Why dividend growth?

The only thing that gives me pleasure
is to see my dividend coming in.

“

“

The wealth benefits of dividends

The words of John D. Rockefeller do not exactly warm the cockles of your heart but, as one of the wealthiest men to
have walked the earth, it is no accident that the arrival of his dividend brought with it a great sense of satisfaction.
Dividends have long been cherished by canny investors - and not without good reason. Dividends are seriously good
for your wealth, being as they are the most significant component of long-term equity returns.
We have made the case for investing in equities over other asset classes elsewhere and don’t propose to rehearse the
same arguments here. Suffice to say that when it comes to carefully selecting a portfolio of publicly listed equities
from the global population of some 3,000 stocks, Dundas focuses on those we judge capable of sustained future
dividend growth. Let us explain why.
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Following the money
The notorious mid-20th century American criminal, Willie Sutton, when asked why he robbed banks, is said to have
replied: “Because that’s where the money is.”
If Sutton had applied the same logic to investing his ill-gotten gains in the stock market, he would have concluded
that companies with a growing dividend were where the greatest rewards could be found, and with virtually no
attendant risk of incarceration.
Dividend growth and reinvestment transform an agreeable rate of return into an excellent, inflation beating longterm formula. According to a study by MSCI, nearly 65% of the total returns from equities in the All Country World
Index between 1994 and 2015 can be attributed to dividend growth alone . Less than seven per cent came from
capital appreciation, or changes in the stock price.
Together, dividend yield and dividend growth combine to generate more than 90% of long-term equity index returns.

Sources of growth of global equities over the short and long terms
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One share, two returns
Equity investors receive two types of return, first via capital appreciation – that is, a rising share price - and second
from the dividends paid out by the companies held in their portfolio.
The first of those factors captures most of our attention, despite the latter having much more of an impact on longterm returns, as illustrated above. In fact, dividends remain largely invisible to many investors because their impact is
often concealed within pension funds and reinvested in the stock when they are paid.
The mainstream media reports each day on the rollercoaster ride of stock market moves but rarely documents
dividend developments, unless a perennial paymaster slashes its plans, sending shockwaves through the market.
Dividend growth seldom hogs the headlines but it is often the unsung hero of the piece; a silent force driving the
long-term return.
That focus on fluctuating share prices is understandable in the short-term, given the volumes of stocks being traded
for capital gains, their propensity for daily drama, and the relatively small part played by dividends in a single year’s
returns (11.4% Vs 51.1% for value adjustments, as per chart above).
However, for those of us more interested in tracking tidal changes than individual waves, dividends promise a stable
narrative development over time, proving far more dependable than stock prices over several years, and far less
volatile, as evidenced in the graph below.
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Back to accounting basics
It is one thing to acknowledge that the data leads us Sutton-like towards dividends as the source of the loot, quite
another to select those stocks that are the best delivery vehicles for those dividends. Today, simply finding a bank in
a town centre is difficult enough, never mind robbing the place, and the task of identifying the right dividend paying
stocks is similarly fraught. Here’s how we approach that challenge.
Dividends are paid to shareholders from company profits. So, for long-term investors, profit after tax is the material
metric in any set of accounts because that figure is essentially the amount of new equity capital that has been
generated in the course of the business plying its trade.
One of the most important decisions for a company’s board and management team is how best to deploy that new
equity capital. Broadly speaking, there are two options: distribute it to shareholders; or retain it in the business and
put it work in fuelling expansion, making acquisitions, developing products and services, or repaying debt.
Companies with growing demand for their products need to retain most of their net income to fund expansion, with
the majority of high-growth businesses reinvesting all their profits in the early years, and sometimes even asking
investors for extra capital to supplement it. More established successful companies will achieve the happy outcome
of generating sufficient amounts of cash to fund their growth with surplus enough to pay dividends to shareholders.
Those dividends reward investors for the risk they took in buying shares in the company and the payments have
come to be accepted by both parties as a virtual covenant. Dividends are the ultimate expression of faith in the
future prosperity of a company. As such, once they have been embarked upon, boards and management need to be
confident those payments can be sustained.

The disciplinary nature of dividends
So, dividends are not only a reward for investors, but a statement of confidence by company management and
directors; a declaration of strength and unwavering belief in the business’s fundamentals. Dividends send a clear
message about the company’s current and future performance and its capacity for protecting shareholder value.
It follows, therefore, that dividends act as an effective disciplinary mechanism. As a virtual promise made in public,
to break it would be both embarrassing to management and damaging to share prices. Reducing dividends, never
mind suspending them, is viewed by the market as a confession of failure, if not a sign of financial dire straits.
Because the cash flows generated by dividend-paying companies need to return with minimal leakage to
shareholders, the strength of those companies’ governing practices, especially their ability to manage capital, really
matter. Tomorrow’s dividend growth depends on today’s capital allocation by companies in their people, R&D, and
capital assets.
With dividend obligations to meet at least once a year, that discipline plays a role in keeping management honest
and on their toes. It helps guard against lazy leadership, excessive executive remuneration, and sub-optimal
deployment of assets that will ultimately erode shareholder value.
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Investing for dividend growth
If we can agree why dividend stocks are attractive, let us now address how to find them.
Sustained dividend growth is found in companies whose business strategies evolve over time, so an investment
strategy designed to deliver dividend growth is the realm of patient, long-term investors who understand that to buy
and hold stock has many benefits beyond the minimisation of trading costs.
Blindly loading a portfolio with the highest dividend yielding stocks may be tempting, but it would ultimately be
imprudent. The trick is to identify those well-managed businesses that have the capacity and potential not only to
pay dividends today, but to grow their commitments over several years, if not decades.
Microsoft is a case in point. The company has proven resolutely committed to growing its dividends, while
simultaneously maintaining a high growth profile with new investments in the cloud business. Its solid fundamentals
and strong governance make it extremely unlikely that the company will forego on its commitments. Its positioning at
the edge of cloud computing, meanwhile, makes its stock an exciting growth prospect.

Microsoft’s Share Price and Dividend Growth
Source: Bloomberg
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Investing for dividend growth (cont)
For individual stocks, time - as measured in decades - is the factor that provides diversity, in that returns will
eventually be delivered if you invest over the long-term. For funds like ours, additional diversity comes from the 65
different stocks that are painstakingly selected to be held over that period.
Investing for income growth does not mean sacrificing a long-term perspective. Neither does it mean that we are
foregoing the most lucrative returns in order to guarantee a steady flow of income. One of the most striking facts
about income investing is that dividends have in fact delivered shareholder value above capital appreciation.
At Dundas, we use our own independent research to identify these companies, meaning we can calibrate that
research very specifically to identify dozens of stocks like Microsoft with the potential to generate cash and dividends
in a sustainable fashion.
Where dividends lead, share prices follow. Our decades of experience confirm this proposition. By investing for
dividend growth through a portfolio with strong risk control and valuation disciplines, the prospects for long term
returns that beat global equity benchmarks are as strong as Rockefeller’s feelings for his beloved dividend payments.

Disclaimer Text
Dundas Partners LLP is authorised and regulated by the UK Financial Conduct Authority and registered as an
Investment Adviser with the US Securities and Exchange Commission. It operates as Dundas Global Investors.
This article has been produced for professional investors only. The opinions and insights expressed are our objective
view and intended for information purposes only; this article does not constitute a recommendation to buy or sell
any fund, security or investment. This article may not be reproduced, distributed or published in whole or in part
without the prior approval of Dundas Partners LLP. The contents are based on sources of information believed to be
reliable; however, no guarantee, warranty or representation is given as to its accuracy or completeness. If it prompts
an interest in Dundas Global Investors, please contact us for information on our funds. This article is not a substitute
for a fund’s prospectus or disclosure document. The commentary expressed addresses general investment matters
only, not Dundas’ specific strategies. Potential investors should consider the need for independent financial advice.
Past investment performance is not a reliable indicator of future investment performance. You should be aware of
the risks associated with investments in any fund, security or investment strategy.
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Contact

LGBR Capital
10 Throgmorton Avenue
London
EC2N 2DL
Tel : 020 7071 3948
www.lgbcapital.com
sales@lgbrcapital.com

Dundas Global Investors
41 Northumberland Street
Edinburgh
EH3 6JA
UK
Tel : 00 44 131 556 2627
info@dundasglobal.com
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