Building a Portfolio for Reliable Income: A Guide to Sustainable
Dividends

First, The Golden Rule: Sustainability Over Yield
The most critical mistake dividend investors make is chasing the highest yield. A very high yield can often be a
"dividend trap," signaling a company in trouble or a dividend that is about to be cut.

Key Metric: Payout Ratio
The payout ratio is the percentage of a company's earnings paid out as dividends to shareholders.

Formula: (Annual Dividends Per Share / Annual Earnings Per Share) * 100

What to Look For: A sustainable ratio is typically below 60-75% for most mature, stable companies.
This means the company retains 25-40% of its earnings to reinvest in the business, fuel future growth,
and weather economic downturns.

An Even Better Metric: Free Cash Flow Payout Ratio
Earnings can be manipulated with accounting rules, but cash is king. The Free Cash Flow (FCF) payout ratio is
often a more reliable measure.

e Formula: (Annual Dividends Per Share / Free Cash Flow Per Share) * 100
e What to Look For: Again, a ratio below 80% is generally considered very sustainable. It shows the
company generates more than enough cash.to cover its dividend.

Highlighted Stocks with Sustainable Payouts (As of Late 2023/Early 2024)
Here are examples from different sectors known for strong, sustainable dividends.

1. Technology & Communications
Once growth-focused, now maturing into cash cows.

e Microsoft (MSFT)

e Dividend Yield: ~0.7%

e  Payout Ratio: ~25-30%

e Why it's Sustainable: Massive, recurring revenue from cloud (Azure) and software. It
generates enormous free cash flow, allowing it to easily cover the dividend, buy back shares,
and invest in innovation. The low yield is a function of its massive market cap and high share
price, but the dividend growth is exceptional.

e Apple (AAPL)

e Dividend Yield: ~0.5%

e Payout Ratio: ~15%

e Why it's Sustainable: The ultimate cash-generating machine. With a pristine balance sheet
and the world's most loyal customer base, its dividend is incredibly safe. Like Microsoft, the
focus is on dividend growth, not high initial yield.

e Verizon (VZ)

e Dividend Yield: ~6.5%

e Payout Ratio: ~50-60% (on earnings), but closer to ~45-50% on Free Cash Flow.

e Why it's Sustainable: A classic "widows-and-orphans" stock. While it carries debt from
network investments, its cash flow is highly predictable from millions of monthly wireless bills.
The high yield is attractive and, based on current FCF, appears sustainable.

2. Healthcare & Consumer Staples
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Defensive sectors with resilient demand.

e Johnson & Johnson (JNJ)

e Dividend Yield: ~3.0%

e Payout Ratio: ~45-50%

e Why it's Sustainable: A Dividend King (increased its dividend for over 50 consecutive years).
Its diverse portfolio of pharmaceuticals, medtech, and consumer health products creates stable
cash flow through economic cycles.

e Procter & Gamble (PG)

e Dividend Yield: ~2.4%

e Payout Ratio: ~60-65%

e Why it's Sustainable: Another Dividend King. People buy Tide detergent and Crest
toothpaste in good times and bad. Its powerful brand portfolio gives it pricing power, ensuring
steady earnings and dividend coverage.

e AbbVie (ABBV)

e Dividend Yield: ~3.7%

e Payout Ratio: ~45-50%

e Why it's Sustainable: Despite patent concerns for Humira, AbbVie has successfully diversified
its revenue stream. It has a long history of dividend growth and generates strong cash flow to
support it.

3. Energy & Infrastructure
Asset-heavy businesses with predictable, regulated returns.

e Exxon Mobil (XOM)

e Dividend Yield: ~3.7%

e Payout Ratio: ~35-40%

e Why it's Sustainable: After the 2020 oil crash, XOM became fiercely disciplined. It prioritizes
the dividend above all else, funding it comfortably at much lower oil prices than in the past. Its
integrated business model provides stability.

e NextEra Energy (NEE)

e Dividend Yield: ~3.2%

e Payout Ratio: ~55-60%

e Why it's Sustainable: As a regulated utility (Florida Power & Light), it has a guaranteed return
on its investments. lts growing renewable energy business adds another layer of growth. The
payout ratio is perfectly in line for a stable utility.

e Realty Income (O)

e Dividend Yield: ~5.2%

e Payout Ratio: ~75% of FFO (Funds From Operations, the REIT equivalent of earnings).

e Why it's Sustainable: A REIT known as "The Monthly Dividend Company." It owns essential
retail properties (e.g., Walgreens, 7-Eleven) leased with long-term, triple-net leases. This
creates a highly predictable rental income stream that covers the dividend well.

How to Find and Analyze These Stocks Yourself

1. Start with a Screener: Use tools like Finviz or your brokerage's screener.
e Set filters for: Dividend Yield > 2%, Payout Ratio < 75%, Market Cap > $10B (for stability).
2. Dig into the Financials: Go beyond the screener numbers.
e Check the last 5-10 years of dividend history. Is it consistently growing?
e Look at the Balance Sheet: Is the company carrying a manageable level of debt? (Check
Debt-to-Equity ratio).
e Read the Latest Earnings Report: Management often comments on the dividend's
sustainability.
3. Consider the "Dividend Aristocrats" and "Kings": These are S&P 500 companies (Aristocrats) or
any US company (Kings) that have increased dividends for at least 25 or 50 consecutive years,
respectively. They have a proven culture of returning capital to shareholders.

Final Words of Caution
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Sector Matters: A 90% payout ratio might be normal for a REIT or MLP but a disaster for a tech startup.
Watch for Cuts: If a company's earnings decline but it maintains its dividend, the payout ratio will spike.
This is a red flag.

e Don't Ignore Growth: A company with a 2% yield but 10% annual dividend growth will double your
income every 7 years. A company with a 6% yield and no growth will not.

By focusing on sustainable payout ratios and strong underlying businesses, you can build a portfolio

designed for reliable, growing income over the long term.

By Padmond Jung

Note: This is not personalized financial advice. Always conduct your own research.



