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WHAT IS DIVIDEND GROWTH?
As opposed to many aspects of finance, dividend growth is not something that hides behind
a veil of complexity. In fact, dividend growth is exactly what it sounds like: the consistent
increase in dividend over consecutive years. Within the investment management context,
dividend growth strategies invest in companies that have demonstrated the ability and
commitment to increasing their dividends historically. Dividend growth should not be
confused with dividend yield or high dividend yield strategies, where the investor screens for
companies with above average dividend yields. The dividend growth investment theme is not
new; however, with the rise of exchange traded funds and innovative direct indexes, investors
are now able to gain access to this theme in more ways than ever before.

WHAT CONTRIBUTES TO DIVIDEND GROWTH?
Dividend growth is an attractive investment theme of focus for investors. Companies that can
grow dividends exhibit financial strength that affords them the ability to pay dividends and
continuously increase them. Fundamental financial metrics that underpin the ability to grow
dividends are measurements such as sales growth and free cash flow growth1. A continuously
increasing dividend speaks volumes to the company’s management team as well, showing
that they are committed to their shareholders’ well-being.
Breaking down the sustainable growth rate equation uncovers drivers of dividend growth for
a company. The sustainable growth rate is a function of a company’s retention rate (net
income left over after paying dividends) multiplied by its return on equity (ROE). The
sustainable growth rate of a company is the rate at which earnings, and thus dividends, can
grow indefinitely if the firm’s debt-equity ratio is unchanged and no new equity is issued2.

Li, Darwin. “Multi-Factor Model Analyzing Dividend Growth: A Metric for Stock Returns and Outperformance.” Journal of Undergraduate Research in Finance, 2015, jurf.org/wpcontent/uploads/2017/01/darwinli-2015.pdf.
2 “Sustainable Growth Rate -Definition, Example, How to Calculate.” Corporate Finance Institute, corporatefinanceinstitute.com/resources/knowledge/finance/sustainable-growth-rate/.
1

WealthShield, LLC

wealthshield.co

www.wealthshield.co

By understanding that dividend
growth companies can increase
dividends at a sustainable rate (which
allows them to do so over multiple
years), an investor can assume that the
return on equity is high for these
companies. A high return on equity

“A continuously increasing dividend
speaks volumes to the company’s
management team as well, showing
that they are committed to their
shareholders’ well-being.”

implies that these companies exhibit
a preferable combination of profit margins, asset turnover and financial leverage3.
Furthermore, these financially-sound companies that exhibit track records of dividend
growth are typically ones that have proven business models and are becoming more mature
in their industry4.

WHAT FACTORS ARE ASSOCIATED WITH
DIVIDEND GROWTH?
The components previously discussed typically are associated with higher-quality
investments from a factor perspective. Firms that have the confidence and ability to
continue to increase dividends are often perceived as having the ability to generate
consistently positive and growing earnings. Additionally, these firms’ balance sheets are
typically more conservative and in sound position. These quality characteristics in an
investment can indicate less volatility on a relative basis. Ultimately, we view dividend
growth as an enhanced quality factor. Within Benjamin Graham’s investment framework, one
requirement for a security is that it pays uninterrupted dividends for at least 20 years to be
considered “quality”. In our view, uninterrupted dividends with a dividend growth screen
can enhance quality.
Weniger, Jeff. “Dividend Growth’s Drivers: Picking Apart Quality.” WisdomTree Research, 2019, www.wisdomtree.com/-/media/us-mediafiles/documents/resource-library/whitepaper/dividend-growths-drivers-picking-apart-quality.pdf.
4 “Harnessing the Long-Term Potential of Dividend Growth.” FTSE Russell, Nov. 2018,
www.ftserussell.com/sites/default/files/support_document/harnessing_the_long_term_potential_of_dividend_growth.pdf.
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ADVANTAGES OF DIVIDEND GROWTH STRATEGIES
Utilizing a dividend growth strategy has several benefits that support our view of dividend
growth as a powerful “quality” investment. The first advantage of dividend growth is
historical outperformance combined with lower volatility. When observing US stocks that
raised their dividend payouts over a ten-year period or more, FTSE found that stocks
averaged 13.9% returns from 1987 – 2014, 380 bps higher than dividend payers not
increasing dividends4. On a risk adjusted basis, returns have been even more impressive.
From 1998 – 2018, the Russell 2000 Dividend Growth index generated annualized
returns/volatility of 12.4%/15.1% versus Russell 2000 returns of 8.8%/19.4%, resulting in a
dividend growth Return/Risk ratio nearly double that of the parent index4.
Hartford Funds provides further evidence, noting that from 1972 – 2017, companies that
grew or initiated dividends exhibited superior performance and lower volatility5. Specifically,
dividend growers and initiators have earned an average of 10.07% annually versus S&P 500
returns of 7.7%, in conjunction with less volatility. Dividend payers have also outperformed,
while companies with no change in dividend policy have performed largely in line with the
S&P 500 from a performance and volatility perspective. Lastly, dividend non-payers, cutters
and eliminators have significantly underperformed and exhibited excess volatility.
Figure 1: Average Annual Returns and Volatility by Dividend Policy5

Figure 1: Average Annual Returns and Volatility by Dividend Policy
Policy
Returns Standard Deviation
Dividend Growers and Initiators
Dividend Payers
No Change in Dividend Policy
Dividend Non-Payers
Dividend Cutters & Eliminators
Equal-Weighted S&P 500 Index

10.07%
9.25%
7.47%
2.61%
-0.35%
7.70%

15.66%
16.42%
17.76%
24.46%
24.84%
17.31%

Data performance
Source: Ned Davis
Hartford
Funds
Past
is noResearch,
guarantee
of future
returns.
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The second advantage of dividend growth relates to performance attributable to
compounded growth on dividend reinvestment. While it may be easy to overlook the current
S&P 500 dividend yield of ~1.9%, the long-term evidence of compounded dividends cannot
be ignored. Hartford funds concludes that during the 1960 – 2017 period, 82% of total return
of the S&P 500 can be attributed to compounding growth on reinvested dividends5. In fact, a
$10,000 investment in the S&P 500 in December of 1960 would have yielded a $2.57MM
investment value in December of 2017, accounting for price return, dividends and reinvested
dividends; while the same $10,000 investment resulted in an ending investment value of
$460,000 if the S&P 500 had price return only5.
The third advantage of dividend growth is the ability to help fight inflation. While the second
advantage naturally combats inflation, at an exponential rate nonetheless, we note that
dividend growth in a simple sense also helps combat inflation. When observing data from
1960 – 2017, the 6.0% average increase in cash dividends paid by the S&P 500 substantially
exceeded the average inflation rate of 3.78%.
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The fourth advantage of dividend growth is a driving component of performance and
volatility: the dampened drawdown in declining markets. When observing the S&P 500
Dividend Aristocrats TR during the large market declines in 2001 – 2003 and 2007 – 2009, we
found the max drawdown to be 20.8%/44.1%, comparing favorably to the S&P 500 TR max
drawdown of 42.5%/50.9%. Lower drawdown helps prevent an investor from making
emotional decisions regarding their portfolio during market turmoil. Greater discipline results
in dedication to the investment plan and an increased likelihood of achieving investment
goals. FTSE Russell provides further evidence of lower drawdown, concluding that the Russell
2000 Dividend Growth index has averaged an upside capture ratio of 75% since 1998, while
only capturing 52% in downside4. The positive skew has helped shield from lost capital
accumulation, which has contributed to

“Greater discipline results in
dedication to the investment plan
and an increased likelihood of
achieving investment goals”

long-term outperformance. Additionally,
the low volatility factor not only helped
protect against lost index capital
appreciation, but it also allowed for more
efficient long-term dividend reinvestment.

CONCLUSION
We believe dividend growth is an attractive investment theme that should be considered when
constructing a portfolio. First and foremost, the return potential attributed to dividend
reinvestment cannot be ignored when evaluating investment options. Companies exhibiting
dividend growth have shown the ability and commitment to paying these dividends and
increasing them each year, thereby allowing an investor to reap the benefits of compounded
dividends and potential returns. Through these dividend growth companies, the investor gains
exposure to two factors that help dampen risk in a portfolio: quality and low volatility. Investors
who seek opportunities to gain or replace equity exposure by focusing on high-quality companies
dedicated to returning money to their shareholders should review incorporating dividend growth
strategies into their portfolios.
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DISCLOSURE:
Past performance is no guarantee of future returns. This is WealthShield’s current assessment
of the market and may be changed without notice. The visuals shown are for illustrative
purposes only and do not guarantee success or certain level of performance. This material
contains projections, forecasts, estimates, beliefs and similar information (“forward looking
information”). Forward looking information is subject to inherent uncertainties and
qualifications and is based on numerous assumptions, in each case whether or not identified
herein. It is provided for informational purposes only and should not be considered a
recommendation to buy or sell securities or a guarantee of future results.
This information may be taken, in part, from external sources. We believe these external
sources to be reliable, but no warranty is made as to accuracy. This material is not financial
advice or an offer to sell any product. There is no guarantee of the future performance of any
WealthShield portfolio. The investment strategies discussed may not be suitable for all
investors. Before investing, consider your investment objectives and WealthShield's charges
and expenses. All investment strategies have the potential for profit or loss.
Benchmarks: The index / indices used by WealthShield have not been selected to represent
an appropriate benchmark to compare an investor’s performance, but rather are disclosed
for informational purposes. Detailed information regarding the indices is available upon
request. The volatility of the indices may be materially different than that of the portfolio.
WealthShield is a registered investment adviser. Registration does not imply a certain level of
skill or training. More information about WealthShield including its advisory services and fee
schedule can be found in Form ADV Part 2 which is available upon request.
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