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New This Month
Last chance for the II CAPS 

contest! Find your best dividend-
paying winner Ñ or loser Ñ and 
throw it in the contest pool by Dec. 31 
for a chance to win a free year of II. 
Better at the gift of gab than the gift of 
grabbing profits? Whoever pens the 
best investment pitch scores Stocks 
2007 Ñ gratis. You can find the CAPS 
link on the II home page.

This month weÕre offering up a 
holiday twofer of dividend variety. 
American Capital Strategies  
engages in middle-market and 
mezzanine finance, angling for more 
aggressive returns (and paying a 
higher dividend) than steady, sound 
South Jersey Industries, an up-and-
coming gas utility.

Income Ideas

American Capital Strategies 
   (Nasdaq: ACAS)
South Jersey Industries (NYSE: SJI)
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Let Us Know

Got questions? No need to stay in 
the dark. Jump over to our discus-
sion boards and chat with the helpful, 
smart, and experienced members of 
the II community. You donÕt even need 
to come armed with a question; weÕve 
got boards for just shootinÕ the breeze 
and introducing yourself.

If you have a question about 
your subscription, send an email to 
membersupport@fool.com.

Dear Fellow Fools,

Winter brings many things: snow (depending on where you live), holidays, 
and a statistically advantageous time for the stock market. But it’s the second 
item on the list — holidays — that carries the most weight. Life is short, and 
frankly, who wants to spend precious time agonizing about money? Responsible 
financial management, which includes investing, is both essential and sadly 
uncommon. Having an effective game plan lets you not worry about money 
— at least sometimes. And this should be one of those times. Enjoy the holidays 
while they’re here.

Helping you build that effective game plan is what II is all about, and to that 
end, in this issue you’ll find two new recommendations that will help you rest 
easy. And, as always, we’ve also packed the issue with lots of information to 
broaden your investment horizons.

In our Income Investor Q&A, Jim Fink provides a great primer on business 
development companies (you’ll see why in a moment), a class of equities that 
suffered from an arguably overblown perception of risk a few years back. 
However, overall the class has performed well throughout its history.

Ever wonder why companies sometimes pay dividends in stock instead of 
cash? Jim gets to the bottom of this strange phenomenon in Cash Flow Corner.

In Close Calls, Nick Kapur pops the question. No, not that question. He 
lays chewing tobacco maker UST (NYSE: UST) — a stock likely to be a solid 
investment — on the table and asks: How might socially responsible investing 
(SRI) apply to UST? SRI isn’t the clearly defined issue that many assume it is, 
so we thought it deserved a closer look.

This month’s investment recommendations come from different corners of 
the dividend universe. We’ve got a dividend stalwart: a utility company that 
operates in a region of New Jersey that’s growing at nearly twice the national 
average. You’ll also find a rich dividend payer coming from the aforementioned, 
and seldom-discussed, business development company ranks. Since its humble 
beginnings in its CEO’s apartment 20 years ago, this company has risen from 
pipsqueak upstart to a monolith of mezzanine finance, recently edging out the 
long-standing industry leader for top spot on the totem pole.

This might sound odd coming from an investment newsletter writer, but over 
the holidays, try not to think about money too much. As always, the II team 
will be watching over the selections, freeing you up to focus on what’s most 
important this time of year.

Season’s greetings from me and the whole Income Investor gang: Jim, Mike, 
Alissa, Denise, Nick, and Alison.

With 
James Early
Motley Fool 
Senior Analyst

http://www.incomeinvestor.fool.com
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FIGURE 1: QUARTERLY DIVIDEND HISTORY

Source: American Capital Strategies.

American Capital Strategies

This BDC finances companies 
with mid-level capital requirements.

Why buy: Access to the 
cheapest capital helps this 
company dominate.

When to buy: Around $45.

When to sell: If CEO Malon 
Wilkus departs without a worthy 
successor, or if unsavory valuation 
practices surface.
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Nasdaq: ACAS

Bethesda, MD

Ph: 301-951-6122

www.americancapital.com

Recent Price: $45.00

Current Yield: 7.9%

Valuation: $48.00

If you’re like most investors, you’ve never heard of busi-
ness development companies (BDCs), an investment class 
with nearly tax-free status and the goal of increasing public 
funding for small- and middle-market companies. BDCs 
have beaten the S&P 500 by 14 percentage points over the 
past five years, according to FactSet. (You can read more 
about them in this month’s Income Investor Q&A. In fact, 
I promise not to hate you if you read that section first and 
then come right back.)

Our first pick is the bully on the middle-market finance 
block. By combining access to the lowest-cost capital and 
a one-stop financing shop, American Capital Strategies 
(Nasdaq: ACAS) is becoming the Wal-Mart of the middle 
market. It’s already eclipsed former big dog Allied Capital 
(NYSE: ALD), and with its reputation for aggressive deal 
seeking and top-notch operational expertise (BDCs must 
provide business help to companies they invest in), it’s 
poised to deliver strong returns. The comany’s returned an 
annualized 22% to shareholders since its 1997 public debut 
and pays a solid 7.9% dividend (see Fig. 1).

American Capital Õs Money-Making Game
But let’s back up — just what is this middle market? 

Definitions differ slightly, but for American Capital, it 

generally means firms with enterprise values (total debt 
and equity minus cash) in the $20 million to $500 million 
range. American Capital provides debt and equity financing, 
shooting for returns higher than those earned by banks but 
not quite as high as private equity funds.

The company finances a tremendous variety of mid-size 
companies. Current and former clients include oven maker 
and three-time Motley Fool Hidden Gems recommendation 
Middleby (Nasdaq: MIDD), football helmet maker Riddell, 
and Bumble Bee SeaFoods. The company so prides itself on 
being a Wal-Mart-esque shop for middle-market buyouts 
and financing that it’s trademarked the somewhat cheesy 
“One-Stop Buyouts” slogan.

Doubters of BDCs gripe that private equity valuations 
are mysterious, leaving the door open for companies to 
assign overly optimistic values to their holdings. But BDCs 
have been using external auditors for several years, and 
in American Capital’s case, comparing real-world market 
prices of investments sold or otherwise exited to what the 
company claimed those investments were worth reveals 
that it actually exited investments at 2% more than their 
carrying values. In other words, American Capital has a 
record of slightly understating values on its books. And the 
company’s transparency is unmatched in the BDC world.

That American Capital can access cheaper capital than its 
peers can is crucial. In fact, it is one of the few buyout funds 
capable of issuing investment-grade debt. It’s also a stellar 
operator, having earned an 18% average return on its exited 
investments. And that’s only half the pie.

The rest is the fragmented market in which the company 
operates. It has 5% of the market, which it shares with 
more than 750 private equity funds and a handful of other 
BDCs. That leaves plenty of growing room. And if public 
equity can be likened to eBay — an efficient environment 
in which the best buyer and seller are readily matched 
— private equity is the equivalent of regional classified 
ads. It’s an inefficient mess in which most participants are 
struggling to raise money, find deals, and even provide their 
own administrative support.

Finally, management quality can be every bit the equal of 
valuation, and I especially like founding management. In true 
American dream fashion, CEO Malon Wilkus founded this 
company in 1986, in his apartment. And he’s still there.

WhatÔs Next?
“Public” private equity may be an oxymoron, but it’s 

also a big part of American Capital’s plans. The company 
already makes plenty of equity investments as part of its 
daily work, but it’s pursuing an even more direct strategy of 
private equity asset management. Right now the company 
has two funds (partly started with its own seed money), and 
eight more are in the works.

Coming from the hedge-fund world, I know a thing or 
two about outrageous fees, and private equity fees are neck 
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Q&A: American Capital
We’re shaking things up a little in this month’s 

Q&As. Instead of me answering the questions, I asked 
them, and Tom McHale, American Capital’s senior 
VP of finance answered.

James Early: What’s the best evidence of your 
company’s good management?

Tom McHale: Consistent performance for our 
shareholders and the ability to evolve the company 
while expanding our market presence. Since 1997, 
we’ve paid out $1.3 billion in dividends and provided a 
22% annualized return to shareholders, while growing 
our dividend every year.

JE: What’s been American Capital’s biggest 
mistake?

TM: Our biggest mistakes have been those select 
investments that did not generate positive returns. 
Our losses on individual investments, however, have 
been outweighed by the gains we’ve generated over 
the past nine years. Since our IPO we’ve generated 
cash-on-cash returns of 18% on investments in senior 
debt, subordinated debts ,and equity, and a 28% IRR 
[internal rate of return] solely on equity investments.

JE: Where do you see the company in five 
years?

TM: We’re currently the only publicly traded man-
ager of private assets in the U.S. Last year we launched 
European Capital, a private equity and mezzanine fund 
with over $2 billion of capital resources and recently 
raised American Capital Equity I, a $1 billion private 
equity fund. American Capital affiliates manage both 
funds. Our strategy is to continue to develop managed 
funds of external capital to invest in private assets.

JE: What worries you the most these days?
TM: If changes in the economic environment will 

impact our portfolio and potential investments. During 
2006, our portfolio has been performing well. To miti-
gate our industry exposure, we maintain a portfolio 
diversified over 170 companies.

JE: Are there any common misconceptions about 
BDCs you’d like to dispel?

TM: We are not a lender of last resort. Our in-
vestments provide financing for leveraged buyouts. 
Therefore, the companies we invest in must have high 
sustainable cash flows and be able to attract other 
financing. Our typical portfolio company is a business 
with an average age of 32 years, $108 million in rev-
enue, strong cash flow coverage, and credit metrics.

Get even more discussion at incomeinvestor.fool.com!

and neck with those of hedge funds — typically 2% of 
the principal plus 20% of the gains yearly. Moreover, that 
guaranteed 2% comes year in and year out, meaning asset 
management is a consistent fee generator.

What Could Go Wrong?
The biggest risk to American Capital is an economic 

slowdown, which could hurt its portfolio valuations. Buyout 
activity has been brisk the past few years, and although a 
slowdown would let the company pick up new investments 
on the cheap, overall valuations would likely decline. 
Along those lines, in spite of the external auditors, there’s 
always some risk that the company is carrying investments 
at overly optimistic values.

The company has done a great job of getting access to 
deals thus far, but if it ran into sourcing trouble, returns 
would suffer. The excitement and money flooding into 
private equity these days could push valuations on poten-
tial deals into unattractive territory. Rising interest rates 
could pinch lending in general, although American Capital 
engages in interest rate swaps and asset/liability matching 
to reduce exposure to rate movement. But because the firm 
plays so many roles, it’s liable to compete with — i.e., 
upset — current or potential borrowers in the form of pri-
vate equity funds. Finally, it’s at least worth noting that the 
company must issue new equity often, to raise money.

Valuation
I value American Capital at $48 per share, although other 

investors may consider it more fully valued given that the 
stock trades around 1.6 times net asset value (that’s on the 
high side for a BDC). Being 10% undervalued might not 
seem like much, but the company provides a 7.9% dividend 
to keep you warm while you wait for capital appreciation. 
It’s hard to find a free lunch these days, and with a dividend 
that large and stable, I don’t have a problem with more 
modest capital appreciation.

Final Though ts
American Capital is the low-cost behemoth, but compa-

nies have been taking its financing even when it’s not offering 
the best numbers. Why? Because it has a critical mass of 
in-house operational expertise, and that can mean the differ-
ence between success and failure for a growing company.

American Capital is burning the efficiency candle at 
both ends. When you’re the big boy in a well-performing 
industry — with privileged access to the cheapest capital 
and a huge support staff — things are likely to go your way. 
Ditto for your investors.

Almost all of American Capital’s dividend payment is 
ordinary income, making this stock appropriate for an IRA. 
Give strong consideration to its DRIP — the 5% discount 
is nothing to sneeze at. Visit the company’s website to get 
the skinny.  
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South Jersey Industries

This small utility provides 
natural gas to customers in 
southern New Jersey.

Why buy: This little-known gas 
utility is parlaying monster growth 
into dividend increases.

When to buy: Below $34.

When to sell: If demographics 
shift and the near-3% annual 
customer growth falls precipitously, 
or if top management departs.

!
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!

!

NYSE: SJI

Folsom, NJ

Ph: 609-561-9000

www.sjindustries.com

Recent Price: $33.00

Current Yield: 3.0%

Valuation: $36.00

On the tiny Melanesian island of Dobu, a boy crouches 
in a tree, trembling. “Jump!” the senior tribesmen shout. 
The tree is surrounded by deadly wooden spikes. The boy 
knows that if he jumps, he impales himself.

He jumps. The elders, who underwent this secret rite 
of passage, too, quickly pull hidden strings to flatten the 
spikes, saving the boy’s life. It was all a ruse, a test of trust. 
Whether he lost control of his bladder is immaterial: This 
boy is officially a man of Dobu.

Income investing has a rite of passage, too, only less 
involved. It’s called a utility company. Owning a utility is 
far from mandatory, but utilities are a staple of the dividend 
investor’s diet. Lately, investors have been stocking up, 
which has bolstered prices. Today’s selection has risen with 
the tide, but it has the growth potential to deliver strong 
returns and strong dividends in any environment.

Growth in South Jersey
Gas utility South Jersey Industries’ (NYSE: SJI) story 

is growth. It all begins with customer growth, which runs 
1.5% annually for the typical gas utility (national average). 
South Jersey’s customer growth is almost double that at 
2.8%, thanks to ongoing Atlantic City refurbishment and 
general population increase. The company is shooting 

for a 6% to 7% annual rise in earnings for a good while, 
and its profitable unregulated operations such as landfill 
methane power generation and wholesale gas marketing 
and transportation should help it reach that goal. Though its 
regulated utility business delivered about 75% of operating 
profit last year (see Fig. 1), these unregulated endeavors are 
on the rise and will likely pack juicy margins.

And then there’s the dividend growth (see Fig. 2), which 
is — admit it — what most of us are here for. The company’s 
dividend-friendly board has just raised the targeted range 
for annual dividend growth from 3% to 6% to at least 6% 
to 7%. In fact, on Dec. 1, the board raised the payout a 
whopping 9%. I like these guys.

South Jersey Industries is widely regarded as a well-man-
aged company. CEO Ed Graham has been with the company 
since 1981, and CFO David Kindlick has been there since 
1989. The two have been focusing the unregulated business 
on core competency areas and bringing more stability to the 
balance sheet and income statement.

The company was recently allowed to decouple recovery 
of cost of service (utilities make infrastructure investments 
and are allowed, through rates, to recoup operating costs 
and earn a return on equity) from the volume of gas it 
distributes. Sounds complicated, but it’s actually straight-
forward. Gas utilities don’t mark up the cost of gas itself, 
but they do typically levy fees based on the volume of gas 
used to recover distribution costs and return on investment. 
This means that they take in less during periods of lower 
gas usage. Under the new plan, the company will get paid 
based on the number of customers served, not the amount 
of gas they use. In industry parlance, the company has 
“decoupled” its profit from volume. The end result is more 
predictability for both the company and its customers.

Also worth noting: More than 90% of South Jersey 
Industries’ customers are residential. This has a few ben-
efits. Large industrial customers can often use competing 
fuels, depending on price. Folks like you and me tend to 
stick with what’s plugged into our houses. And though retail 
choice officially exists, energy deregulation has flopped 

FIGURE 1: 2005 OPERATING PROFITS

Source: Capital IQ.

FIGURE 2: DIVIDENDS AND PAYOUT RATIO

Source: Capital IQ.
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South Jersey Industries’ CEO, Edward Graham, 
offered some insight into the company’s goals, its 
regulatory environment, and its prospects.

James Early: What keeps you up at night?
Edward Graham: To continue to deliver superior 

returns to our investors, we can’t accept the status quo. 
We have to constantly look for more efficient ways to 
conduct our existing businesses and to identify new 
revenue streams from our core competencies.

JE: How would you describe your current regu-
latory environment?

EG: Very positive. The New Jersey Board of 
Public Utilities recently approved our request for a 
decoupling clause that effectively protects our utility 
from any reduction in customer gas usage rates. This 
is cutting-edge in our industry, not only protecting our 
profit margins, but enabling the utility to become a 
strong proponent of conservation.

JE: What have been some of the company’s mis-
steps, and what have you done in response?

EG: As has been pretty common in the utility 
industry, we had our share of misguided diversifica-
tion moves. Since 1998, however, our non-utility 
activities have been [our] growth engine, delivering 
average annual earnings growth of over 17%. That 
performance coincided with the adoption of, and strict 
adherence to, a strategy that focused our non-utility 
businesses solely in the energy field where our core 
competencies lie. Just as importantly, we have con-
centrated our efforts within markets we know well and 
have leveraged existing relationships to maximize our 
competitive advantage.

JE: Anything about South Jersey Industries that 
people misunderstand, or don’t give proper atten-
tion to, in your opinion?

EG: I would say that people still don’t fully grasp 
the performance strength of our non-utility businesses 
and, at the same time, the ways in which we carefully 
manage risk there. Those who take the time to know 
[the company] are pleasantly surprised at the annuity-
like income streams these businesses produce and the 
steps we have taken to avoid risk.  

Q&A: South Jersey Indus.

Get even more discussion at incomeinvestor.fool.com!

in New Jersey, meaning South Jersey Industries is, for all 
intents and purposes, the only game in town.

Speaking of games, South Jersey Industries does have 
one large customer — Atlantic City’s Borgata casino. The 
utility burns methane emanating from a local landfill to pro-
vide the casino with electric power. South Jersey Industries 
scores a nice tax credit. This is win-win for everyone, the 
environment included.

Risks
Valuation, as discussed below, is probably the biggest 

risk at the moment. Though I calculate the stock to be 
mildly undervalued, investors could sour on utilities for a 
while. In the long term, I’m quite confident South Jersey 
Industries will prevail, but changing public sentiment could 
create some catch-up work for the stock.

Standard utility risks — not any more noteworthy in 
South Jersey Industries’ case, but worth mentioning — in-
clude regulatory changes and customer nonpayment. High 
gas prices and warm weather drive people to conserve, 
and while South Jersey Industries’ profit-decoupling deal 
mitigates the impact of conservation efforts on the regu-
lated side of its business, the deal is just a three-year pilot 
program and does not protect the unregulated businesses.

Finally, slower demographic growth in the company’s 
service area would slow its metrics.

Valuation
South Jersey Industries does not come as cheaply as I’d 

like. It wasn’t long ago that it posted a new 52-week high. 
I value the stock at $36 per share — about 10% above cur-
rent prices. In the case of a utility, even a fast-growing one, 
there’s relatively less growth to (over)pay for, meaning we 
won’t be receiving a whole lot of upward volatility — the 
good volatility (like cholesterol, volatility comes in good 
and bad varieties) — but we should also miss out on a 
sudden exploration of the downside.

Bott om Line
A gas utility is not the sexy stock that woos you into 

a whirlwind profit-making tryst. But that comparison is 
romanticized to begin with: Those sexy stocks are statisti-
cally likely to be disappointments and not the best choice 
for a lasting relationship. South Jersey Industries is ideal 
for investors who fancy steady, regulated results.

Feeling thrifty? South Jersey Industries’ DRIP offers a 
2% discount. See the company’s website for details.  

Motley Fool Income InvestorTM (ISSN: 1546-5057 print version, 1546-5055 online version) is published monthly by The Motley Fool, Inc., 2000 Duke Street, Alexandria, VA 22314. Phone (toll-free):
1-888-665-3665. Website: www.fool.com. Email: membersupport@fool.com. Please email or call for questions about your subscription. Editor: Denise Coursey, Managing Editor: Roger Friedman, Product
Manager: Alissa Territo, Business Manager: Peter Jacobstein, President: Scott Schedler, Designer: Alison Figueroa, Distribution Manager: Barry Chambers, Subscription $199 per year. © Copyright 2006 by 
The Motley Fool, Inc. All rights reserved. Photocopying, reproduction, quotation, or redistribution of any kind is strictly prohibited without written permission of the publisher. Motley Fool Income Inves-
torTM bases recommendations and forecasts on techniques and sources believed to be reliable in the past and cannot guarantee future accuracy and results. The Motley Fool is a company of investors writing 
for investors and, as such, its analysts may own stocks mentioned in the Income Investor newsletter. For a complete list of stocks owned by any Motley Fool writer or analyst, visit http://www.fool.com/help/
disclosure.htm. The Motley Fool, Fool, and Foolish are registered trademarks of The Motley Fool, Inc. Unless otherwise indicated, the authors do not own shares of companies discussed in this issue.



Income Investor Q&A

Cash Flow Corner : Cash vs. Stock Dividends
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Q: What are business development companies (BDCs)?
A: Congress created BDCs in 1980 to encourage the 

flow of public equity capital to private business. Like real 
estate investment trusts (REITs), BDCs are not taxed at the 
corporate level as long as they pay out to shareholders at 
least 90% of their taxable annual net income each year and 
derive 90% or more of their gross income from dividends, 
interest, and capital gains on securities. Consequently, 
BDCs can offer investors much higher dividend yields than 
many other types of investments.

Congress allows BDCs and REITs to avoid double taxa-
tion in order to promote public policy. In the case of BDCs, 
the public policy is to encourage public investment in small 
and financially troubled businesses that often find it diffi-
cult to obtain financing from banks and the public markets. 
To qualify as a BDC, at least 70% of the company’s assets 
must be “qualified” — securities from a private or public 
U.S.-based company that does not have any of its securities 
listed on a national exchange. The Securities and Exchange 
Commission is currently seeking comment on whether to 
expand qualified assets to include small public companies 
on national exchanges.

BDCs are also required to offer “significant manage-
rial assistance” to their portfolio companies, similar to a 
venture capitalist (VC). Also like a VC, a BDC assumes 
more risk and consequently gets to invest at a much lower 
valuation than would be available in the public markets. 
Investors in BDCs are afforded statutory safeguards, which 
require the BDC to diversify its investment portfolio, limit 
its debt-to-equity ratio to 1 or less, and re-value its private 
investments every quarter.

As with REITs, the elimination of double taxation comes 
with a string attached — much of the cash a BDC distributes 
to shareholders is considered ordinary income and is taxed 
at an investor’s higher income tax rate rather than at the 
15% rate for qualified dividends. For this reason, it usually 
makes sense to hold a BDC in an IRA, where taxes are 
deferred. Distribution percentages of ordinary income and 
long-term capital gains (which are taxed at a lower rate) 
vary among BDCs.

BDCs also vary in the types of industries they invest in. 
Having confidence in a BDC’s management to make the 
right decisions and value its portfolio accurately is critical 
to a successful BDC investment. Choose wisely.  

About half of U.S.-listed firms pay cash dividends, but 
only 8% pay stock dividends, according to a Fama and 
French study. Why would a company — or an investor 
— prefer one over the other? And what’s the difference?

A stock dividend is similar to a stock split — a company 
issues new shares to stockholders in some proportion to the 
shares outstanding. If a company pays a 5% stock dividend, 
each shareholder will receive one new share for every 20 
shares they own. So a shareholder with 100 shares will own 
105 shares after the dividend is paid. The total value of the 
firm does not change (see table below).

Neither a cash nor a stock distribution changes the 
shareholder’s net worth in the company. Cash-rich firms 
favor cash dividends, while growing firms or firms seeking 

to reduce their share prices may opt for stock dividends. A 
stock dividend is normally not taxable until sold, but a cash 
dividend is immediately taxable.

Stock dividend proponents argue that a stock dividend 
gives shareholders maximum flexibility — if they want 
to reinvest in the business tax-free, they can hold onto the 
stock. If they want to cash out, they can sell the shares. 
Cash dividend proponents argue that requiring a company 
to return cash imposes fiscal discipline and prevents the 
company from squandering shareholder wealth.

Others argue that you don’t need either dividend to 
cash out because you can always sell existing shares. It all 
comes down to your view of management, the company’s 
cash needs, and your own cash needs.  

Sample Total Value Comparison
 Cash Dividend Stock Dividend
Stock Price Before Dividend $10 $10
Cash Dividend Per Share $0.50 $0
Number of Shares Before Dividend 100 100
Number of Shares After Dividend 100 105
Stock Price After Dividend $10 Ð $0.50 = $9.50 $10 * (100/105) = 9.50
Total Value After = Shares After  * Stock Price After + Cash Dividend  100 * $9.50 + $50 = $1,000 105 * $9.5 + $0 = $1,000
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That said, I think the company is a little pricey these days 
and sports a risk profile that could be substantial. A guilty 
verdict in a significant lawsuit or changes in regulations 
could really hamper earnings, which is a possibility consid-
ering the new Democratic leadership in Congress. And that 
reality brings us to the meat of this discussion.

The SRI Debate
Wouldn’t it be nice if SRI — or any of life’s ethical or 

moral dilemmas — were clear-cut decisions? Unfortunately, 
that’s just not the case. However, if the business case for 
UST sounds appealing but you’re wrestling with your 
conscience, here are some things to keep in mind.

Things that might make you feel better:

 l UST has not yet been found liable in any mega-law-
suits as a result of its marketing campaigns, although 
it is currently a defendant in several lawsuits and has 
agreed to pay damages as part of settlements.

 l If the company has not deceived people about the 
risks associated with using the product and it is not 
intending to solicit the business to minors, then 
perhaps it has done its part.

 l Consider where the argument for SRI ends for you. 
If you choose not to invest in UST, should you also 
avoid McDonald’s (obesity), Ford (air pollution), 
and Las Vegas Sands (gambling)?

 l Smokeless tobacco does not appear to have the 
catastrophic health effects that cigarettes do. I do 
not want to trivialize the maladies that can occur 
(including mouth cancer), but they just aren’t on 
the same scale in terms of frequency or mortality as 
those suffered by smokers.

Things that may ward you off:

 l The company is big tobacco, no matter how you 
package it.

 l Consider how the company will use your invest-
ment. How would you feel if your dollars went to a 
campaign that sensationalized tobacco use?

 l Intended or not, much of UST’s marketing appeals 
to youths. According to tobaccofreekids.org, nearly 
16% of high school boys in 1997 used smokeless 
tobacco products, and its largest current market has 
shifted from older men to young men. (In the interest 
of full disclosure, I used UST’s products during high 
school and college, and I can attest to their brand 
appeal to young people.)

 l Not investing in UST could be the simplest way to 
show the industry that you condemn its practices.  

In this month’s Close Calls, we focus on a single com-
pany: UST (NYSE: UST). Operationally, the company 
that brings us Skoal and Copenhagen has a lot going for it, 
but it’s featured here because it’s a door to a much bigger 
issue: socially responsible investing (SRI). SRI does not 
have clear borders. For example, an investor may eschew 
DeBeers for its role in the diamond trade yet buy stock 
in an industrial company without knowing that industrial 
companies use 70% of diamonds.

Even in an industry that seems more clear-cut — to-
bacco, for example — smart people differ. Some contend 
that investing in companies with harmful products isn’t 
much different from harming people directly. Others, like 
Wharton professor Jeremy Siegel, think differently. “I 
don’t like tobacco one bit, but I don’t mind making money 
off adults who choose to use it,” to paraphrase Siegel at the 
Fool’s most recent investment conference. 

Certainly, no one has all the answers, but UST gives us 
an interesting — and promising — investment idea through 
which to explore some facets of SRI.

The Business Case
UST is the corporate parent of chewing tobacco stal-

wart U.S. Smokeless Tobacco. The company offers some 
of the most familiar brand names of chewing tobacco 
— Copenhagen, Skoal, and Rooster — and it also has a 
rather expansive wine distribution segment.

With sales consistently more than $1.5 billion for the 
past three years, and increasing net incomes over the same 
period, the company’s sales look strong and won’t soon 
dissipate. As a dividend payer, UST is impressive: It has 
paid cash dividends without interruption since 1912 and 
has increased its dividend every year but one since 1965. 
Its current yield is 4%.

UST’s wine segment offers a promising source of new 
organic growth. Sales in that segment have grown 27% in 
the past two years, compared with the tobacco segment’s 
4%, and represented 13.4% of total revenues last year. 
Furthermore, the wine division is certainly less prone to 
some of the high-risk factors associated with the company’s 
tobacco revenues (i.e., litigation and legislative reform).

In general, the company is doing well marketing toward 
smokers who consider smokeless tobacco to be a healthier 
— or at least safer — alternative to smoking. While there 
are obvious questions as to the legitimacy of such thinking, 
for every 1% of smokers who switch to chewing tobacco, 
the potential consumer base for UST surges 10%. If the 
company is too successful with this marketing technique, I 
suspect it will find numerous government agencies investi-
gating just how much safer chewing tobacco actually is.
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BAGGERS & LAGGERS

RECOMMENDATION REPORT CARD CLOSET DIVERSIFICATION

Like to buy American? You may already have more international diversiÞca-
tion than you think. For instance, New York City-based Pfizer (NYSE: PFE), one 
of the most commonly held stocks, brings in 48% of its revenues from outside 
the U.S., according to Capital IQ. For McDonald’s (NYSE: MCD), that number 
is 66%. And II selection Heinz (NYSE: HNZ) and Coca-Cola (NYSE: KO) score 
a whopping 52% and 71%, respectively, of their revenues from locales outside 
North America. Conversely, 68% of Brazilian jet maker Embraer’s (NYSE: ERJ) 
sales — which are largely U.S.-dollar-denominated — are from a category it calls 

“The Americas without Brazil,” which is presumably dominated by the U.S. Clearly, 
global investing is here to stay.

BOTTOM 5 PERFORMERS
"
(23.6%)
Popular (BPOP)
Issue: 7/05

"
(17.2%)
La-Z-Boy (LZB)
Issue: 12/04

"
(16.4%)
Telef—nica CTC Chile (CTC)
Issue: 4/05

"
(10.7%)
American Financial (AFR)*
Issue: 2/04

"
(5.3%)
France Telecom (FTE)*
Issue: 9/05

TOP 5 PERFORMERS
#
148.5%
AllianceBernstein (AB)
Issue: 9/04

#
111.6%
AMVESCAP (AVZ)*
Issue: 11/04

#
87.0%
Constellation Energy (CEG)
Issue: 7/04

#
80.3%
TXU (TXU)
Issue: 12/04

#
78.8%
Posco (PKX)
Issue: 5/05

MOST RECENT RECOMMENDATIONS

Issue Company Ticker Company Ticker

1/07 American Capital  ACAS & South Jersey SJI

12/06 Alliance Res. ARLP & Limit ed Brands LTD

11/06 TEPPCO TPP & Norsk Hydro NHY

10/06 New York Times NYT & Wash. Mutual WM

9/06 United Parcel Serv. UPS & Sysco SYY

8/06 Lee Enterprises LEE & Cedar Fair FUN

!

!

!

!

!

!

BEST BUYS NOW

BRAVO (BEST RISK-ADJUSTED VALUES)
Issue Company Ticker Valuation Est.

8/04, 6/06 Telecom New Zealand NZT $27.00

5/05 Chunghwa Telecom CHT $21.50

10/05 GlaxoSmithKline GSK $57.00

7/05, 8/06 Cedar Fair FUN $34.00

9/05, 2/06 France Telecom FTE $34.75

PURE (POTENTIAL UPSIDE, RISK EXCLUDED)
Issue Company Ticker Valuation Est.

9/05, 2/06 France Telecom FTE $34.75

12/04 La-Z-Boy LZB $16.00

8/06 Lee Enterprises LEE $37.00

1/04 National City NCC $44.00

12/06 Alliance Res.  ARLP $44.00

We consider this issue’s recommendations to be the best opportunities for new 
money now. We do not include them in these rankings in order to give you a 
broader range of possible investments.

!

!

!

!

!

!

!

!

!

!

Excluding sold positions. *AVZ was also recommended in the 2/05 issue. FTE was also rec-
ommended in the 2/06 issue. AFR was also recommended in the 2/06 and 4/06 issues. This 
is not an endorsement to buy any of these stocks. It is simply a snapshot of our companies’ 
performance to date.

SCORECARD

Details on all recommendations available at IncomeInvestor.Fool.com

All scorecard data as of market close 12/18/06

Excluding sold positions.

59%

44 beating  
the market

30 lagging 
the market

41%

AVERAGE RETURNS

0% 5% 10% 15% 20% 25% 30%

Since inception, includes sold positions.

Income Investor’s Returns  29.4%

S&P 500  21.7%

!

!


