S HARGREAVES LANSDOWN

DIVIDEND HUNTER

BY JOHN KINGHAM

SUITABLE FOR INCOME
INVESTORS?

You're reading a magazine about investing, so I'm pretty sure you're a private investor. And
if you are, then I'm also pretty sure you've heard of Hargreaves Lansdown. And if you ha-
ven't, then it's the 800-pound gorilla of the direct-to-consumer investment world whose
40% market share makes it about four-times as large as its closest competitor.

So it's big, but it's also growing fast.
Like, really fast. For example, its div-
idend has increased by almost 17%
per year for the last decade and its
revenue and profit growth are al-
most as impressive. The downside
is that its dividend yield is currently
a measly 1.5%, because investors
expect that rapid dividend growth
to continue for a very long time.
So, what | want to know is: can Har-
greaves Lansdown deliver the divi-
dend growth that investors expect?

Massive success through
a relentless focus on
content marketing

Hargreaves Lansdown began life in
July 1981 when Peter Hargreaves
and Stephen Lansdown decided
to start their own business, selling
unit trusts direct to retail investors
through the post.

The idea was to place an advert with
a response coupon in the national
press, offering a free report about

how to choose a unit trust. People
would fill in the coupon with their
details, cut it out and send it back
to Hargreaves Lansdown. Peter or
Stephen would then send out a re-
sponse letter mentioning a selection
of relevant unit trusts. Sometimes
the potential client would choose
to invest in unit trusts through Har-
greaves Lansdown and sometimes
they wouldn't.

Whether they chose to invest or not,
they were now on the Hargreaves
Lansdown mailing list and so they'd
receive a free newsletter (the Invest-
ment Times) through the post each
month, detailing unit trusts (primar-
ily equity income unit trusts) that
might be of interest. Over time, as
each monthly newsletter went out,
more and more of those poten-
tial clients would choose to invest
through Hargreaves Lansdown.

Today this is called content market-
ing and it's a very simple business
model. And having executed it to

near perfection for almost four dec-
ades, it still forms the backbone of
what the company does today. Of
course, everything has now moved
online, but Hargreaves Lansdown
still offers a dizzying array of 'expert
guides' that you can download for
free, in exchange for your email ad-
dress.

Consistent and rapid
long-term growth

As I've already mentioned, dividend
growth over the last decade has
been close to 17% and the compa-
ny's impressive growth stretches
back much further than that. Its
growth has also been extremely con-
sistent, with revenues, earnings and
dividends per share increasing 85%
of the time over the last decade.

Some of this growth has come from
an increase in the UK DIY investor
market, with more people wanting to
choose their own investments rather
than handing that responsibility to



Casimiro PT / Shutterstock.com

WWW_.MASTERINVESTOR.CO.UK | MASTER INVESTOR IS A REGISTERED TRADEMARK OF MASTER INVESTOR LIMITED ISSUE 43 —OCTOBER 2018 | 51 @



an advisor or pension company. How-
ever, most of Hargreaves Lansdown's
growth has come by taking market
share from its competitors, and, today,
the company's share of the investment
platform market is an extremely dom-
inant 40%.

Low capital intensity, high
return on capital

Some businesses need to spend lots
of money on capital assets before they
can make a penny of profit. Some need
to build or refurbish shops, factories
or warehouses; some need to buy or
build equipment which they can then
lease or sell; others need to invest in
expensive infrastructure such as oil
rigs or telecoms networks.

Hargreaves Lansdown doesn't have
to do any of that. When the business
was getting started, all it needed was a
few desks and phones for its employ-
ees and a word processor and printer
to design and print newsletters and
envelopes. This makes it a capital-light
business, which has advantages and
disadvantages.

One advantage is that capital-light
businesses typically don't need to bor-
row to invest in future growth. With a
capital-intensive business like BT, if it
wants to offer '5G' services it will have
to spend untold millions developing
and rolling out the infrastructure. And
most of the time capital-intensive busi-
nesses like BT will borrow that money
on the assumption that the new infra-
structure assets will produce enough
of a return to pay back the debt and
still keep shareholders happy.
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With Hargreaves Lansdown, all it has to
do if it wants to upgrade its website or
sell a new unit trust is look at the reg-
ulatory implications, write some com-
puter code, train some employees and
do some content marketing and adver-
tising (I'm sure there's more to it than
that, but you get the general idea).
This all costs money too, but relative
to what BT spends to earn the same
amount of profit, it's peanuts.

If a company can combine low capital
asset intensity with some degree of
pricing power (i.e. compete primarily
on factors other than price, such as
product or service quality), then the
returns on those capital assets can be
huge.

“IT DOESN’T
TAKE A GENIUS
TO REALISE THAT
HARGREAVES
LANSDOWN IS A
VERY SPECIAL AND
EXTRAORDINARILY
PROFITABLE
COMPANY.”

In Hargreaves Lansdown's case, its
post-tax return on capital employed
(ROCE) has averaged more than 70%
over the past ten years. To give you
some context, the average return on
capital employed generated by con-
sistent long-term dividend-paying UK

companies is 10%, so it doesn't take a
genius to realise that Hargreaves Lans-
down is a very special and extraordi-
narily profitable company.

Being an extraordinarily profitable
capital-light business may sound like a
good thing (and it is), but it does have
disadvantages.

One disadvantage is that it's relatively
easy for start-ups to compete against
the major players. For example, if you
want to compete with BP then good
luck with that. You'll need to hire or
buy oil rigs, oil storage facilities, oil re-
fineries, petrol stations and all manner
of other very expensive assets. But
if you want to sell investments to the
public, all you'll need is a few desks
(and in the world of virtual offices you
may not even need that), some regu-
latory permissions, computers and so
on. It might cost you a hundred thou-
sand pounds or so to get set up, but it
won't cost you a hundred million.

So, in theory (and | think in practice for
the most part), the investment plat-
form market should be highly com-
petitive. But Hargreaves Lansdown's
growth rate and 70% ROCE suggest it
may not be competitive enough, and
that's another risk. In this case, the FCA
is currently conducting an investment
platforms market study, looking at
competition issues such as fee trans-
parency and the ease (or lack of) with
which clients can switch platforms.

But even with these disadvantages, |
would still rather invest in an excep-
tionally profitable capital-light business
than a weakly profitable capital-inten-
sive business any day of the week.

A bullet-proof balance
sheet with no debt or
pension liabilities

Another attractive feature of Har-
greaves Lansdown is that it has no debt
or pension liabilities. On the debt side
of things, this is a function of the com-
pany's capital-light nature. It doesn't
need to invest in lots of expensive in-
frastructure to grow, which means it
doesn't have to borrow money from
banks to grow.

Having zero debt is good because it
makes the company more robust. For
example, a large chunk of the compa-



ny's revenues come from fees which
are charged as a percentage of the
assets its clients have on its platform.
These assets are often invested in the
stock market which, as we know, can
go down very quickly when it wants
to, and that means those fee revenues
could go down very quickly as well. If
the stock market crashed and Har-
greaves Lansdown had lots of debt
or pension liabilities with fixed pay-
ment obligations, then its profits could
quickly turn to losses. But it doesn't, so
this isn't a major concern.

An exceptional company,
but is the price right for
income investors?

Hargreaves Lansdown is clearly an
exceptional company. It has basically
crushed its competition, repeatedly,
for several decades. It also has a long
and consistent record of dividend
growth, good dividend cover and no
debt, so the company is also an attrac-
tive candidate for dividend investors.

At the time of writing, Hargreaves Lans-
down's shares are trading for 2,220p,
giving the stock a 1.5% dividend yield.
That obviously isn't going to be of in-
terest to high yield purists, but, person-
ally, 1 like to invest in a range of divi-
dend-paying companies, from slower
growth companies with higher yields
to higher growth companies with lower
yields. For me, it's the balance of yield
and growth that matters, rather than
just the yield.

Hargreaves Lansdown PLC

“WITH A 40% SHARE OF ITS CORE
MARKET, WHERE IS ALL THAT FUTURE
GROWTH GOING TO COME FROM??”

As a ballpark target, I'm after a 10%+
annual return from my investments.
So, with a dividend yield of 1.5%, |
would need Hargreaves Lansdown to
grow its dividend by at least 8.5% each
year. For that dividend growth to trans-
late into capital growth, I'd also need
the dividend yield to stay the same (i.e.
a 1.5% dividend income plus 8.5% cap-
ital growth equals a 10% total annual
return).

Obviously, that's a hypothetical situ-
ation. The company's dividend won't
grow at 8.5% per year and the divi-
dend yield won't stay at exactly 1.5%.
All I'm trying to do is highlight the un-
derlying principle, which is that a lower
yield must be offset by higher growth
(through some combination of divi-
dend and capital growth) if you're to
achieve your desired returns.

So, how likely is it that Hargreaves Lans-
down can increase its dividend by 8.5%
a year over, say, the next ten years?

At first glance, 8.5% dividend growth
seems entirely achievable. After all, the
company grew its dividend by almost
17% per year over the last decade,
so 8.5% should be child's play. Well,
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maybe; but perhaps not. The company
only went public in 2007, and, in the
first few years, the dividend was dou-
bling every three years. More recently
the doubling time has increased to
every six years or so, giving a dividend
growth rate of around 9%, which is not
much more than 8.5%.

So yes, perhaps the dividend can grow
by 8.5% over the next decade, but
that's still a very lofty target, even for a
company as successful as Hargreaves
Lansdown.

And that success is perhaps another
barrier to future growth. With a 40%
share of its core market, where is
all that future growth going to come
from? I'm pretty sure that 100% market
share is as high as it gets, so it isn't go-
ing to come from market share growth.
Okay, so the market for DIY investors
is likely to grow and the company can
move into other related areas, but ex-
pansion into new areas is usually dif-
ficult because other companies have
already been serving those markets
for decades.

So, while it's possible that Hargreaves
Lansdown can grow by 8% or more per
year and double in size over the next
eight or nine years, it won't be easy;
perhaps it isn't even likely. But let's as-
sume the company does pull it off and
eight years from now it's twice as big,
with double the dividend. That's great,
but don't pull out the Champagne just
yet. To get a 10% return over those
eight years we need two things to hap-
pen: 1) the dividend grows by 8.5% per
year; and 2) the dividend yield stays
the same.

In this imaginary scenario, we've hit
the first target, but what about the
second? Why would the yield still be a
lowly 1.5% eight years from now? The
answer is that investors would have to
be as optimistic about the company's
future growth rate as they are today. In
other words, in 2024 (eight years from
now when the company is twice as big
as it is today), investors would have to
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“I WOULD VERY SERIOUSLY CONSIDER INVESTING IN
HARGREAVES LANSDOWN IF ITS SHARE PRICE FELL

BELOW 1,200P.”

expect the company and its dividend to
double in size again over the following
eight years.

Okay, so now we can see just how op-
timistic we have to be to accept a 1.5%
yield from this company. We have to
believe it can grow its dividend at 8.5%
(or more) not only for the next eight
years, but for the eight years after that
as well. We would have to believe that
Hargreaves Lansdown can quadruple
in size over the next 16 years, even
though it already has a 40% share of its
core market. That is serious optimism
and | am just not that optimistic, at
least when it comes to investing.

| think a more likely scenario is that
the company continues to grow and
perform well, but that its growth rate
will gradually decline towards aver-
age as the company gets larger and
larger. This is the eventual fate of all
large companies, especially ones that
already dominate their core markets.
Given that | have these lower growth
expectations, | need a lower price and
a higher starting yield before | would
consider investing.

My target price for
Hargreaves Lansdown

Target prices are not set in stone be-
cause the amount you should pay for
one company will depend on what else
you can put your money into at that
moment in time. Having said that, as
things stand today, | would very seri-
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ously consider investing in Hargreaves
Lansdown if its share price fell below
1,200p.

At that price the company would have
a dividend yield of 2.7%, which is much
closer to the 3.4% yield you can get
from a FTSE All-Share tracker. Even
this is a somewhat optimistic entry
price because it requires a long-term
dividend growth rate of more than 7%,
assuming you're aiming for a 10% an-
nualised return, as | am. When you add

it up over the years, though, 7% is a lot
more achievable than 8.5%.

A 1,200p target price means I'm look-
ing for a 45% decline in the company's
share price and I'll readily admit that
this seems unlikely anytime soon. But
you never know. BT has fallen by 50%
over the last three years, and Rolls-
Royce fell by more than 50% between
2013 and 2015, so even the 'best' com-
panies and the 'safest' shares can fall a
very long way in a short time.

The
Defensive

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 fact-

based, rather than speculative.

Johnis also the author of The Defensive Value Investor: A Complete Step-By-Step Guide to
Building a High Yield, Low Risk Share Portfolio.
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