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Shares for a well-diversified income portfolio

Our screens suggest shares that could be worth a place in a UK investor’s income portfolio. They
each have risks - and a sensible portfolio should be multi-asset anyway - but for the equities
allocation, these companies aren’t too similar in their idiosyncratic risks.

The opportunity cost of a high dividend payment is the money that could be reinvested in
the business to help generate even greater returns for investors in the future when they
need to cash them in. For those of a shorter time horizon, for example in the drawdown
phase of managing a self-invested personal pension (Sipp), then high cash payouts today
are extremely welcome.

If you have nomoral objection, then tobacco stocks fit the bill nicely. Imperial Brands
(IMB), which faces the secular decline of demand for the wicked leaf, has nevertheless
seen signs of promise in its new generation products division. Arguably, tighter regulation
of products like vapes could be around the corner, but in the meantime uncertainty is
rewarded. The failure of our cash conversion test hints at future challenges and a time
when the dividend could come under pressure but for those with a shorter term focus,
the forward yield for the next twelve months still supports the case for holding.

Also ranking highly on our list are two companies with a vital role in energy. The future of
oil & gas majorBP (BP.) has excited debate amongst environmentalists and investors alike
in recent years. The comparison with last year has been a tough one but there has been a
firm commitment to returning cash to shareholders. Oil & gas prices will decide how
sustainable the payout remains (alongside the competing force of capital expenditure),
but for now any undulations may continue to bemore cyclical than secular, so BP is worth
its place in a well-diversified income portfolio.

SSE (SSE) has recently been prioritising investment over its dividend, which was slashed
this year. Many would fairly see that as an automatic disqualifier for an income screen but
it is worth holding some stocks that could grow their payout again in the future. The need
for power is going nowhere and the policy is to increase dividend growth in line with
earnings growth at 5-10 per cent p.a., going forward.

Intermediate Capital Group (ICG) the flexible capital solutions business with a focus on
private equity, private debt and real assets investment has seen assets under
management (AUM) and fee earning (invested) AUM increase in the past year and a pivot
to a more dovish interest rate environment would be bullish for the company.

Throw in supermarket Tesco (TSCO) and the leading lights on this month’s screen offer
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quite a well diversified basis for an income portfolio. Over differing timeframes, cycles
and scenarios, these five stocks are plenty different. Although income investors ought to
spread risk across multiple assets (and try to lock in some safe gilt income before yields
fall).

Mid-Cap and small-cap high dividend yield shares below
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Investors’ Chronicle Alpha dividend screenmethodology

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 NTMdividend 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 themedian of forecasts from FactSet).

● NoDPS 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 fromwhich 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 howmuch hard cash the business
operations are generating fromwhich to support making payments to shareholders.

● Interest coverage ratio of more than 5x. This is howmany 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 100mid-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:

UKmain 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.

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