Kraft's Bid for Cadbury: A Flake for Dividend Investors?

I have mentioned a time or two in the past that I have a weakness for British chocolate. (There's no accounting for personal taste, so I won't belabor the point.) Bona fide Cadbury CBY products aren't sold in the U.S. thanks to an unfortunate decision to delegate its brands to Hershey HSY decades ago, so I'm obliged to seek out import specialty stores to find Dairy Milks, Crunchies, and Flakes. Though I'll admit these treats are pricey to acquire, at least I'm making such decisions with my own money.

Apparently the senior management of Builder holding Kraft Foods KFT has a weakness for Cadbury too, but their attempt to buy Cadbury with shareholders' money--that is, our money--is discouraging to say the least. The price Kraft is offering is hardly a bargain, and completing such a purchase--Cadbury's directors having already rejected the bid--could cost still more, not least through a higher cash portion relative to stock.

In fact, I think Cadbury's use of the word "indulgent" to describe its Flake bars may be a fair summary of Kraft's move here. While obviously giving Kraft an opportunity to get bigger, I see nothing in this deal that stands to improve the prospects for Kraft's dividend. Indeed, it's possible--I might even say likely--that completing this proposed acquisition would require Kraft to reduce our dividend payments. My initial take is that Kraft is no longer a buy for our income-focused purposes, and as this saga unfolds, I may decide to sell.

Strictly from a strategic perspective, I can see why Kraft might want to own Cadbury. This leading confectionery maker has the potential to be a high-margin business with minimal private-label competition and an attractive foothold in some faster-growing developing markets. But even if Cadbury is an alluring takeover target, I don't believe Kraft has earned the right to do such a deal.

I approach almost all mergers and acquisitions with skepticism, but I'm willing to make exceptions for companies that have demonstrated an ability to deliver rewards for their own shareholders with such transactions. McCormick MKC is one such firm, whose steady diet of moderate, bolt-on acquisitions has helped the firm keep its per-share earnings and dividends expanding at a steady, rewarding clip. Or consider BB&T BBT, which just picked up the failed Colonial BancGroup from the FDIC. Having run its existing operations prudently before and during this downturn, I described BB&T's management as having earned the right to take on new challenges.

Unfortunately, Kraft has not distinguished itself with strong financial performance in the past few years. I bought the stock in 2007, mostly for its above-average dividend yield, but also as a turnaround candidate. Since such improvements are often slow to materialize, I have been patient while collecting a good and still-rising dividend payment. And, over the past few quarters, some operating and profitability metrics have picked up. Yet for all of Kraft's acquisitions and divestitures, restructuring charges and share repurchases during the past five years, per-share earnings (excluding all non-recurring items, despite their annoying tendency to recur) are barely changed from 2003-04 levels--and that despite having earned $6 billion more than was paid out through regular cash dividends.

Kraft means to improve Cadbury's profit margins, but let's back up and start with its own. In 2001 and 2002, Kraft's operating margins were a bit over 20%. In 2008, with revenues nearly 50% higher, its operating margin was less than 12%. It's true that commodity costs have gone up, inflating revenues and deflating margins, and much else has changed as well. Yet operating profits measured in dollars don't paint an encouraging picture, either. Perhaps 2001-03 marked an exceptionally strong period with around $6 billion of annual operating profits in those years. But even as Kraft's asset base has continued to expand, operating profits fell short of below $5 billion in 2007 and 2008. (Again, giving Kraft the benefit of the doubt, the figures above exclude all non-recurring items.)

Kraft's mixed record of managing its existing businesses becomes even more relevant when considering the necessity of cost savings to make a Cadbury acquisition work. Cadbury's current management hopes to improve its operating margins from the lackluster 10% range to 15%, but costly efforts in this direction have been under way for years with only limited success. The price Kraft is offering takes such a gain in profitability for granted while requiring still more synergies and cost savings on top. The benefit of these improvements would be paid up-front and in full to Cadbury shareholders, while Kraft's shareholders would bear the risks of financial shortfalls, operating disappointments, and distracted management.

Then there is the matter of signaling: What does a deal like this say about the future potential of Kraft's existing portfolio of businesses? CEO Irene Rosenfeld answered the rhetorical question of "why now" with a clever "why wait?" As far as I'm concerned, this is not a satisfactory answer. If Kraft is capable of putting up good earnings growth and improving profitability without acquiring Cadbury, why doesn't it just stick with its existing businesses? Why risk taking management's eyes off the ball in play? Or has Kraft, with operating profits and margins that have only recently shown modest improvement, already maxed out the potential of its current product portfolio? If so, Kraft may be in weaker shape than I thought.

But my biggest disappointment arrives in the form of weak support for the current dividend. On the company's conference call with U.S. investors, yesterday, CFO Tim McLevish was asked about Kraft's dividend. He said:

"We recognize the importance to our shareholders of maintaining a healthy dividend and we expect that we will continue to pay out a good dividend payout."
What he could have said, but distinctly did not say, was that the current dividend rate of $1.16 a share was to be maintained, or that continued dividend increases were a priority. I've heard this kind of wishy-washy statement regarding a firm's dividend before, and I don't like it. It could easily mark the first notice of an upcoming dividend cut. Should it succeed in acquiring Cadbury, Kraft would almost certainly have to devote more cash flow to debt reduction, leaving fewer resources with which to make dividend payments. Then again, maybe Kraft's management has decided that the dividend is already too large--even though these dividends have been the sole source of shareholder return in Kraft's history as a public company.

I would much prefer that Kraft concentrate instead on improving the performance of its existing businesses. A modest internal growth rate does not bother me in the slightest as long as a large dividend can round out an adequate total return for shareholders. It strikes me that Kraft would rather be bigger than better, or perhaps it sees no difference between the two. Maybe adding Cadbury to Kraft would make Kraft a better business as its management and competitors would view the matter. But I fail to see how it improves our dividend prospects as shareholders despite an obvious increase in risk.



A key event is coming up soon: Kraft's next quarterly dividend declaration. This has been the time of the year in previous years that Kraft has raised its dividend. A failure to raise the dividend by a meaningful amount--let alone a reduction in the dividend--would provide an unambiguous message as to management's intended treatment of shareholders. While I am not yet convinced that dumping Kraft quickly is a necessary step, I am watching this situation closely while evaluating alternative uses of the Builder's capital.

Best regards,

Josh Peters, CFA
Equities Strategist
Editor, Morningstar DividendInvestor
Disclosure: I own shares of Kraft in my personal portfolio.
