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Special Situations: Dividend Growers

Dividend income is an important element of total re-
turn. Consider the results of 2015: the S&P 500 delivered a
total return of 1.4%, including dividends — but excluding
dividends, the market was down 0.7%. In short, dividends
were the only element of total return in 2015.

But not all dividends are created equal, and it is im-
portant to understand the difference between high-yield
stocks and dividend-growth stocks, particularly in a rising-
rate environment.

High-yield stocks typically have dividends that pay
out in the 5%-8% range. They are perceived as being at risk
in a rising-rate environment. This is because at the margin,
as interest rates are moving higher, risk-averse equity inves-
tors could be drawn to the relative safety of bonds over high-
yield stocks. Further, a yield in the 7%-10% range could sig-
nal a dividend is at risk, particularly in the Energy sector.

Dividend growth stocks typically have lower yields,
often in the 1.5%-2.5% range. But while the yields are not
as high, management teams are more likely to boost the
payouts at an aggressive rate over time. These above-aver-
age dividend hikes give off several positive signals. For one,
the company has the financial strength to boost the payout.
Two, management is focused on shareholder returns and
understands that dividends are a big part of those returns.
And three, the company is confident enough about its out-
look to boost the dividend.

On average, the dividends of the companies in the in-
dex have grown 6.1% per year since 1973. Only rarely has
the dividend growth rate been negative — during the bear
markets of 2000, 2008 and 2009. At the other side of the
spectrum, double-digit dividend growth is less rare but still
far from par for the course. Only in nine of the past 43 years
has the average dividend growth rate by 10% or above.

At this stage of the economic and market cycles, Argus
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recommends focusing on dividend growth instead of divi-
dend yield. Specifically, we would focus on persistent divi-
dend growers (companies that have boosted their dividend
for many years consecutively) and companies that have an
above-average rate of dividend growth. We would scour for
dividend growth in sectors outside the traditional equity-income
areas of utilities, REITs and MLPs. And for all names, we would
track some measure of dividend safety; our favorite is cash flow
coverage or free cash flow coverage of dividends.

STOCK-MARKET BEHAVIOR
AMID RISING INTEREST RATES
Taking a step back, a 50-year chart of the 10-year yield shows
two great tendencies. Long rates broadly increased from 3%
in 1953 to 15% in 1980; and rates broadly declined from
the 1980 high to the low of 1.6% reached in spring 2013
and again in early 2015. Within those broad trends are
multi-year periods in which rates clearly rise or fall.

Our research has demonstrated that the stock market
can maintain its long-term uptrend during extended periods
of rising rates. For example, interest rates rose across 1995-
96 and again from 1998 to early 2000 without disrupting the
great 1990s bull market. The long bond yield was also in a
clearly rising trend from 2003 through 2006, or for most of
the 2003-07 bull market. Reaching further back in time, the
stock market rose 14% during 1986 in a rising-rate environ-
ment. And the S&P 500 rose 25% in 1980 even as rates were
approaching their double-digit peak. In 2013, the stock market
delivered its best total return of the post-2008 bull market even
though the long yield nearly doubled during the year.

But as rates rise and threaten economic growth, capital
gains may become harder to achieve, and dividend income may
become a larger component of investment returns, as was the
case in 2015.

(continued on next page)
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DIVIDEND GROWTH SUPPORTS
SUPERIOR TOTAL RETURN
We have already explained the risks of high-yield investing in
a dynamic rate environment. Why then go anywhere near in-
come stocks at such a time? Because investors need income.
Moreover, we have found that dividend-growth stocks tend to
hold their value better in periods of rising rates and deliver
solid total returns in all markets.

To test this hypothesis, we examined the recent perfor-
mance of the Argus coverage universe. We first started by
excluding stocks that have not paid dividends over the past
five years. This screen left us with approximately 320 com-
panies. We then cut the list into four different tranches,
based on average rates of dividend growth over that five-
year period.

The results were interesting. We found that the top two
tranches — which each averaged double-digit dividend growth
— delivered the strongest returns even though they did not
have the highest average yields. Moreover, they had the high-
est cash flow coverage ratios (a key financial strength mea-
sure).

ECONOMIC & MARKET COMMENTARY (CONT.)

TURNING RESEARCH INTO A PORTFOLIO
Simply investing in the top two tranches from our study would
be difficult. The resulting portfolio would include more than
150 stocks. To build a more investor-friendly portfolio, we
started with the top two tranches and then further narrowed
the list to focus on companies that we think can outperform
in the sector over the next 12 months, and made final adjust-
ments for sector allocations. The resulting is also the basis
for the Argus Dividend Growers Total Return Trust, Series
7, sponsored by SmartTrust Inc.

We learned in 2008 that there are no more “buy ‘em
and forget ‘em” investments. But if you own this group of
dividend growers, you can be reasonably confident that you
own companies with boards that are committed to shareholder
return, and management teams that have provided a confi-
dent signal about the company’s near-term outlook through
a history of double-digit dividend hikes.

For a sector-diversified list of companies with strong
historical total return and a history of growing dividends at
an above-market rate, please see the February Argus Special
Situations report.

Argus President John Eade and
Argus Director of Research Jim Kelleher, CFA
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