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Encouraging outlook for European dividends  

Challenges remain as Europe strives to resolves its issues, but we are encouraged 
by the developments that have taken place over the past 18 months. There is more 
to be done and the European Central Bank (ECB) must remain vigilant over the 
threat posed by deflation. That said, there are good reasons for optimism. 
Purchasing Managers’ Indices have recovered, current accounts have re-
balanced, some progress has been made towards banking union and company 
managements believe the nadir in Europe has been reached. Moreover, we are at 
an early point in the European profit cycle and the gap between US and European 
profit margins should start to narrow.  

Figure 1: Profit margins in Europe have considerable scope for expansion 

 
 

 

 

 

 

 

 

 

 

 

 

Source: Barclays Research, Datastream   

Corporate balance sheets are also strong in historical terms. We do not expect a 
wholesale re-risking of balance sheets (i.e. companies taking on more debt), but as 
confidence improves, businesses may put any spare cash to use either through 
capital expenditure or M&A. More importantly, healthy balance sheets enable and 
encourage progressive dividend policies. In terms of our strategy, we will focus on 
picking companies that can make good decisions that achieve attractive returns for 
shareholders.  

What happens if bond yields rise? 
Some fear that higher-yield stocks will prove vulnerable to any rise in bond yields – 
even though the policy currently pursued by the ECB is a powerful reason why 
bond yields should not deteriorate in the foreseeable future. However, the question 
of what happens when bond yields rise is certainly a valid one, given that dividend 
yield relative to corporate bond yield is one of the arguments advanced as to why 
equities offer good value.   

The answer, we believe, is that there will be a divergence in performance between 
those stocks with high but static dividend yields and those with reasonable dividend 
yields that can grow dividends over time. Our clients should benefit from our 
strategy of favouring companies with solid balance sheets, which should perform 
well (at the expense of weaker competitors) if the cost of servicing debt increases.
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We are keen to avoid companies that allow abundant cheap capital to distort management decisions. Some 
acquisitions that were earnings-accretive in a low interest rate environment may appear much less astute when the 
cost of funding increases!  As stewards of our clients’ capital we have always believed it is vital to identify good 
managers and place faith in their decisions. 

Figure 2: Understanding cash generation and how cash is deployed is the key to identifying good 
businesses  

 

Source: Threadneedle, January 2014.  

Buy-backs versus dividends 
Equity income investors prefer sustainable dividend growth to share buy-backs, and certainly dividends offer certain 
advantages in terms of their predictability and repeatability, to all investors.  Buy-backs can be more appropriate than 
dividends in terms of a one-off solution to an excess of capital. However, a progressive dividend policy encourages 
financial rectitude since it prompts management to target the long-term growth required to sustain such a policy.  
Buy-backs are easier to justify when valuations are low (e.g., where financial stocks are trading below book value). 
However, the logic becomes less persuasive as the valuation of the shares becomes more expensive. In the worst 
case, companies buy back shares when the share price is at its peak and then issue new capital at the bottom of the 
cycle.  Unfortunately, company managers are not necessarily the best judges of when is the right time to buy their 
own shares! 

What next for dividends? 
After the nadir of 2008 and 2009, dividends have since been steadily recovering. We expect 2014 to see a further 
acceleration to 7% dividend growth, following 5% dividend growth in 2013. This expansion should be driven by 
improved earnings support from the macro environment and less of a drag from sectors that have consistently been 
cutting dividends during the crisis. To give this some historical context, over the last 40 years, Pan European 
dividends have grown 8% (CAGR) in dollar terms. With corporate balance sheets in good shape and improving 
macroeconomic confidence, we continue to see medium-term growth prospects for dividends as robust. 

 

 

 

 

 

 

Dividends

 Ability to pay

 Ability to grow

Retained cash

 Deleveraging / share buy backs

 Maintenance CAPEX

 Organic growth CAPEX / M&A

 Are returns sufficient?

 Strategic logic

 Execution Risk

What attributes typically screen well?

 High ROIC

 Low volatility of earnings

 Barriers to entry / scale advantage

 Long duration assets with pricing power

The right balance drives strong long term 

total shareholder returns

Operating cash flow

 Stability

 Earnings

 Business model
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Figure 3: Dividend growth remains below its long-term average suggesting further scope for improvement 

 

 

 

 

 

 

 

 

 

 

 

 

Source: ASR, December 2013 

 

Conclusion 
Income is important for not only is it a major component of total returns, but dividend policy is also a good indicator of 
the state of a business and the attitudes and intentions of management.  As experienced equity income investors, we 
use our analysis of dividend streams as a means of accessing the high and growing levels of income emanating from 
European equities at a time when yields on other asset classes (for example, government bonds and cash) are low. 
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