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Is yield and dividend growth the
holy grail?

The perennial question for investors when seeking income is whether
they can achieve higher yields without sacrificing growth in earnings?
There are very few single stock options in the investment world that
can deliver both yield and growth. However, it is possible to construct
portfolios that can deliver to this dual goal. Michael Price, Portfolio
Manager, Equity Income at Ausbil looks at the search for growing
dividends and why portfolios might be the answer for income seekers.

5-minute read
Key points

e |t is difficult to find individual stocks or sectors that can deliver higher yields with earnings
growth, however carefully constructed equity income portfolios may be the answer.

e The dividend and yield outlook for companies is ever-changing and to maximise the benefits
requires ongoing monitoring of the market.

e The highest yields are not necessarily the best yields for long-term income investment.
Neither may the higher earnings growth companies be the best for income investors.

e Asin most things, balance and measure are the ideal approach, and this can only come
through the construction of optimised income portfolios as they can offer higher yields and
growth with the benefits of diversification, optimising for both franking credits and dividend
capture across all months of the year, not just August and February.

Q: How have higher interest rates impacted dividends?

The normalisation of interest rates from emergency monetary policy settings was always
expected, however the pace of the response by central banks in raising interest rates to
current levels was not anticipated by most. That said, the consensus outlook for dividend
yield for FY23 is currently around 4.4% (S&P/ASX 200) and for FY24 around 4.4% again. This
is similar to the long-term dividend yield for the Australian market.

Q: Are dividends still attractive relative to income alternatives?

The level of dividends paid by the Australian equity market has been relatively stable over
many years at an average of around 4.5%pa (excluding the benefit of franking credits). When
adjusted for franking credits (remembering that a dollar of franking credit is worth the same as
a dollar of cash dividend to all Australian tax payers) the gross dividend yield rises to around
6%pa. The current 3-year bank term deposit paying monthly is also around 4% before tax. The
difference here is the benefit franking credits offer over and above the dividend yield, and the
potential for long-term portfolio growth in shares to provide some protection for the impact of
inflation. Of course, there is always risks in equity income portfolios for a temporary drawdown
in the value of capital, but long-term investors should be able to hold their investments for
market recoveries.
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Q: Can you invest for higher yield without sacrificing growth?

Investing for higher yield with growth is almost the ‘Holy Grail’ of investing, that is,
something everyone wants but proves very elusive, potentially impossible to achieve.
It is generally accepted that in equity investing, high yields are associated with low-
growth stocks, while high-growth stocks tend to pay little or no dividend. Even if there
were stocks that were both high-growth and high-yield, the market would compete so
much for their equity that the prices would be bid to levels where neither growth nor
yield would stand out. However, there is an exception to these general rules, investing
for yield and growth through a managed portfolio rather than individual stock holdings.

Chart 1: The source of dividends and consensus outlook for their growth
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Chart 1 illustrates the current outlook for dividend yield compared to the outlook for
dividend growth for select sectors of the market. The size of the ball represents the share
of total dividends paid to give a sense of who carries the load in terms of dividend dollars
paid. You can see that the largest balls are banks and resources. Software which is
dominated by growth companies that typically pay low to no dividends is a very small ball.

Some important observations can be made from this chart. Firstly, some sectors are
currently offering high dividends, some are with a growing dividend outlook and some
are on a declining dividend outlook. Some sectors like software and pharmaceuticals
& biotechnology are offering higher dividend growth but a very low vyield. Gold, by
contrast, while offering a low yield is also looking at dividend contraction in 2024 based
on consensus numbers. Of course, this changes dynamically, and across the cycle. For
this reason it is difficult to settle on an individual sector or stock that can deliver both high
yield and high growth across time.

To make the most of what is on offer, it is possible to blend the benefits of higher yielding
companies with those whose dividends may be lower but contain higher levels of growth
through the construction of an active dividend income portfolio. There are a number of
reasons why taking an active portfolio approach to generating income is possible.

The first is that dividends are not just paid twice yearly, but there are dividend payments in
almost all months, as illustrated in Chart 2. Through the activity of dividend rotation, which
means pro-actively purchasing into stocks to receive their dividends, an active dividend
income strategy can generate dividend income for investors each month.
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Chart 2: An active dividend strategy can find more dividends and more franking
credits for investors across the year through dividend rotation
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A simple ‘buy and hold’ strategy cannot maximise the spread of dividends and franking
credits on offer across the calendar year. An active dividend strategy can find more
dividends and more franking credits for investors across the year through dividend
capture.

Secondly, good dividend payers today may not be the good dividend payers in the

future.

Chart 3, for example, shows the while banks dominated resources in the payment

of dividends in 2019 and 2020, this began to swing in favour of resources in 2021, 2022
and 2023. Looking forward, consensus expects banks to resurge again. What matters
here is that a flexible and active approach to dividend investing can adjust for swings in

which

companies are paying the better dividends.

Chart 3: Dividends paid by resources and banks
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Thirdly, the benefit of taking an active approach to investing for income from dividends
is illustrated by a 25-year sample of dividend yields and volatility in returns, as shown
in Chart 4.
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Chart 4: The best yields don’t always offer the best risk-adjusted return
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When stocks were split into deciles with the first (1) decile representing the highest
dividend vyield payers, and the ninth (9) and tenth (10) representing those that pay
negligible dividends, the first finding was companies that pay a dividend outperform
non-dividend payers on a total return basis. However, companies that paid a growing
dividend outperformed the highest dividend payers on a risk-adjusted basis. This can
mean many things, but very high yielding stocks may not be investing in future dividend
growth, and so while they payout larger amounts, their future income streams may be
coming from a declining business. The balance between yield and dividend growth we
mentioned before is therefore crucial in generating more sustainable long-term income
and total returns (comprising both growth and income).

Q: Can you explain how franking credits work and how an active

dividend approach makes the most of what is on offer?

Simply put, franking credits are credits investors receive based on the tax paid by
the company in which they are invested. These credits can be deducted from an
investor’s tax liability, and for retirees who do not pay tax on income, claimed through
the tax system. When claimed back by investors, the impact of franking or tax paid by
companies, the overall impact is a higher effective dividend yield (post-franking credits).

Q: Are there risks with investing for dividends in equities compared to

holding term deposits of bonds?

The key risk in generating dividends from equities is the risk of temporary drawdowns
and market events. Of course, those that can hold investments for market recovery can
ride out any temporary hits to prices. Earnings growth surprises in stocks can impact
dividends and are a risk with holding single income positions. A portfolio approach
to active income investing can help reduce the impact of a single stock on the overall
outcome, and the diversification across sectors can help cushion the impact of market
events. For these reasons, we believe the best results are achieved by taking a long-
term view on income investing that allows for ructions in the price of shares, but also
offers the advantages that come with adding to quality income holdings during times of
weakness at better prices.
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Q: What is your outlook for dividends given rates are now higher and
economic growth is slowing?

Major COVID stimuli in 2020, a resurging post-pandemic economy from late 2020
and into 2022, and an energy shock with the February 2022 invasion of Ukraine all
contributed to the recent record inflation experienced across the world.

Central banks have responded with rapid rate rises to pare back inflation. Recent reads
suggest inflation may have peaked, and is on the way down now, though we believe
it will take some time. We also think that central banks are near the end of this rate
rise cycle and will look to hold for some time subject to data. We do not currently
subscribe to any immediate rate pivot, but we can see potential for some rate reversals
if economies have slowed a little too much, but this is not especially relevant to current
positioning.

Although the Australian economy is slowing on contractionary monetary policy, we
believe Australia’s resource economy is well-placed to outperform other developed
markets with below-trend growth, but no recession.

That said, we believe earnings growth will be hard to come by in 2023, however Ausbil
expects key sectors to offer strong EPS growth opportunities above consensus, and
some quality leaders across the market to demonstrate earnings growth with resilient
demand across the economic cycle, and the capacity to pass on higher costs to
end-consumers. In this environment, dividend growth is also expected to be relatively
concentrated compared to more exuberant markets. However, we consistently find
active dividend growth and yield opportunities across the cycle, and with added capital
management events and the potential to capture dividends across the year, we expect
the opportunities to remain rich and rewarding for active income investment.
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DISCLAIMER
General

Research provided to a client may vary depending upon various factors
such as a client’s individual preferences as to the frequency and manner
of receiving communications, a client’s risk profile and investment focus
and perspective (e.g., market wide, sector specific, long-term, short-term,
etc.), the size and legal and regulatory constraints.

This information is for distribution only as may be permitted by law. It is not
directed to, or intended for distribution to or use by, any person or entity
who is a citizen or resident of, or located, in any locality, state, country
or other jurisdiction where such distribution, publication, availability or
use would be contrary to law or regulation or would subject Ausbil to any
registration or licensing requirement within such jurisdiction.

This information is a general communication and is educational in
nature; it is not an advertisement nor is it a solicitation or an offer to buy
or sell any financial instruments or to participate in any particular trading
strategy. Nothing in this document constitutes a representation that
any investment strategy or recommendation is suitable or appropriate
to an investor’s individual circumstances or otherwise constitutes a
personal recommendation. By providing this document, none of Ausbil
or its representatives has any responsibility or authority to provide or
have provided investment advice in a fiduciary capacity or otherwise.
Investments involve risks, and investors should exercise prudence and
their own judgment in making their investment decisions. None of Ausbil or
its representatives is suggesting that the recipient or any other person take
a specific course of action or any action at all. By receiving this document,
the recipient acknowledges and agrees with the intended purpose
described above and further disclaims any expectation or belief that the
information constitutes investment advice to the recipient or otherwise
purports to meet the investment objectives of the recipient. The financial
instruments described in the document may not be eligible for sale in all
jurisdictions or to certain categories of investors.

The value of any investment or income may go down as well as up,
and investors may not get back the full (or any) amount invested. Past
performance is not necessarily a guide to future performance. Neither
Ausbil nor any of its directors, employees or agents accepts any liability for
any loss (including investment loss) or damage arising out of the use of all
or any of the Information.

Prior to making any investment or financial decisions, any recipient of this
document or the information should take steps to understand the risk and
return of the investment and seek individualised advice from his or her
personal financial, legal, tax and other professional advisors that takes into
account all the particular facts and circumstances of his or her investment
objectives.

Any prices stated in this document are for information purposes only
and do not represent valuations for individual securities or other financial
instruments. There is no representation that any transaction can or could
have been effected at those prices, and any prices do not necessarily reflect
Ausbil’s internal books and records or theoretical model-based valuations
and may be based on certain assumptions. Different assumptions by
Ausbil or any other source may vyield substantially different resullts.

No representation or warranty, either expressed or implied, is provided
in relation to the accuracy, completeness or reliability of the information
contained in any materials to which this document relates (the “Information”),
except with respect to Information concerning Ausbil. The Information is
not intended to be a complete statement or summary of the securities,
markets or developments referred to in the document. Ausbil does
not undertake to update or keep current the Information. Any opinions
expressed in this document may change without notice and may differ
or be contrary to opinions expressed by other business areas or groups,
personnel or other representative of Ausbil. Any statements contained in
this Report attributed to a third party represent Ausbil’s interpretation of
the data,

Information and/or opinions provided by that third party either publicly or
through a subscription service, and such use and interpretation have not
been reviewed by the third party. In no circumstances may this document
or any of the Information (including any forecast, value, index or other
calculated amount (“Values”)) be used for any of the following purposes:

(i) valuation or accounting purposes;

(i) to determine the amounts due or payable, the price or the value of any
financial instrument or financial contract; or

(i) to measure the performance of any financial instrument including,
without limitation, for the purpose of tracking the return or performance of
any Values or of defining the asset allocation of portfolio or of computing
performance fees.

By receiving this document and the Information you will be deemed to
represent and warrant to Ausbil that you will not use this document or any
of the Information for any of the above purposes or otherwise rely upon
this document or any of the Information. Except as otherwise specified
herein, these materials are distributed by Ausbil, to persons who are
eligible counterparties or professional clients and are only available to such
persons. The Information does not apply to, and should not be relied upon
by, retail clients.

The information contained in this document is given by Ausbil Investment
Management Limited (ABN 2676316473) (AFSL 229722) (Ausbil) and has
been prepared for informational and discussion purposes only and does
not constitute an offer to sell or solicitation of an offer to purchase any
security or financial product or service. Any such offer or solicitation shall
be made only pursuant to an Australian Product Disclosure Statement or
other offer document (collectively Offer Document) relating to an Ausbil
financial product or service. A copy of the relevant Offer Document
may be obtained by calling Ausbil on +612 9259 0200 or by
visiting www.ausbil.com.au and the target market determination
which is available at https://www.ausbil.com.au/invest-with-us/
design-and-distribution-obligations/fund-tmds before acquiring or
investing in the fund. This document is for general use only and does not
take into account your personal investment objectives, financial situation
and particular needs. Ausbil strongly recommends that you consider
the appropriateness of the information and obtain independent financial,
legal and taxation advice before deciding whether to invest in an Ausbil
financial product or service. The information provided by Ausbil has been
done so in good faith and has been derived from sources believed to be
accurate at the time of completion. While every care has been taken in
preparing this information. Ausbil make no representation or warranty
as to the accuracy or completeness of the information provided in this
video, except as required by law, or takes any responsibility for any loss or
damage suffered as a result or any omission, inadequacy or inaccuracy.
Changes in circumstances after the date of publication may impact on the
accuracy of the information. Ausbil accepts no responsibility for investment
decisions or any other actions taken by any person on the basis of the
information included. Past performance is not a reliable indicator of future
performance. Ausbil does not guarantee the performance of any strategy
or fund or the securities of any other entity, the repayment of capital or any
particular rate of return. The performance of any strategy or fund depends
on the performance of its underlying investments which can fall as well as
rise and can result in both capital gains and losses.

Australia The information contained in this Report has been prepared for
general use only and does not take into account your personal investment
objectives, financial situation or particular needs. Ausbil is the issuer of the
Ausbil Australian Active Equity Fund (ARSN 089 996 127), Ausbil Australian
Geared Equity Fund (ARSN 124 196 407), Ausbil Australian Emerging
Leaders Fund (ARSN 089 995 442), Ausbil MicroCap Fund (ARSN 130
664 872), Ausbil Australian SmallCap Fund (ARSN 630 022 909), Ausbil
Balanced Fund (ARSN 089 996 949), Ausbil Active Dividend Income Fund
(ARSN 621 670 120), Ausbil Australian Concentrated Equity Fund (ARSN
622 627 696), Ausbil Active Sustainable Equity Fund (ARSN 623 141 784),
Ausbil Global SmallCap Fund (ARSN 623 619 625), Candriam Sustainable
Global Equity Fund (ARSN 111 733 898), Ausbil 130/30 Focus Fund (ARSN
124 196 621), Ausbil Long Short Focus Fund (ARSN 642 635 498), Ausbil
Global Essential Infrastructure Fund (ARSN 628 816 151) and Aushbil Global
Resources Fund (ARSN 623 619 590) (collectively known as ‘the Funds’).
The information provided is factual only and does not constitute financial
product advice. It does not take account of your individual objectives,
financial situation or needs. Before you make any decision about whether
to invest in a financial product, you should obtain and consider the Product
Disclosure Statement of the financial product and the target market
determination which is available at https://www.ausbil.com.au/invest-
with-us/design-and-distribution-obligations/fund-tmds before
acquiring or investing in the fund.
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