BY JOHN KINGHAM

dividend hunter

Stagecoach
Is it time to hop on board?
Mrkq#Nlqjkdp#orrnv#dw#Vwdjhfrdfk#dqg#zkhwkhu#qrz#lv#d#jrrg#wlph#wr#ex|#wkh#vkduhv#ri#
the UK's leading bus and coach operator.

Stagecoach is the UK's leading
bus and coach operator with a rail
franchise business on the side. It
DOVRKDGDVPDOO LQWHUPVRISURȴW 
international business, mostly
focused on the US, but that was
UHFHQWO\VROGR
Stagecoach is an interesting
company because it's a market
leader, it operates in a relatively
defensive sector and, at a share
price of 130p, it has a dividend
yield of almost 6%. These are all
attractive features and it's why
I wanted to take a closer look.
However, when I glanced at the
stock's long-term price chart, I was
somewhat surprised to see some
very large peaks and troughs,
spread out over the last 20 years.

According to SharePad, in 1997
you could have bought shares in
Stagecoach for around 130p and
RɞRDGHGWKHPWZR\HDUVODWHUIRU
around 250p. And then almost a
decade later in 2006, you could
have bought back those shares at
130p and sold about a year later
also for 250p. And now after yet
another decade or so, you can pick
up Stagecoach's shares, once again,
for that same 130p.
For shareholders who have been
with Stagecoach since 1997, this
has clearly been a very bumpy ride,
but with the price now back down
towards the lower end of its twentyyear range, it looks as if this could
be a good buying opportunity. Or
LVLW"

1980 – 2000: Rapid
growth fuelled by
acquisition
Stagecoach began life in 1976 as a
family-run minibus hire business
in Scotland. Following deregulation
in the early 1980s, the company
expanded into the intercity coach
market, operating routes from
Dundee to London.
This early success was followed
by a long period of expansion,
primarily by acquisition. The
company acquired competitors and
then improved them by stripping
out layers of management, to
shorten the chain of command.
This increased decision-making
speed and accountability while
reducing costs. It also competed

“STAGECOACH IS AN INTERESTING COMPANY BECAUSE IT’S A
MARKET LEADER, IT OPERATES IN A RELATIVELY DEFENSIVE
SECTOR AND, AT A SHARE PRICE OF 130P, IT HAS A DIVIDEND
\LHOG#RI#DOPRVW#9(1Ĥ
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more aggressively, using tactics
such as front-running (ie scheduling
a Stagecoach bus to reach each
bus stop a few minutes before
DFRPSHWLWRU VEXV DQGKHDY\
GLVFRXQWLQJ LQFOXGLQJRHULQJIUHH
travel on certain routes at certain
WLPHV 
This strategy worked incredibly well
for many years as the UK bus market
was new to the world of deregulated
PDUNHWVDQGZDVVWLOOYHU\LQHɝFLHQW
Stagecoach's meteoric rise eventually
led to a decision to expand outside
the UK bus and coach market. It began
to acquire non-UK and non-bus travel
businesses, including a Chinese tollroad company and a Scottish airport,
and it bid for and won several rail
franchises.
However, acquisition-driven
expansions are dangerous things and
management teams often become
intoxicated by how easy it all seems.
After all, all you have to do is borrow
some money, use it to buy a weak
competitor, squeeze the acquired
business hard to drive costs down
DQGSURȴWVXSDQGWKHQGRLWDOO
again, only on a bigger scale. It's
simplicity itself, or at least it seems
simple until management become
complacent and think they can buy
KXJHFRPSDQLHVDWLQȵDWHGSULFHVDQG
still make it work.
In Stagecoach's case, the peak
of its debt-fuelled acquisition spree
came in 1999 when it bought Coach
USA for around £1.2 billion. This was
at the peak of the dot-com boom
and record-breaking mergers and

acquisitions were happening left, right
DQGFHQWUHȫWKLVPHJDDFTXLVLWLRQ
cost almost three times Stagecoach's
HQWLUHSURȴWVRIWKHSUHYLRXVGHFDGH
Acquisitions on this scale can be
problematic because the integration
process can be so distracting for
management and disruptive to the
acquirer's core business, but at the
time the market thought this sort of
thing was marvellous. Less marvellous
was the fact that just two years later,
Stagecoach wrote down the value of
the acquired US business by £376
million. Shortly after that, you could
have bought Stagecoach for just 15p
SHUVKDUH LI\RXZHUHEUDYHHQRXJK 

2000 – 2011: Acquisition
rehab and refocusing on
the core

:LWKDQRFHDQRIGHEWWRSD\RDQG
an approach to acquisitions that
was clearly broken, Stagecoach went
into 'acquisition rehab'. This is a
common phase where over-acquisitive
FRPSDQLHVVHOORDFTXLUHGQRQFRUH
businesses (in this case, airports,
international bus operations and that
&KLQHVHWROOURDGEXVLQHVV WRSD\
down their excessive debts.
This process allows companies to
stop obsessing about rapid growth
and instead focus on improving their
collection of core businesses, which
for Stagecoach meant its UK and
US bus businesses and its UK rail
business. And so, having started the
new millennium with ambitions of
being an international travel business,
Stagecoach reached 2011 as a much

more focused business, with 61%
RIRSHUDWLQJSURȴWVFRPLQJIURP
its market-leading UK bus business,
30% from UK rail franchises and
the remaining 9% or so from its US
bus and coach operations. This long
period of divestment also allowed
the company to return more than
eELOOLRQWRVKDUHKROGHUVDVRQHR
payments, which is more than the
company's current market cap.

2011 – 2019: Rail woes and
an even greater focus on
the core bus business
As I would have expected for a
company operating in the defensive
public-transport sector, Stagecoach
FDPHWKURXJKWKHȴQDQFLDOFULVLV
relatively unharmed and with its
dividend still growing. As the economy
stabilised, the company roared ahead
ZLWKRSHUDWLQJSURȴWVULVLQJIURP
£205 million in 2011 to £273 million in
2013, largely thanks to its core UK bus
business.
That growth spurt didn't last
though, and in the last few years the
EXVEXVLQHVVKDVVHHQSURȴWVGHFOLQH
the rail business has started to close
down and the US business has been
VROGR$VDUHVXOWRIDOOWKLVWKH
dividend was cut by 35% in 2018 and
the share price is down by about 65%
from its 2015 peak.
To understand more about
Stagecoach's current problems
and whether or not that 6% yield is
MXVWLȴHGLW VZRUWKORRNLQJDWKRZ
WKHFRPSDQ\JHQHUDWHVSURȴWLQDELW
more detail.
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“THE REGIONAL BUS BUSINESS IS
RELATIVELY LOW RISK BECAUSE
REVENUES ARE GENERATED, LITERALLY,
BY LOTS OF RECURRING SMALL-TICKET
PURCHASES, AND THAT TENDS TO
PRODUCE MORE PREDICTABLE CASH
FLOWS FROM YEAR TO YEAR.”
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Small tickets and big
contracts
The UK bus market is split roughly
into two segments: regional and
London. The regional market operates
on a largely deregulated basis so
WKDWDQ\RQH PRUHRUOHVV FDQSXWD

bus on the road and accept paying
passengers. Revenues come in from
each passenger, expenses are things
like fuel, driver wages and the capital
H[SHQVHRIWKHEXVDQGSURȴWV
are what's left over. This business
currently generates about 66% of

6WDJHFRDFK VRSHUDWLQJSURȴWDQGWKH
company has a market share of about
25%, which is huge.
The regional bus business is
relatively low risk because revenues
are generated, literally, by lots of
recurring small-ticket purchases,
and that tends to produce more
SUHGLFWDEOHFDVKȵRZVIURP\HDUWR
year.
The London market is completely
GLHUHQWΖW VKLJKO\UHJXODWHG
routes are licensed by a government
GHSDUWPHQW 7UDQVSRUWIRU/RQGRQ 
and bus operators bid in an attempt
to win contracts with Transport for
/RQGRQ 7I/ WRUXQEXVHVRQWKRVH
routes. Revenues come in the form
RIDȴ[HGIHHIURP7I/H[SHQVHVDUH
the usual bus-related expenses and
SURȴWVDUHZKDW VOHIWRYHU7KHVH
FRQWUDFWVW\SLFDOO\UXQIRUDERXWȴYH
years and Stagecoach is the fourthlargest bus operator in London. This is
riskier than the regional bus business
because revenues depend upon the
company winning large contracts,
and large contracts have two main
problems.
)LUVWWKHFXVWRPHU 7I/ LVVKHOOLQJ
out large amounts of money, so they
JRRYHUHDFKELGZLWKDȴQHWRRWK
comb. In contrast, small-ticket items
OLNHEXVWLFNHWVDQGFDQVRIȴ]]\
drinks are usually purchased without
spending weeks analysing the cost/
EHQHȴWUDWLR
Second, service providers (bus
RSHUDWRUV DUHRIWHQGHVSHUDWHWRZLQ
the contract because of the large sums
of money involved. This occasionally
leads companies to enter 'suicide'
ELGVZKHUHWKH\RHUWRSURYLGHWKH
service for less than the underlying
cost of the service. Obviously, suicide
bidding is a very bad idea, but some
companies do it unwittingly by being
over-optimistic on costs, while others
do it knowingly in order to generate at
least some revenues from their assets
(whether that's drivers, buses or any
RWKHUORQJWHUPDVVHW 6WDJHFRDFK
sensibly mitigates much of this risk by
RSHUDWLQJDURXQGGLHUHQWURXWHV
across many separate contracts, so
that when one expires, it isn't the end
of the world.
The rail franchise business takes
this concept of contract risk and
further heightens it. Unlike the
London bus market, where contracts
are relatively small and numerous,
rail franchise contracts are huge and
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few. This increases the scrutiny of
the customer and the desperation
of bidders enormously. Also, these
contracts are so big that even very
large companies like Stagecoach are
unable to diversify away the risk of
individual contracts ending or going
wrong.
The riskiness of the rail franchise
business has become all too apparent
in recent years as Stagecoach's 90%
share in the Virgin Trains East Coast
company went from fanfare to failure
in a surprisingly short time. This is
ultimately why the company cut its
dividend, so here's a brief review of
what happened.
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Virgin Trains East Coast: a
rail franchise disaster
Stagecoach only operates a handful
of rail franchises, but they generate
about half of the company's revenues
and most of the company's expenses.
This combination of large revenues
and expenses leaves Stagecoach
ZLWKUDLOSURȴWPDUJLQVRIMXVWDIHZ
percent, and that's a very thin margin
of safety. If revenues fail to meet
expectations, or if the necessary
service levels cannot be achieved
without raising expenses, a potential
goldmine of a contract can turn into
a lead weight around a company's
neck.

And that's more or less what
happened with the Virgin Trains
East Coast franchise. Service levels
failed to meet the required standard
(although the government and
Stagecoach disagree on whose
IDXOWWKDWZDV DQGDVDUHVXOWWKH
JRYHUQPHQWHHFWLYHO\WRRNFRQWUROLQ
2018. Stagecoach was left with losses
in the region of £200m (which is a lot
IRUDFRPSDQ\ZLWKDYHUDJHSURȴWV
RIDURXQGeP DQGDVDUHVXOW
the company has now become much
more cautious about bidding for
future rail franchises.

In fact, Stagecoach has become
so cautious that it refused to take
on some pension-related risks for
franchises it recently bid on, leading
the company to be excluded from the
bidding process. There is now a legal
argument going on with the regulator,
and Stagecoach has said it expects to
be completely out of the rail business
by the end of 2019.
Personally, I think this is good news
because it leaves Stagecoach to focus
fully on its core UK bus business,
which has always been the area where
Stagecoach excelled.
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“I DON’T EXPECT STAGECOACH TO SET THE WORLD
ALIGHT IN TERMS OF FUTURE GROWTH, AND DOING
PXFK#PRUH#WKDQ#MXVW#NHHSLQJ#XS#ZLWK#LQIODWLRQ#
MAY PROVE VERY DIFFICULT OVER THE LONGER TERM.”
Focusing on the buses, but
even that business has its
problems
The recent 35% dividend cut was
designed to make the dividend
sustainable once Stagecoach's rail
business disappears at the end of
2019. Currently the bus business
produces about 75% of the company's
SURȴWVRUDERXWSSHUVKDUHLQ
2019. The dividend is now at 7.7p,
so this level of payout does seem
reasonable.
But with the US bus and UK rail
businesses gone, will we have a
company that can grow its revenues,
SURȴWVDQGGLYLGHQGVRUZLOOWKH
dividend be stuck at 7.7p until all the
buses are replaced by cheap, electric,
autonomous, personal-mobility pods
(or something similar, which could be
MXVWDGHFDGHRUWZRDZD\ "
Growth from market-share
expansion is probably going to be
TXLWHGLɝFXOWEHFDXVH6WDJHFRDFK
already has a 25% share of the UK
bus market. Growth of the overall
UK bus market is also unlikely to be
PXFKDERYHLQȵDWLRQSOXVSRSXODWLRQ
growth, which means low single-digit
percentages at best. That just leaves
growth by expansion into other
markets, but Stagecoach has tried that
repeatedly over the last 30 years and
has only just exited the US bus and
UK rail markets, so this also seems an
unlikely route to growth.

ΖQIDFWMXVWVWDQGLQJVWLOOLVGLɝFXOW
enough. For example, operating
SURȴWVIURPWKHUHJLRQDOEXVEXVLQHVV
have declined steadily over the last
few years, from £165 million in 2013
to £117 million today. This decline
has been driven partly by reduced
government spending (around 25%
RIEXVSURȴWVFRPHIURPJRYHUQPHQW
schemes to cover reduced fares for
WKHHOGHUO\RUGLVDEOHGIRUH[DPSOH 
and also from lower petrol prices,
which makes car journeys relatively
more attractive.
This negative environment has
existed for quite a few years now
and it isn't hard to imagine a world
where UK government spending is
reduced for many more years (given
its historically high debt to GDP
UDWLR DQGFDUWUDYHOFRVWVDUH
permanently reduced as electric cars
(which are far cheaper to run than

SHWUROFDUV EHFRPHH[SRQHQWLDOO\
more popular.
Overall then, I don't expect
Stagecoach to set the world alight in
terms of future growth, and doing
much more than just keeping up with
LQȵDWLRQPD\SURYHYHU\GLɝFXOWRYHU
the longer term.

High yield, but high risk
In summary then, although I like
Stagecoach's 6% dividend yield and
its leading position in the UK bus
market, I don't like the lack of growth
potential in its core UK bus business
and its inability to successfully expand
internationally or into UK rail. Yes, it
could turn things around and return
to steady single-digit growth under
the right conditions, but I think it's just
as likely to go nowhere until buses
become as quaint as horse-drawn
carriages.

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
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systematic and fact-based, rather than speculative.
John is also the author of The Defensive Value Investor: A Complete Step-By-Step Guide
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His website can be found at: www.ukvalueinvestor.com.
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