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Dividend yields and the Aim re-rate scenario 
 
Dividend yields can be a sign of value or a warning when it comes to small caps, but there could 
be plenty of re-rate potential amongst stocks on London’s junior market. 
 
  
Income portfolios should be a combination of steady dividend-paying large-cap stocks 
and quality companies with growing earnings profiles which are likely to expand their 
payout in the future. For many smaller companies, however, a high dividend yield can be ​
a red flag.  
 
Sometimes smaller companies can over-extend themselves with too generous a pay-out, 
or the dividend could be the result of a one-off special payment (perhaps returning 
proceeds of an asset sale), so isn’t sustainable. It’s also possible, the company is rewarding 
investors at the peak of a cycle and it is due for a less lucrative time in the immediate 
future.  
 
There is, however, the possibility that high dividend yields simply reflect the fact the UK’s 
Aim market is undervalued. Certainly, the Aim All Share was a dire underperformer 
amongst UK indices in 2024. There is a bit of a checklist investors should run through 
when deciding whether an enticing dividend yield is a positive sign for a small-cap stock.  
 
Firstly, you should look at how well the prospective dividend yield is covered by 
prospective earnings. Then you should look into the quality of those earnings – are they 
repeatable, driven by organic growth in customer numbers and sale? Digging deeper, it’s 
important to understand how revenue is recognised – how much of sales growth is seen 
in rising receivables. Growth in cash from operations is a good sign and a healthy cash 
conversion ratio – cash from operations being more than 1:1 versus earnings before 
interest, taxes, depreciation and amortisation (Ebitda) – are reassurances.  
 
Then there are the competing calls on cash other than dividends. It’s important that 
profits easily cover the cost of interest payments on debt (as debt is senior to equity in 
capital structures). Then there is investment in the company’s growth. Capital 
expenditure can mean cash will be invested back in the business rather than returned as 
dividends. This is actually tremendously positive if good projects are found to invest in. 
Some of the companies on our Aim list may be in a situation where they choose to pay ​
out less cash in the future, the important point to consider is will that be a good ​
long-term decision?  
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Mid and small-cap high dividend yield shares below 
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Investors’ Chronicle Alpha dividend screen methodology  

Large cap 

Shares are ranked first on the number of tests passed and then on a composite of their rank 
amongst large caps for trailing dividend yield and dividend coverage. We tabulate companies that 
pass at least seven of the nine tests below. 

●​ Compulsory test – the NTM dividend yield above 3.5 per cent. This is the yield of current 
share price to the next twelve months of dividends per share (DPS) forecast by analysts 
(we take the median of forecasts from FactSet). 

●​ No DPS cut in either of the last two complete fiscal years. This shows consistency and 
commitment to the dividend. 
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●​ Trailing 12-month dividend yield above 3 per cent. Again, a slightly arbitrary figure and 
deliberately modest to not prejudice the screen towards cyclical value traps. 

●​ Dividend cover above 1.6x. This is earning per share divided by dividend per share. This 
figure is chosen because it’s the inverse of DPS/EPS not being more than 80 per cent. 

●​ Earnings per share growth forecast in the current (unreported) and next financial years. 
This is to reassure us of growing profits from which to maintain the pay-out ratio. 

●​ Operating cash conversion above 100 per cent. This is cash from operations divided by 
operating profit (both figures for last full FY) and shows how much hard cash the business 
operations are generating from which to support making payments to shareholders. 

●​ Interest coverage ratio of more than 5x. This is how many times EBIT (Earnings before 
interest and tax) covers interest expense. A high figure demonstrates a company isn’t 
over-leveraged and can support its debt. 

●​ Return on equity (ROE) above 12.5 per cent. This is net income divided by ordinary 
shareholders’ equity. It is a measure of quality. ROE can be inflated by leverage, so it is 
important to assess this with an eye on the previous interest cover test. 

●​ Beta below 0.9 – this is a stability test. We don’t want super volatile stocks amongst our 
large cap income shares.  

 

Mid cap 

Ranked first on number of tests passed, then on a composite of their rank amongst mid-caps for 
trailing dividend yield and dividend coverage. We tabulate companies that pass at least seven of 
the nine tests below. For mid-caps it is also compulsory that they are in the top 100 mid-cap 
companies based on the div yield and div cover ranking. 

 Compulsory test. No cut in dividend per share in either of the last two financial years. 

●​ Compulsory test. Must have a trailing DY over 2 per cent. 

●​ Forecast DY above 3.5 per cent. This isn’t compulsory for mid-caps because we don’t want 
to exclude companies that may grow into being good dividend payers. 

●​ Dividend cover above 1.6x. 

●​ EPS growth forecast for current (unreported) and next financial years PLUS last full year 
EPS is higher than two years previously. 

●​ Operating cash conversion above 100 per cent. 

●​ Interest cover above 5x. 

●​ ROE above 12.5 per cent. 

●​ Beta below 0.9. 
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Small cap and Aim: 

Ranked first on the number of tests passed, then on a composite of their rank amongst small 
caps/Aim stocks for trailing dividend yield and dividend coverage. We tabulate companies that 
pass at least eight of the ten tests below. For small caps or Aim companies it is also compulsory 
that they are in the top 100 small-cap or Aim companies based on the div yield and div cover 
ranking.  

●​ Compulsory test. No cut in dividend per share in either of the last two financial years. 

●​ Compulsory test. Trailing dividend yield must be in the top 2/3 of companies that pay 
dividends. There is an argument for screening out the very highest dividend yields as a 
safety measure, but we leave this up to judgement interpreting the screen. 

●​ Compulsory test. Trailing dividend yield must not be in the top five per cent of companies 
that pay dividends. This is to guard against value traps. 

●​ Forecast DY above 3.5 per cent. This isn’t compulsory for small caps because we don’t 
want to exclude companies that may grow into being good dividend payers. 

●​ Dividend cover above 1.6x. 

●​ EPS growth forecast for current (unreported) and next financial years PLUS last full year 
EPS is higher than two years previously. 

●​ Operating cash conversion above 100 per cent. 

●​ Interest cover above 5x. 

●​ ROE above 12.5 per cent. 

●​ Free cash flow is positive.  

 

Universe rules: 

UK main market – we start with all companies with a market cap above £35mn, of these: 

●​ Biggest 85 per cent go into the ‘large cap’ bucket. 

●​ Those below the fifteenth percentile but bigger than £250mn go into ‘mid cap’. 

●​ Those between £35mn and £250mn go into small caps. 

Aim market is run separately but we ignore companies below £35mn.  
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