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Key points 

Stock selection will be key for UK 
equity income investors in 2016 

Some companies could increase 
their payout ratios or pay special 
dividends, while others cut or 
suspend payments 

Income investors could also choose 
to diversify beyond dividends 
While there are headline risks in 
other income-producing assets, 
there are also opportunities 
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Careful stock selection and diversification into other income-
producing assets are key to generating income this year, say 
Trevor Green and Nick Samouilhan. 

 
The search for El Dorado, the lost city of gold in South America, lasted for hundreds of 
years, cost countless lives and is reputed to have driven many men mad. The hunt for 
income hasn’t lasted quite as long, but as we approach the seventh anniversary of the 
Bank of England’s move in March 2009 to reduce interest rates to a record low of 0.5 
per cent, it shows little sign of ending. With fixed income yields offering little in the way 
of return – at least from those sovereign issuers considered low risk – it is unsurprising 
investors have turned to equities in the belief that they could provide a reliable flow of 
income in the form of dividends. 

Dividends under pressure  
However, equity income investors endured a choppy ride in 2015 and conditions will 
remain challenging in 2016. Average dividend cover – the ratio indicating how many 
times a company can make its scheduled dividend payments out of its net income 
over a set period – declined to 1.52 across the FTSE 350 Index at the beginning of 
2016, from 2.4 at the end of 2011, according to the Financial Times.  

Chart 1 Decline in dividend cover, rolling 12-month periods, 2008-2015 

 

Sources: The Share Centre and Capita Asset Services, 28 September 2015 

The higher the ratio, the more affordable it is for a company to pay and sustain its 
dividend. Payouts are considered under threat if the cover falls under 1.5. The ratio 
has been falling for over four years and is well below the level reached during the 
global financial crisis (GFC). It fell below 1.8 following the GFC, having last dropped 
under that mark in 1999. 

Depressed commodity prices weigh on dividends 
The sharp fall in commodity prices is a key factor in the recent decline. The miners 
Anglo American and Glencore suspended dividend payments in 2015, and there is a 
risk that others could follow suit as falling metals and commodity prices take their toll. 
Declining oil prices are also hurting some dividend-paying heavyweights in the energy 
sector. In February 2016, for example, Royal Dutch Shell reported profits of US$1.8 
billion for the fourth quarter of 2015, less than half the US$4.2 billion reported in the 
same period a year earlier.  

Royal Dutch Shell has not cut its dividend since 1945, and will do everything it can to 
avoid doing so. However, its current forecasts are based on a crude oil price of $60 a 
barrel in 2017. Given the current trajectory of oil prices, it may be forced to re-examine 
its dividend policy. BP is in a slightly better financial position, having had to reduce the 
scale of its operations and sell assets to fund the reparations following the Macondo 
oil rig disaster in 2010. However, given the oil price, BP will not cover its dividend from 
internally-generated cashflows until 2017 at the earliest. 
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Wage costs pressure grocers 

Meanwhile, food retailers such as Tesco, Sainsbury’s and 

Morrisons have already all cut their dividend by over 50 per 

cent. The introduction of the new National Living Wage in 

April 2016 will pile further pressure on the supermarket 

operators, with wages accounting for a relatively high 

percentage of their cost base. The same is true of low-

margin, labour-intensive support services such as manned 

security providers and low-margin clothing retailers. 

Scanning a wider horizon 

In this environment, investors must look elsewhere for 

income. Despite the difficulties afflicting traditional 

providers of dividends such as mining stocks, there are a 

number of companies with conservative payout ratios 

where there are better prospects for dividend increases.  

Moreover and despite the adverse headlines, the current 

state of balance sheets in the UK corporate sector is 

healthy overall and not all of the cash companies generate 

will be spent on M&A, particularly given the fragile global 

macro backdrop. Companies such as ITV, the London 

Stock Exchange, UDG Healthcare, easyJet and 

MoneySuperMarket.com could increase their payout ratios 

or pay special dividends. 

Excluding the mining sector, revenues among the UK’s 

largest 350 listed companies rose 12.9 per cent in the third 

quarter of 2015, up £8.3 billion year-on-year, according to 

the Share Centre
1
. Pre-tax profit soared by 19.8 per cent to 

£8.8bn, excluding mining companies, which experienced a 

64.7 per cent decline.  

It is also worth looking outside the UK where, despite the 

challenging earnings picture, dividends are not under as 

much pressure. Around the globe, there are still many good 

companies that can grow their dividends by more than 10 

per cent, particularly in sectors such as consumer 

discretionary, healthcare, technology and telecoms where 

companies are generating sustainable levels of free 

cashflow.  

Europe certainly has many high-quality companies paying 

sustainable income streams and, unlike in the UK, they are 

widely distributed across sectors, and well covered by 

earnings. 

Beyond bricks 

Outside of dividends, there are a number of other potential 

sources of income, including commercial property, 

government and corporate bonds. Each has their pros and 

cons.  

Commercial property, for example, can provide a steady 

income stream and, given returns from the sector have a 

relatively low correlation to bonds and equities, it also 

offers diversification benefits over the long term. Real 

                                                
1
 ProfitwatchUK, November 2015, an analysis of the UK’s top 350 

companies from The Share Centre 
https://www.share.com/experienced-investors/profit-watch-uk/ 

estate investment trusts (REITs) provide tax‑efficient 

access to the income opportunities available from property.  

However, REITs’ share prices move in tandem with 

broader equity markets during periods of short-term stress, 

as was highlighted during the August 2015 sell-off, sparked 

by concerns over China’s slowing economy. After several 

years of strong gains, the current real estate cycle is 

approaching maturity. And REITs are vulnerable to interest 

rate hikes just like other assets. But the fact interest rates 

are likely to rise only slowly suggests that the downside risk 

facing REITs is limited and that the income they provide will 

remain relatively attractive. The FTSE EPRA/NAREIT UK 

Index achieved a dividend yield of 2.95 per cent and 

distribution growth of 10.09 per cent in 2015, according to 

Bloomberg.  

A safe haven 

Government bond yields have fallen sharply in recent 

years. On 11 February 2016, for example, the yield on 10-

year UK gilts dropped to an intra-day low of 1.23 per cent, 

according to Bloomberg.  

Which begs the question: why have exposure to 

government bonds? The answer, we believe, is that firstly, 

interest rates are likely to rise slowly and peak at much 

lower levels than in the past. So we do not expect 

government bonds to sell off dramatically. Secondly, core 

government bonds still have an important role to play in 

protecting portfolios from market turbulence.  

When global markets sold off at the beginning of 2016, for 

example, the price of core government bonds such as US 

treasuries, German bunds and UK gilts rallied and helped 

to offset the impact of the drop in equities. It is also 

possible to build a balanced government bond portfolio with 

a diverse range of sources of both income and returns that 

include core and emerging market government bonds.  

Opportunities may also be opening up among emerging 

market local currency government bonds. Since 2011, 

emerging economies have experienced major currency 

depreciation and deteriorating terms of trade as commodity 

prices have fallen and global trade has slowed. Despite 

speculation to the contrary, emerging economies have, 

broadly-speaking, maintained their stability throughout this 

period.  

Moreover, a long and painful period of economic 

adjustment is having a positive impact on structural 

imbalances. Emerging-market currencies have reached 

attractive levels on a long-term basis and now local-

currency bonds offer decent value relative to other asset 

classes. 
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Chart 2: Yields on local currency emerging market bonds, 2011-2016 

 

 

 

 

 

 

 

 

 

 

 

Source: Bloomberg, February 2016 

Balancing the risks and rewards of corporate bonds 

Yields on investment-grade corporate bonds have fallen 

sharply in recent years. To some extent, this reflects the 

broader picture in government bond markets, but also the 

fact that certain major multinational corporate issuers, such 

as Apple and Microsoft, are viewed as carrying lower risk 

than sovereigns. However, on a selective basis it is still 

possible to find value in investment-grade credit; which also 

applies to some high-yield and emerging-market issuers.  

Despite macro headwinds, default rates remain low, 

reflecting the broad-based drive to repair balance sheets in 

the wake of the financial crisis. In December 2015, ratings 

agency Moody’s predicted the default rate for global 

speculative-grade bonds would end 2015 at 3.0 per cent 

before rising gradually to 3.7 per cent by November 2016. It 

added that if its 2016 forecast proved correct, the rate 

would remain below its historical average of 4.2 per cent 

and that the rise in defaults would be concentrated among 

commodity companies.  

One potential risk to this forecast, however, is of a major 

liquidity event. With post-crisis regulatory reforms already 

impeding the ability of banks to provide liquidity in their role  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

as market makers, there are legitimate concerns over what 

could happen in the event of a major market shock.  

In summary, the picture is mixed across traditional sources 

of income. While there are headline risks in each asset 

class, scratch beneath the surface and there are still 

opportunities. Such an environment tends to favour a 

diversified approach rather than a heavy bias towards one 

or two asset classes. 
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Important Information 

Unless stated otherwise, any sources and opinions expressed are those of Aviva Investors Global Services Limited (Aviva 
Investors) as at 22 February 2016. They should not be viewed as indicating any guarantee of return from an investment 
managed by Aviva Investors nor as advice of any nature. Past performance is not a guide to the future. The value of an 
investment and any income from it may go down as well as up and the investor may not get back the original 
amount invested. 

Important notice: DIFC 

This document is intended for distribution only to Persons of a type specified in the DFSA’s Rules “Professional Clients” 
and must not, therefore, be delivered to, or relied on by, any other type of Person. This document is for the exclusive use 
of the persons to whom it is addressed and in connection with the subject matter contained therein. This communication is 
distributed in the DIFC by Aviva Investors Global Services Limited Regulated by the Dubai Financial Services Authority as 
a Representative Office with its address at Office 108, Al Fattan Currency House, DIFC, Dubai, UAE, and entered on the 
DFSA register under Firm Reference number F001481. The Dubai Financial Services Authority has no responsibility for 
reviewing or verifying this document. The Dubai Financial Services Authority has not approved this document nor taken 
steps to verify the information set out in it, and has no responsibility for it.  

Issued by Aviva Investors Global Services Limited, the Investment Manager to the Fund registered in England No. 
1151805.  Registered Office: No. 1 Poultry, London EC2R 8EJ.  Authorised and regulated by the Financial Conduct 
Authority and a member of the Investment Association.  Contact us at Aviva Investors Global Services Limited, No. 1 
Poultry, London EC2R 8EJ. 

Approved for Austria, Belgium, Denmark, DIFC, Finland, Germany, Ireland, Italy, Luxembourg, Netherlands, 
Portugal, Spain, Sweden, Switzerland and the UK. 
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IMPORTANT INFORMATION: SINGAPORE, REPUBLIC OF CHINA (TAIWAN), AUSTRALIA, BRUNEI, HONG KONG, JAPAN, 
KOREA, MALAYSIA, NEW ZEALAND, THAILAND AND PEOPLE’S REPUBLIC OF CHINA 
 
  
Unless stated otherwise, any sources and opinions expressed are those of Aviva Investors Global Services Limited (Aviva Investors) 
as at 22 February 2016. They should not be viewed as indicating any guarantee of return from an investment managed by Aviva 
Investors nor as advice of any nature. Past performance is not a guide to the future. The value of an investment and any 
income from it may go down as well as up and the investor may not get back the original amount invested. Some of the 
information within this document is based upon Aviva Investors estimates.  
 
Issued by Aviva Investors Global Services Limited, registered in England No.1151805. Registered Office: No. 1 Poultry, London EC2R 
8EJ. Authorised and regulated in the U K by the Financial Conduct Authority and a member of the Investment Management 
Association. Contact us at Aviva Investors Global Services Limited, No. 1 Poultry, London EC2R 8EJ. Telephone calls to Aviva 
Investors may be recorded for training or monitoring purposes. 
 
This document is being circulated by way of an arrangement with Aviva Investors Asia Pte. Limited and its subsidiaries Aviva 
Investors Securities Investment Consulting Co., Ltd. and Aviva Investors Pacific Pty Ltd (“Aviva Investors Asia”) for distribution to 
investment professionals only. Please note that Aviva Investors Asia does not provide any independent research or analysis in the 
substance or preparation of this document. Recipients of this document are to contact Aviva Investors Asia in respect of any matters 
arising from, or in connection with, this document. 
 
Aviva Investors Asia Pte. Limited, a company incorporated under the laws of Singapore with registration number 200813519W, holds 
a valid Capital Markets Services Licence to carry out fund management activities issued under the Securities and Futures Act 
(Singapore Statute Cap. 289) and is an Exempt Financial Adviser for the purposes of the Financial Advisers Act (Singapore Statute 
Cap.110). Registered Office: 1 Raffles Quay, #27-13 South Tower, Singapore 048583 
 
Aviva Investors Securities Investment Consulting Co., Ltd., a company incorporated under the Company Law of the Republic of China 
with registration number 53097616, holds a valid Securities Investment Consulting Enterprise (SICE) License to carry out Securities 
Investment Consulting Service and other relevant business permitted by Financial Supervisory Commission, Executive Yuan, R.O.C. 
and provides permitted liaison and co-ordination services only. Registered Office: Room D-1, 24F, No. 7, Section 5, Xin Yi Road, 
Taipei 110, Taiwan. 
 
Aviva Investors Pacific Pty Ltd, a company incorporated under the laws of Australia with Australian Business No. 87 153 200 278 and 
Australian Company No. 153 200 278, holds an Australian Financial Services License (AFSL 411458) issued by the Australian 
Securities and Investments Commission. Business Address: Level 50, 120 Collins St, Melbourne VIC 3000, Australia  
  
Compliance code: 20160229_03 


