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plan was to invest for growth by investing primarily in the accumulation units of a FTSE 

All-Share tracker, and then at some distant point in the future switch over to an income 

strategy, which would most likely be an annuity of some sort.

Since those early days I have had a 

long and bumpy route from passive 

investor to active stock picker, and 

today my opinion on dividends could 
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now the cornerstone of my retire-

ment investing strategy and I intend 

to use the same basic strategy for 

both capital accumulation today 

(through dividend reinvestment) and 

income in retirement (through divi-

dend withdrawal). 
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capable of providing both capital 

accumulation and dividend income 

and so it has three major goals, each 
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FTSE All-Share: 1) have a higher divi-

dend yield; 2) produce higher capital 

and dividend growth; and 3) be less 

volatile.

To achieve those goals I only invest 

in dividend-paying stocks that ap-
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defensiveness and value-for-money. 

Defensiveness refers to aspects of a 

company like its growth rate, growth 
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for-money refers to factors such as a 

for income-seeking investors to do 

is to spread their portfolios across a 

diverse range of income-generating 

stocks. For me that means holding 

around 30 stocks, with most of them 

making up somewhere between 2% 

and 5% of the portfolio, and none 

making up more than 6%.
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I can sleep well at night even if one 

company completely suspends its 

dividend. Although that's unlikely, 

even if it did happen the impact to 
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portfolio would be negligible.

stock's earnings and dividend yields. 

As a gentle introduction to how I 

approach the task of dividend hunt-

ing, in the rest of this article I'll out-
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review a couple of popular divi-

dend-paying stocks.

Key point #1: Build a di-
verse portfolio

B8%#:'."#3!) "#"!#'%&%&$%'#/.#/#()--

idend investor is that dividends are 

not guaranteed. In a well-run com-

pany dividends are paid out of cash 

which is either not needed for cur-

rent operations, or cannot be re-in-

vested within the business (perhaps 

by building a new widget factory) at 

an attractive rate of return. How-

ever, if a company runs into hard 
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ing enough spare cash to cover the 

dividend then the right thing to do 

may well be to cut or suspend the 

dividend.

Given this uncertainty around divi-

dend payments, the sensible thing 
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Beyond holding shares in many com-

panies and making sure that no one 

position is excessively large, it's also a 

sensible idea to try to diversify in terms 

of industry and geography. For me this 

means holding no more than three 

companies from any particular indus-

try and making sure that, on average, 

at least 50% of the revenues generated 

by my investments come from outside 

the UK.

Key point #2: Buy high qual-
ity companies
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or badly run companies is unlikely to 

generate a steady stream of growing 

dividends, so my second key point is 

to focus on high quality companies, or 

perhaps above average companies at 

the very least.
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of companies is a complex and subjec-

tive matter, but for me it comes down 

to these four cornerstones of quality: 

1) an unbroken record of dividend 

payments stretching back at least ten 

years; 2) an above average growth rate 

(measured across revenues, earnings 

and dividends); 3) above average con-

sistency or quality of growth; 4) above 
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and working capital. 

There are many other factors of 

course, but if a company doesn't have 

a long track record of reliable dividend 

payments and a good combination of 
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scribe that company as high quality, 

especially from the point of view of a 

dividend investor.

Key point #3: Buy when 
prices are low and when 
yields are high

Although the quality of each company 

is important, just as important is the 

price paid for a company's shares. 

Sometimes I will avoid a high quality 

company because its share price is too 

high and its dividend yield too low. At 

other times I will invest in a company 

which is not quite in the high quality 

bracket but only when its share price 

is very low and its dividend yield very 

high.

The problem with buying companies 

at low valuations and with high yields 

is that there is usually a good reason 

why the yield is high – and it's usually 

an unpleasant reason. If everything 

looked rosy then investors would buy 

the stock and pump up the share price, 

which would in turn lower the yield. So 

for the yield to be relatively high there 

is usually some sort of problem that 

the company is facing, and to be a high 

yield investor you have to be willing 

to invest in companies that have ob-

vious (but hopefully short-term) prob-

lems that other investors would rather 

avoid.

Key point #4: Hold for years 
rather than days, weeks or 
months

Most income investors already have 

a relatively long-term outlook, so the 

problem of excessively frequent buy-

ing and selling is less of an issue than 

it is with many other types of investor. 

But it is still a point worth making. In 

most cases when a stock is bought the 

intention should be to hold it forever, 

unless something particularly good or 

bad happens (which I'll cover in the 

next key point).

Barring exceptionally good or bad out-

comes, I would say that most of your 

investing time should be spent doing 

nothing other than simply watching 

your dividends roll in month after 

month. 

Key point #5: Regularly 
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and replace losers

Buy and hold investing is a popular 

approach for income investors, where 

“THE PROBLEM WITH BUYING COMPANIES 
AT LOW VALUATIONS AND WITH HIGH 

YIELDS IS THAT THERE IS USUALLY A GOOD 
REASON WHY THE YIELD IS HIGH.”
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the intention is to simply buy a compa-

ny's shares and hold them forever; but 

I prefer to be slightly more active than 

that.

Rather than buying a dividend-paying 

stock and then never touching it again, 

or only making another investment de-

cision if the original company is taken 

over or goes bust, I think a regular 

plan of portfolio maintenance is a bet-

ter idea. A good analogy is gardening, 

where fast growing plants should be 

trimmed back and weeds removed if 

a garden is to be maintained in tip-top 

condition.

In the investing world this means tak-
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exceptionally well and occasionally 

removing investments that have done 

badly and are unlikely to recover. I like 

to do my portfolio gardening on a reg-

ular basis, but I don't want to be hyper-

active so I limit myself to an average of 

about one investment decision each 

month.
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framework upon which many sepa-

rate activities and investment rules of 

thumb hang.  One of those activities is 

the analysis of potential investments, 

which is actually quite an involved pro-

cess on its own and one I don't have the 
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which will hopefully highlight the ever 
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price.

Unilever: A quality com-
pany, but is it a quality in-
vestment?

Unilever is the name behind many 

famous brands such as Magnum ice 

cream and Dove soap. It is a classic 

defensive dividend stock as it oper-

ates in the non-cyclical (i.e. defensive) 

consumer goods sector. It sells small 

ticket, repeat purchase items that its 

customers will buy even in the middle 

of a bad recession.

The company has a long history of div-
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sistent growth and above average prof-
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the sort of company I would be happy 

to invest in, at the right price.

And just what is the right price? Here's 

one way to think about it:

Unilever has grown its revenues, earn-

ings and dividends by an average of 

around 3% a year over the past few 

years. As I write, its share price is 

3,141p and its dividend yield is 2.8%. If 

we assume that Unilever can continue 

to grow its dividend by 3%, and that the 

dividend yield remains the same, then 

investors will receive a return of 2.8% 

from the dividend and 3% per year 

from growth, giving a total expected 

return of 5.8% per year.

In comparison, the long-term average 

return from the FTSE 100 has been 

around 7% per year. With the FTSE 100 

at 6,106 and its dividend yield at 4.1%, 

the index would only have to grow its 

dividend by 2.9% each year for inves-

tors to continue to receive that his-

torically average 7% long-term return. 

Looking at the FTSE 100's track record 

it appears that a 2.9% dividend growth 

rate would not be out of the ordinary. 

So why would an investor buy Unilever 

with an expected rate of return of 5.8% 

when they can buy the FTSE 100 (which 

is less risky than Unilever), which has 

an expected rate of return of 7%?

The answer is that Unilever's investors 

are probably expecting the company 

to grow by more than 3% per year. 

Perhaps Unilever can grow faster than 

that, but by paying a high price and 

accepting a low dividend yield, those 

investors are taking on a lot of risk. If 

that high growth rate fails to material-

ise then the market could re-price Uni-

lever as a low-growth stock, with an ap-

propriately higher dividend yield, and 

“I’M NOT SAYING 
THAT UNILEVER’S 

SHARES ARE ABOUT 
TO DECLINE BY 30%, 
BUT IT’S A DISTINCT 
POSSIBILITY UNLESS 
THE COMPANY CAN 

KICK-START ITS 
GROWTH RATE.”
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in its share price.

For example, if Unilever continued to 

deliver a 3% growth rate then its div-

idend yield would need to be around 

4% in order for its future shareholder 

returns to at least match the market. A 

4% yield for Unilever would occur at a 

share price of 2,200p, and that's some 

30% below its current price.

I'm not saying that Unilever's shares 

are about to decline by 30%, but it's a 

distinct possibility unless the company 

can kick-start its growth rate.

BP: A high risk, high yield 
investment
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defensive dividend stock. For a long 

time investors thought it was, and per-

haps they were right; but those days 

are over. In recent years the company, 

its dividend and its shareholders have 
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because of the Gulf of Mexico disaster 

in 2010 and now because of a collapse 

in oil prices.

Unlike Unilever, which sells ice cream 

and soap and other things that people 

will buy no matter what, BP sells oil 

and related products which can have 

massively volatile prices. That volatility 
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year to the next.

As things stand today BP's dividend 

is completely unsustainable with oil 

prices at their current low levels. For 

now the company has decided to stick 

with its dividend and maintain the pay-

out, but that situation will not last with-
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although nobody really knows if or 

when that will occur.

This high degree of uncertainty is re-
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yield, which are currently 353p and 

7.6% respectively. In most cases a divi-

dend yield above 5% should be viewed 
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the case here. 

So do BP's unsustainable dividend 

and volatile characteristics mean it's 

a no-go area for dividend investors? I 

don't think they do. Although the risks 

around BP's dividend are substantial, 

I think they are mostly already in the 

price. If BP's dividend is cut in half then 

the yield will still be 3.8%, which is re-

spectable. Of course it could be cut fur-

ther than that or even suspended en-

tirely, but it might also be maintained 

at its current level for years and that 
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cant rise in the share price.

This is all very speculative, but per-

sonally I don't see anything wrong in 

having a small number of these more 

speculative positions in a dividend 

portfolio. That's why, despite the rela-

tively high risk, I currently have about 

2% of my portfolio invested in BP.

About John

John Kingham is the managing editor of UK Value Investor, the investment 

newsletter for defensive value investors which he began publishing in 2011. 

With a professional background in insurance software analysis, John's ap-

proach to high yield, low risk investing is based on the Benjamin Graham 

tradition of being systematic and fact-based, rather than speculative.

 

John is also the author of The Defensive Value Investor: A Complete Step-By-

Step Guide to Building a High Yield, Low Risk Share Portfolio.

 

His website can be found at: www.ukvalueinvestor.com.

Master Investor readers can purchase The Defensive Value Investor by John 

L) @8/&#4!'#MNO#!*#18% #$<2) @#()'%9"#"8'!<@8#"8%#3<$5).8%'=#P/'')&/ #

House.

 

Get the paperback for £18.50 + P&P (RRP: £25) or the ebook for £17 (RRP: 

£22.99).

Just go to www.harriman-house.com, select the book type and enter 

MASTERKING in the promo/coupon box at checkout.
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