lose money (hence their interest in acquiring inexperienced traders).
IG expects CFD providers who use
the high-churn business model to
EH PDWHULDOO\ DHFWHG E\ WLJKWHU
regulation because they focus on
inexperienced retail traders – ie the
WZR JURXSV ZKR DUH PRVW DHFWHG E\
the new regulations. IG, on the other
hand, has proportionally far more elective professional traders and far fewer
inexperienced retail traders.

Accepting short-term pain
for long-term gain

price performance over a few days,
weeks, months or even a year or two.

I own shares in all three of these companies, so obviously I'm not over the
moon that their share prices have fallen
so far. However, rather than trying to
avoid psychological pain by rushing to
sell, I remind myself that what really
PDWWHUVLVDFRPSDQ\ VȴQDQFLDOUHVXOWV
over a multi-year period, not its share-

)RFXVLQJ RQ ORQJWHUP ȴQDQFLDO
performance rather than short-term
price performance isn't always easy,
so I'll reiterate a few wise words from
:DUUHQ %XHWW >6KDUH@ SULFHV GRQ W
tell me anything about a business.
%XVLQHVV ȴJXUHV WKHPVHOYHV WHOO PH
something about a business".

Of course, this doesn't guarantee that
IG can walk through this changing
regulatory landscape unharmed, but I
think it's about as well-positioned as a
CFD provider could be.
7KHȴUVWOHVVRQIURPΖ* VZRHVLVWKH
same as for BAT: regulation can be
a barrier to entry, but it can also be a
source of much pain and uncertainty.
The second lesson is more subtle:
tough times are inevitable, but tough
times are not equally tough for all
companies. In fact, some companies
can thrive under tough conditions, and
the tougher the conditions, the more
they thrive, as weak competitors are
WKHȴUVWWRGLH

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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