BY JOHN KINGHAM

dividend hunter

Coping with
recessions,
depressions and
pandemics
How should dividend investors react to the current crisis? John Kingham of UK Value
Investor shares his views.
The economic impact of the
coronavirus pandemic should not
be underestimated. It is, in my
opinion, likely to produce a severe
recession in the UK as well as a
global recession, and has already
led to a swathe of dividend cuts
and suspensions across UK and
international markets.
How then should dividend
investors deal with this? You
could run to the safety of cash, or
remortgage your house and invest
LWDOOLQ EDUJDLQ VKDUHVEXWΖSUHIHU
to stick to the basics, by which I
mean a set of principles that apply
irrespective of space and time, and
crisis or boom. For me, the most
important principles are diversity,
robustness and competitiveness.

Principle 1: diversity

Ζ PQRWJRLQJWRVXJDUFRDWWKLV
Countries across the globe are
having to lock down almost all
public activity to slow the spread of
the virus. This will inevitably have
an enormous impact on almost all
companies.

“THIS WILL
INEVITABLY HAVE
AN ENORMOUS
IMPACT ON
ALMOST ALL
COMPANIES.”

We are at the very early stages
of this process, but it is clear that
without a medical solution most
RIWKHZRUOG VHFRQRPLHVZLOOEHLQ
lockdown, to varying degrees, for
most of 2020.
Ζ PZULWLQJWKLVLQODWH0DUFKDQG
already M&S, Travis Perkins, Virgin
Money, William Hill and others
have suspended their dividends to
preserve cash. I expect many more
to follow and I think most highyield investors should expect to
VHHDVLJQLȴFDQWUHGXFWLRQLQWKHLU
dividend income this year. How
much? I think dividends across the
UK market could easily fall by as
much as 50%, so investors should
prepare themselves for that sort of
hit.
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Some industries and some
companies will fare better than
others. Travel and leisure businesses
DUHREYLRXVO\OLNHO\WRVXHUPRVW
while companies that manufacture
RUVHOOIRRGVRDSRUWRLOHWUROOHQDEOH
KRPHZRUNLQJRUEHQHȴWIURPYRODWLOH
ȴQDQFLDOPDUNHWVDUHOLNHO\WREHQHȴW
most.
Hindsight is a wonderful thing, and
OLNHPH\RXSUREDEO\ZHUHQ WVPDUW
enough to position your portfolio to
EHQHȴWIURPDJOREDOSDQGHPLF%XW
\RXGRQ WKDYHWREHVXSHUKXPDQO\
smart to be a half-decent investor.
<RXMXVWQHHGWREHVHQVLEOH6R
rather than position your portfolio
WRGRUHDOO\ZHOOLQRQHVFHQDULR LH
DJOREDOSDQGHPLF LW VIDUEHWWHU
to position your portfolio to do
UHDVRQDEO\ZHOO DQGLPSRUWDQWO\
not terribly badly) in a wide range of
scenarios.
And the best way to do that is to
EHEURDGO\GLYHUVLȴHGZLWKQRVLQJOH
company, industry or geography
taking up too much of your portfolio.
What constitutes too much is
VXEMHFWLYHEXWIRUPHLWPHDQV
allocating no more than 6% to any one
company, holding no more than three
companies from any one industry and
KDYLQJDWOHDVWRIP\SRUWIROLR V
aggregate revenues coming from
outside the UK.
ΖGRQ WDOZD\VVWLFNULJLGO\WR
WKRVHOLPLWV ΖFXUUHQWO\KDYHDQ
overweight position in retailers, which

“I THINK DIVIDENDS ACROSS THE UK
MARKET COULD EASILY FALL BY AS
MUCH AS 50%, SO INVESTORS SHOULD
PREPARE THEMSELVES FOR THAT SORT
OF HIT.”
is not exactly ideal in the current
environment), but they do stop me
from doing something daft, like
investing everything in a handful of
restaurants or airlines.
%URDGGLYHUVLȴFDWLRQDOVRPHDQV
\RX UHOLNHO\WRLQYHVWLQDWOHDVW
VRPHFRPSDQLHVWKDWEHQHȴWIURP
a particular crisis. In fact, one of my
holdings has reported a revenue
increase of more than 100% as
a direct consequence of what is
otherwise an economic disaster.
7KLVGRHVQ WPHDQΖ PDJHQLXVLW
MXVWPHDQVWKDWDEURDGO\GLYHUVLȴHG
portfolio should capture at least some
good luck which can help to partially
RVHWWKHWVXQDPLRIEDGOXFNZH UH
currently facing.

Principle 2: robustness
I remember hearing Bill Gates say
WKDWLQ0LFURVRIW VHDUO\GD\VKLV
goal was to have enough cash on
KDQGWRSD\DOOVWDZDJHVIRUDQ
entire year, even in the absence of

any revenues. That may be somewhat
extreme, but it is entirely sensible
for companies to maintain strong
balance sheets given that mistakes,
hard times and crises are a virtual
certainty in the long run.
Cash is a good way to measure
robustness, but I like to start with
GHEW0RUHVSHFLȴFDOO\ΖOLNHWRLQYHVW
in companies with little or no debt.
This is easier said than done, and
sometimes one of your favourite lowdebt holdings can suddenly take on
a huge mountain of debt to fund an
acquisition. That can be annoying, but
as a general approach to lowering risk,
focusing on low-debt companies is an
excellent place to start.
As well as bank loans, overdrafts
and other borrowings, most
companies have lease liabilities. For
some companies these are relatively
minor, but for companies that depend
on leased shops, restaurants or
aircraft, leases can be one of their
biggest expenses.
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The problem with leases is that
they are often indistinguishable
from debt. The company has access
to an asset which has been paid for
ZLWKVRPHRQHHOVH VPRQH\ WKH
EDQN VRUWKHODQGORUG V DQGLWKDVD
FRQWUDFWXDOREOLJDWLRQWRSD\Dȴ[HG
DPRXQWWRWKDWVRPHRQHIRUDȴ[HG
SHULRGRIWLPH RIWHQPDQ\\HDUV 
Like debt interest, most rental
SD\PHQWVDUHȴ[HGH[SHQVHVZKLFK
do not go up or down with revenues.
6RLIUHYHQXHVIDOOE\ ZKLFK
is a very real possibility for many
restaurants, airlines and retailers in
 WKH\VWLOOKDYHWRȴQGWKHPRQH\
to make lease payments.
My rule for debt is that a company
should have borrowings and lease
liabilities totalling no more than four
times average earnings. This is quite
a strict rule, especially for lease-heavy
EXVLQHVVHVVXFKDVUHWDLOHUVEXWWKDW V
OK. There are plenty of other sectors
to choose from.
In the name of transparency, I
must admit that my portfolio has a
fair few stocks which break that debt
rule. Most of these are retailers or
companies that took on debt to fund
acquisitions after I invested.
The retailers are there because
I only recently started measuring
OHDVHOLDELOLWLHVΖIΖ GORRNHGDWOHDVH
liabilities a few years ago then only
one or two of those retailers would
have made the cut. As for companies
using debt as acquisition rocket fuel,
this is an occupational hazard. The
companies were purchased with low
debts and then management decided
to load up with debt to fund big
WUDQVIRUPDWLYH DFTXLVLWLRQV7KLVVRUW
of thing is hard to avoid, and since I
GRQ WZDQWWRVHOOWKHVHFRPSDQLHV
MXVWEHFDXVHRIWKHLUGHEWVΖKDYHWR
get on with it and hope they delever
as soon as possible.

fat stores face a much harsher reality,
with high caloric needs and few stored
FDORULHV PXVFOHFDQEHEURNHQGRZQ
for fuel, but fat is much more energydense).
The weak, fat sailors are like
companies that focus on having a
robust balance sheet above all else.
When a crisis comes, they breathe a
sigh of relief as they look at the size of
their fat/cash store.
But what are those sailors with
large muscles going to do? Are they
going to lie down and starve, or are
they going to overpower, kill and then
eat their weaker, fatter peers? History
suggests the latter is a real possibility,
and in the world of capitalism, the
strong eating the weak is the rule
rather than the exception.
With economies around the world
in what is likely to be a protracted
ORFNGRZQMXVWKDYLQJDVWURQJEDODQFH
sheet may not be enough. When
demand does reappear, it may be so
ORZWKDWRQO\DIHZSOD\HUVEHQHȴWLQ
each market. Those will typically be
the strongest competitors, and the
weak will get either scraps or nothing
at all. So even if a weak company can
survive by eating through a huge store
RIFDVKLWPD\ȴQGLWVHOILQZLWK
almost no regular customers and a
reputation bordering on irrelevance.

There are lots of ways to measure
competitive strength, and my
preferred option is to look at returns
RQFDSLWDOHPSOR\HG6SHFLȴFDOO\Ζ
ORRNDWQHW SRVWWD[ HDUQLQJVDVD
SHUFHQWDJHRIOHDVHDGMXVWHGFDSLWDO
which means shareholder equity,
plus total borrowings, plus lease
liabilities.
If a company has produced average
net returns on capital of at least 10%
RYHUWKHODVWGHFDGHWKHQWKDW VD
good sign that it has some sort of
FRPSHWLWLYHDGYDQWDJH7KDWLVQ W
always the case, but if a company
FDQ WFRQVLVWHQWO\HDUQDERYHDYHUDJH
returns on capital then it very
OLNHO\GRHVQ WKDYHDQ\PHDQLQJIXO
competitive advantages.
So those are my basic principles for
surviving a crisis: diversity, robustness
and competitiveness.

Two diverse examples
of robust, competitive
companies
I think underlying principles are more
important than individual stock picks,
but examples can still be useful.
So, with that in mind, here are two
YHU\GLHUHQWFRPSDQLHVIURPP\
SRUWIROLRWKDWȴWWKHGHVFULSWLRQRI
robust and highly competitive, as laid
out above.

Master Investor Show 2020
Come and meet the people behind Master Investor Magazine at the
Master Investor Show in Islington on 5 December.
Claim your free ticket with the code: JOHNK here.

Principle 3:
competitiveness
Imagine a boat full of sailors, lost
in the middle of the sea for weeks
RQHQG$WȴUVWLWPD\VHHPDVLI
those with small muscles and large
fat stores are best positioned to
survive. Small muscles have lower
caloric requirements and large fat
stores provide the owner with a
lot of calories which should last
PDQ\ZHHNVΖQWKHRU\LW VDZLQQLQJ
combination. On the other hand,
sailors with large muscles and small

www.masterinvestor.co.uk | Master Investor is a registered trademark of Master Investor Limited ISSUE 61 – APRIL 2020 | 41

DIVIDEND HUNTER

“IG’S EXPERIENCE, SCALE AND BUSINESS MODEL
(WHERE IT SHUNS THE ‘CASINO MODEL’ OF PROFITING
FROM CLIENT LOSSES AND INSTEAD PROFITS FROM
TRANSPARENT SPREADS AND FEES) GIVE IT A SUSTAINABLE
COMPETITIVE ADVANTAGE.”
IG: a global leader in
online trading

IG (LON:IGG)LVWKHZRUOG VOHDGLQJ
SURYLGHURI&)'V FRQWUDFWVIRU
GLHUHQFH ZKLFKDOORZWUDGHUVWR
PDNHSURȴWV RUORVVHV ZKHQWKHSULFH
RIDQXQGHUO\LQJDVVHW VWRFNVIRUH[
commodities etc) goes up or down,
without having to buy the asset.
IG is robust in that it has almost no
GHEWRUOHDVHOLDELOLWLHV7KLVGRHVQ W
PHDQLW VZLWKRXWULVNWKRXJKΖ*IDFHV
VLJQLȴFDQWUHJXODWRU\ULVNDVJDPEOLQJ
ZKLFKLVRIWHQTXLWHVLPLODUWRVKRUW
term trading) becomes less socially
DFFHSWDEOH+RZHYHUΖ* VRSLQLRQ
LVWKDWWLJKWHUUHJXODWLRQEHQHȴWV
companies who focus on adding
long-term value to clients rather than
VTXHH]LQJWKHPIRUVKRUWWHUPSURȴWV
and having spent more than 45 years
navigating choppy regulatory waters,
IG seems to have done OK so far.
For IG, having done OK means
its growth rate across revenues,
capital employed and dividends has
averaged 8% per year over the last
decade, while return on capital has
DYHUDJHGȫPRUHWKDQGRXEOHWKH
average return of UK companies. This
VXJJHVWVWKDWΖ* VH[SHULHQFHVFDOH
DQGEXVLQHVVPRGHO ZKHUHLWVKXQV
WKH FDVLQRPRGHO RISURȴWLQJIURP
FOLHQWORVVHVDQGLQVWHDGSURȴWVIURP
transparent spreads and fees) give it
a sustainable competitive advantage,
and I would tend to agree.
Despite these attractive
characteristics, IG is currently out of
favour. Share prices are incredibly
volatile at the moment, but as I write
IG has a share price of 560p giving it a
dividend yield of almost 8%. Normally
that would be exceptional, but in this
FXUUHQWPDUNHWLW VRQO\VOLJKWO\DERYH
WKH)76( V\LHOG ZLWKWKH
large-cap index at 4,950).
3HUKDSVΖ* VQHDU\LHOG
UHȵHFWVWKHULVNWRLWVEXVLQHVVIURP
coronavirus, but so far its revenues are
up by more than 100% since the start
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“AS LONG AS TELECOM PLUS CAN KEEP ADMINISTRATIVE
AND HEAD-OFFICE OVERHEADS COMFORTABLY BELOW
THOSE OF ITS EX-MONOPOLY COMPETITORS, IT CAN
PROVIDE ENERGY AND TELECOMS SERVICES AT LOWER
COST AND STILL MAKE A HEALTHY PROFIT.”
of March, suggesting that extreme
market fear leads to extreme levels of
WUDGLQJDQGH[WUHPHSURȴWVIRUWKRVH
like IG, who facilitate that trading.

Telecom Plus: the UK's
leading, fully integrated
multi-utility supplier
Telecom Plus (LON:TEP) trades as
WKH8WLOLW\:DUHKRXVHDQGRHUV
customers telecoms and energy
services on one bill.
Like many modern energy and
WHOHFRPVVXSSOLHUVLWGRHVQ WRZQ
the underlying infrastructure.
Instead it pays a fee to ex-monopoly
VXSSOLHUVOLNH%7RU&HQWULFD %ULWLVK
Gas) to supply customers using their
infrastructure. As long as Telecom Plus
can keep administrative and headRɝFHRYHUKHDGVFRPIRUWDEO\EHORZ
those of its ex-monopoly competitors,
it can provide energy and telecoms
services at lower cost and still make a
KHDOWK\SURȴW
7KLVEXVLQHVVPRGHOGRHVQ W
require debt-funded infrastructure
investment, so capex and debts are
low, which is good. Total debt and
lease liabilities come to 2.5 times
DYHUDJHHDUQLQJV7KDW VZHOOEHORZ
my limit of four times earnings, so on
that front I would describe Telecom
Plus as having a robust balance sheet.
It should also be robust from a
demand point of view, given the non-

discretionary nature of its services
WKLQJVZRXOGKDYHWRJHWUHDOO\EDG
before people went without heat, light
or the internet).
As for competitiveness, Telecom
Plus has grown by more than 13%
per year over the last decade,
measured across revenues, capital
employed and dividends. At the
same time its net return on leaseDGMXVWHGFDSLWDOKDVDYHUDJHGPRUH
than 14%, which is well above
average.

As I write, the share price is 1180p,
giving it a dividend yield of 4.4%.
Normally this would be quite a high
yield, but with the FTSE 100 yielding
6.6%, even 4.4% is no longer high.
Still, given its historic robustness
DQGFRPSHWLWLYHQHVVΖWKLQNWKHUH V
DJRRGFKDQFHWKDW7HOHFRP3OXV V
dividend will be maintained through
the current crisis. And after we come
out the other side, I think a return to
high single-digit or even double-digit
growth is a real possibility.

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
EDFNJURXQGLQLQVXUDQFHVRIWZDUHDQDO\VLV-RKQ VDSSURDFKWRKLJK\LHOGORZULVN
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based, 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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