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I have never believed more strongly that the most  
reliable and practical way for investors to earn good 
returns on their capital is to seek large and growing 
dividend payments from their stocks. Capital gains are 
no more than gravy—usually pleasant, occasionally 
distracting, but unnecessary for those who hunger for 
consistent, healthy returns to meet real-world goals.

But will this still be true when the current tax regime 
for investment income changes next year? Today’s 
maximum federal tax rate of 15% on both qualified 
dividends and long-term capital gains, established in 
2003, is not the status quo. Left untouched, both of 
these rates will expire at the end of this year: The top 
marginal rate on capital gains will revert to 19.8%, 
while the top marginal rate on dividend income will 
shoot to 39.6%. This is perhaps the worst-case 
scenario; every serious proposal I’ve seen thus far 
would change the law to prevent the pre-2003  
tax regime from returning in full. But it is almost 
impossible to escape the conclusion that taxes  
on investment income are going up.

There is no way to describe a tax increase as a plus, 
but I think it is very important to keep the matter  
in perspective. Our investment strategy was not the 
product of the 2003 tax rate reductions on dividend 
income, and I do not believe it will lose all of its 
appeal if taxes go back up. In fact, I think it is more 
important to guard against overreaction to this 
threat—even if this overreaction risk isn’t something 
that individual investors can always control.

In any event, I will continue to insist on a rich cash 
return from all of our investment holdings; I would 
rather get a dollar in cash and pay my full tax bill than 
to have someone promise me a dollar of “value”  
that I might never pay tax on because it never comes. 
And to the extent that a well-known and anticipated 
increase in dividend taxation isn’t priced in already,  
I doubt we’d be able to call it out as it takes effect. 
There are simply too many other forces in play.

The Historical Perspective
For most of the history of the federal income tax, divi-
dends have been taxed as ordinary income while 
capital gains usually got breaks of varying but often 
huge degrees, as shown in the left chart on Page 2. 
Since dividends and capital gains share the same 
origin—corporate profits—this built-in bias of the tax 
code was exceedingly unfair. However, until the 
1990s, this unfairness did not stop American corpora-
tions from paying out dividends routinely exceeding 
50% of earnings while raising dividends at a pace that 
reflected increased profits over time.

Moreover, dividend-paying stocks have a long record 
of outperforming nonpayers—and high-yield stocks 
have a record of outclassing low-yielders—that long 
predates the tax cuts enacted in 2003. My favorite 
study was Jeremy Siegel’s research in his 2005 book, 
The Future for Investors. Pulling apart the returns  
of individual stocks in the Standard & Poor’s 500 Index 
between 1957 and 2003, a period that was mostly 
characterized by sky-high top marginal tax rates on 
dividend income, Siegel found that the highest-
yielding quintile of index constituents returned 14.27% 
per year, while the lowest-yielding quintile returned 
just 9.50%. Some of this advantage, for some inves-
tors, was offset by a higher tax burden, but not all of 
it for all investors.
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So if dividend payers could outperform by such a wide 
margin when dividend tax rates were high, how did 
they perform after the 2003 tax cuts? A comparison  
is shown in the chart below at right. The Morningstar 
Dividend Leaders Index, composed entirely of high-
yielding stocks that meet several other statistical 
standards, did not outperform the S&P in 2003. Or 
2004. Or 2005. It was only in 2006 that this index 
began to outperform, and that “beat” was soon given 
back (and then some) in the cascade of dividend 
slashing that plagued us in 2008 and 2009. The 2003 
tax cuts also fail to explain the subsequent popularity 
of real estate investment trusts and master limited 
partnerships, two high-yield sectors that did very well 
relative to the S&P after dividend taxes fell, even 
though they were never eligible for the 15% maximum 
rate on qualified dividend income.

None of this means that taxation doesn’t matter, but  
it does support my view that many other forces are at 
work. To cite one example, the fortunes of the finan-
cial services sector (which accounted for such a large 
proportion of precrash dividend income) overwhelmed 
the other forces at work in our Dividend Leaders 
index, including taxation.

The List of the Unaffected
Even if we assume taxes are going up, they will not 
affect all investors equally. Consider the following:

+ Dividends received in tax-deferred accounts. If, like 
tens of millions of other Americans, you hold divi-
dend-paying stocks in an IRA, Roth IRA, 401(k) plan, or 

other tax-deferred account, your effective tax rate on 
dividend income will remain zero.

+ Dividends received by tax-exempt investors. Pension 
funds and charitable trusts, many of which are keen 
to realize consistent, low-risk returns, are exempt from 
taxes on dividends, interest and capital gains. 

+ Dividends paid by real estate investment trusts. 
Because REITs do not themselves pay corporate income 
taxes, and no “double taxation” was in effect, REIT 
investors never benefited from qualified dividend tax 
rates in the first place.

+ Cash distributions paid by master limited partner-
ships. Even more than REITs, MLPs operate on a 
completely different tax regime than traditional corpo-
rations. They had nothing to gain from qualified  
tax rates, and therefore have nothing to give back.

To this list of the unaffected, I think we can provision-
ally add most investors dealing with taxable funds. 
The first piece of actual legislation (as opposed to mere 
proposals) that addresses the matter of dividend  
taxation is the fiscal 2011 budget bill, which was voted 
out of the Senate Budget Committee in April. This 
budget, even if passed into law, would not be sufficient 
legislative action to change the tax code. But even as 
it lets the 2003 tax cuts expire for households earning 
more than $250,000 a year ($200,000 for single filers), 
it retains the favorable treatment in force today for  
all taxpayers beneath this threshold as part of a wide 
group of middle-class tax cuts.

The Tax Monster 
Continued from Cover

NSTAR NST

Star Rating QQQ

Economic Moat Narrow

Uncertainty Rating Low

Fair Value ($) 35.00

Dividend Buy ($) 33.00

Current Price ($) 36.71

Dividend ($) 1.60

Yield (%) 4.4

Payout (%) 64

5-Yr Growth (%) 6.3

Stewardship C

Data through May 13, 2010.

Top Federal Tax Rates on Investment Income

0

20

40

60

80

100

1916 1926 1936 1946 1956 1966 1976 1986 1996 2006

p Dividend Income p Long-Term Capital Gains

80

60

40

20

Dividend Leaders vs. S&P 500, Total Returns 2003–Present

80

100

120

140

160

180

200

220

2003 2004 2005 2006 2007   2008 2009 10

p Morningstar Dividend Leaders  p S&P 500

200

180

160

140

120

100

Source: Citizens for Tax Justice Data through Apr. 30, 2010.



3Morningstar DividendInvestor June 2010

This reduction leaves us with a tax monster that will 
bite only a small group of investors: high earners 
dealing with taxable funds. It is in how these individ-
uals might react that we find our key consequences.

Overreaction Risk Number One: Investors
What happens if investors, perceiving a tax increase in 
the near future, decide to dump all their high-yield 
stocks? Even if we like dividends, shouldn’t we sell 
now and buy back later? I cannot rule out such a sell-
off, but the trouble with this line of thought is that  
it implies that a price decline—specifically affecting 
high-yield stocks and caused by higher taxes—is  
a bankable and tradable prospect. If I really thought I 
could sell NSTAR NST at its current 4.4% yield and 
buy it back nine months from now at, say, a 6% yield, 
sure, I’d find that attractive. But I don’t have anything 
resembling the level of confidence I would require  
to pull a stunt like that. Instead, I mean to stand ready 
to take advantage of the overreaction of others should 
it arise—if nothing else changes, but a stock like 
NSTAR can trade for a 6% yield, I’m prepared to dig 
up more money (perhaps by selling lower-yielding 
holdings) to buy more shares.

Overreaction Risk Number Two: Management
I am less worried about a change in the tax rate on 
dividends than I am about the future difference 
between top marginal rates on dividends and long-
term capital gains. Why? Because the group of  
individuals most likely to be hit with a tax increase on 
investment income includes CEOs, CFOs, corporate 
directors, and other officials who have much more say 
over the quantity of dividends being paid than we do.

There’s no point in sugarcoating things: I think most 
CEOs dislike paying dividends and would seize on any 
excuse to withhold them. Dividends cramp the style  
of an empire builder. Funds devoted to dividends can’t 
be used for acquisitions or capital-spending programs 
that may enlarge revenue (and, inevitably, the CEO’s 
pay packet) even if they destroy shareholder value. 
Worse, from the CEO’s point of view, dividends are 
difficult to withdraw without inciting the anger of 
nonmanagement investors. So what better solution to 
a tax increase than to cancel the dividend, or at least 
hold back its growth. 

This is why I think it is a good idea to stick closely  
to established, proven dividend payers. It is inter-
esting how Microsoft MSFT started paying a dividend 
in 2003; having never brought its regular payout up  
to anything resembling full potential, the board might 
well take a tax hike as an excuse to scrap something 
it hasn’t devoted itself to in the first place. The idea of 
Johnson & Johnson JNJ doing the same thing, 
however, is much, much harder to imagine.

Bottom Line
As we head into a period of almost certain obsession 
over taxes, I am prepared to stick with a proven 
strategy for delivering healthy pretax returns. I hardly 
enjoy the idea of paying more tax, professionally or 
personally. And I do hope Congress will recognize the 
importance of keeping tax treatment for dividends  
and capital gains on an equal footing. Still, the alter-
native—failing to earn good (even if taxable) profits 
on my investments in the first place—remains an evil 
worse than a higher tax bill. œ

Data through May 13, 2010. Combined cumulative returns calculated on a time-weighted basis. “M* Div Ldr”5 Morningstar Dividend Leaders index of high-yielding stocks. *Inception of Builder **Inception of Harvest

   Builder Period Harvest Period MDI Portfolios Period S&P 500 MDI B/(W) M* Div Ldr MDI B/(W) 
Date   Portfolio Return (%) Portfolio Return (%) Combined Return (%)  Return (%) than S&P Return (%) than MDL 

01/07/05* 100,000.00    100,000.00     

12/30/05 102,324.82 +2.3   102,324.82 +2.3 +7.1 -4.8 +5.2 -2.9

12/29/06** 124,722.19 +21.9 100,000.00  224,722.19 +21.9 +15.8 +6.1 +25.5 -3.6

12/31/07 121,180.73 -2.8 101,776.82 +1.8 222,957.55 -0.8 +5.5 -6.3 -10.2 +9.5

12/31/08 99,046.55 -18.3 70,128.71 -31.1 169,175.26 -24.1 -37.0 +12.9 -31.4 +7.2

12/31/09 105,161.54 +6.2 94,045.47 +34.1 199,207.01 +17.8 +26.5 -8.7 +14.8 +2.9

Year-to-Date 2010 115,248.22 +9.6 104,121.07 +10.7 219,369.29 +10.1 +4.5 +5.6 +0.9 +9.3

Total (Since Inception) 115,248.22 +15.2 104,121.07 +4.1 219,369.29 +21.8 +9.0 +12.7 -5.8 +27.5

DividendInvestor Portfolios: Combined Performance
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Fair Value ($) 32.00

Dividend Buy ($) 23.00

Current Price ($) 29.24
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Data through May 13, 2010.
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The mood of relentless incline, by the market’s peak 
April 23, betrayed a level of complacency that made 
stocks ripe for a fall—whatever the proximal cause 
might have turned out to be. As it happened, it was a 
rapidly deteriorating sovereign debt situation in 
Europe (which at least one wag referred to as a 
Greece fire) that provided a flash of uncertainty. This 
jolt led to a surge in volatility, a disconcerting but 
brief malfunction of the market’s trading systems, and 
ultimately a decline in stock prices for the reporting 
month that ended May 13. Not even in the depths of 
the crash has Wall Street seemed so much like a 
casino, or rather an error-ridden video game version of 
a casino, as it did May 6. (Nevadans have begun  
to complain of these comparisons as an insult to the 
state’s leading industry, and I see their point.)

Even so, the Builder managed to hang on to most  
of its year-to-date gains. Our growth-oriented account 
has gained 9.6% thus far in 2010, compared with  
a 4.5% total return for the S&P 500 and just 0.7% for 
the Morningstar Dividend Leaders Index. Our exposure 
to more cyclical sectors (finance, industrials, and  
business services) has more than offset the lagging 
performance of health-care concerns Johnson & 
Johnson and Abbott Laboratories.

My only beef, which is not exactly new, is that the 
Builder is not collecting nearly as much current income 
as I would prefer. Though its 2.63% overall yield is 
quite a bit better than the market average, this is below 
the midpoint of my 2%–4% goal, and the likelihood  
of diminished economic growth in whatever will even-
tually pass for normal should beckon us toward  
a larger mix of reliable income in our search for total 
return. Dividend increases from our three banks  
(24% of the account’s value but just 10% of its annu-
alized income) would help a lot, and the news on  
this front permits me to be fairly optimistic if we can 
hang on to these low-yielding issues a bit longer.

US Bancorp revealed that its own management and 
directors would like to raise the dividend imme- 
diately; instead, it is the caution of regulators (specifi-
cally those at the Federal Reserve) who are waiting 
for needed “clarity” on industry credit quality and the 
progress of a U.S. economic recovery. BB&T made 
similar comments, but added that it hopes to start 
bringing its dividend back by the fourth quarter  
of 2010 or the first quarter of 2011. Amazingly, Wells 
Fargo made no statement about its dividend in its 
first-quarter conference (presumably because no 
participating analyst asked), but CEO John Stumpf 
indicated that a boost in the dividend is a “high-
priority item” for the board. I will be surprised if our 
income from these three holdings hasn’t at least 
doubled a year from now.

We’re also encouraged by signs that credit losses 
have stabilized, which is a necessary condition that 
precedes an inevitable decline. Our fair value esti-
mates for BB&T and Wells Fargo rose 18% and 8%, 
respectively, and our uncertainty rating for Wells is 
now medium (down from high), though neither of 
these stocks is all that close to being a buy. But I am 
now confident enough in the dividend recovery  
prospects for our banks to say I would consider buying 
them—even at rock-bottom current yields—if they 
fell below my Dividend Buy prices.

As for dividend growth in the here and now, I’m 
pleased to report that Johnson & Johnson raised its 
dividend 10.2% on April 22, which exceeded my 
expectations. I found it particularly gratifying that this 
increase is coming in a year where J&J’s net earnings 
will probably be about flat; against this backdrop,  
the board is expressing a high degree of confidence in 
solid earnings growth beyond 2010. 

At the same time, however, I am disturbed by the 
company’s recent recalls. I’ll even go so far as to use 
the word outraged; how could I not be, having  
given my own 13-month-old son infant Tylenol from a 
bottle that was part of the recall? If I can’t trust 
Johnson & Johnson with his health, whom can I trust? 
The investment implications are not quite so clear- 
cut; J&J is a huge company of which Tylenol is only a 

The Dividend Builder Portfolio
 Morningstar Stock Portfolios  |  Josh Peters, CFA

What is the goal of the  
Builder Portfolio? 
To earn annual returns of 
11%–13% over any  
three- to five-year rolling  
time horizon. 

For our portfolio as a whole, 
this goal is composed of:

2%–4%  current yield
8%–10%  annual income
  growth

Continued on Page 6

Income Update

Dividends Received $255.20

Interest Income $0.04

Total Income  $255.24 

 Performance Update

Yield on Original Cost 2.6%

Yield on Current Value 2.7%

Income Yield, Year Ago  3.2%

Income Growth (TTM)  4.6%

Price/Fair Value–Portfolio  0.85

Price/Fair Value–Market  1.02

Reporting Period: Apr. 14 to May 13, 
2010. Yield and Price/Fair Value data 
exclude cash balances.

Income growth (TTM) measures the 
impact of dividend increases net of 
dividend cuts, excluding the effect of 
portfolio transactions.
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 Morningstar Ratings & Fundamentals Portfolio Data

Builder Portfolio Performance and Transaction Summary

Legend:
 Shares added
 Shares sold
 New holding
UR  Under Review

Å

Í

C

Footnotes:
Morningstar ratings and fundamentals
data as of 05-13-10. Builder Portfolio 
inception:  01-07-05. 

Total returns for individual holdings 
include dividends and realized capital 
gains and losses, if any.  
 

Cost basis for individual holdings, as 
well as all portfolio returns, include 
commissions we have paid.

Dividend Buy prices reflect the most 
we would typically be willing to pay 
for new shares. “Stocks to Consider  
 

Buying” are those holdings trading 
below their Dividend Buy prices as of 
the portfolio valuation date.

Other definitions may be found in the 
DividendInvestor’s Owner’s Manual.

Taxing the Builder:
All of the stocks currently held in  
the Builder Portfolio are eligible  
for “qualified” dividend tax rates.

Portfolio Holding Star Economic Steward Fair Fair Val Dividend Current Div Yield First # of Cost Current % of Total Annual 
   Rating Moat Grade Value Uncert Buy Price Price Rate (%) Purchase Shares Per Share Value Acct Rtn (%) Income

 Stocks to Consider Buying  

 Johnson & Johnson JNJ QQQQ Wide C 80.00 Low 68.00 64.67 2.16 3.3 01-10-05 150 64.61 9,700.50 8.4 11.4 324.00

 Abbott Laboratories ABT QQQQQ Wide C 68.00 Low 58.00 48.61 1.76 3.6 04-28-08 170 51.27 8,263.70 7.2 0.6 299.20

 Paychex PAYX QQQQ Wide Z 42.00 Med 33.00 30.10 1.24 4.1 03-11-08 100 31.19 3,010.00 2.6 5.4 124.00

 Stocks to Hold  

 BB&T BBT QQQ Narrow C 39.00 Med 28.00 35.17 0.60 1.7 01-30-07 330 39.94 11,606.10 10.1 -1.2 198.00

 US Bancorp USB QQQ Wide Z 31.00 Med 22.00 26.38 0.20 0.8 11-18-05 350 31.38 9,233.00 8.0 -1.9 70.00

 NSTAR NST QQQ Narrow C 35.00 Low 33.00 36.71 1.60 4.4 10-22-09 200 31.44 7,342.00 6.4 19.3 320.00

 Bemis BMS QQQ Narrow Z 33.00 Med 25.00 28.66 0.92 3.2 08-05-05 250 28.64 7,165.00 6.2 12.6 230.00

 Diageo PLC ADR DEO QQQQ Wide — 80.00 Med 61.00 65.02 2.33 3.6 03-18-05 110 58.73 7,152.20 6.2 27.5 256.37

 Clorox CLX QQQ Narrow X 68.00 Low 59.00 63.66 2.00 3.1 10-22-09 110 58.43 7,002.60 6.1 11.5 220.00

 United Parcel Service UPS QQQ Wide X 78.00 Med 58.00 66.79 1.88 2.8 01-03-07 100 75.10 6,679.00 5.8 -2.8 188.00

 Wells Fargo WFC QQQQ Narrow Z 41.00 Med 29.00 33.08 0.20 0.6 11-01-05 200 30.00 6,616.00 5.7 24.9 40.00

 Compass Minerals CMP QQQ Wide X 85.00 Med 61.00 79.92 1.56 2.0 04-19-05 80 24.50 6,393.60 5.5 219.6 124.80

 Sysco SYY QQQ Wide X 35.00 Med 27.00 30.75 1.00 3.3 11-15-05 170 30.38 5,227.50 4.5 12.4 170.00

 General Electric GE QQQQ Wide X 25.00 Med 18.00 18.05 0.40 2.2 04-17-08 275 29.38 4,963.75 4.3 -33.5 110.00

 Graco GGG QQQ Wide X 35.00 Med 26.00 35.65 0.80 2.2 03-11-08 100 34.34 3,565.00 3.1 8.8 80.00

 Waste Management WM QQQ Narrow X 37.00 Med 29.00 34.06 1.26 3.7 03-11-08 100 33.06 3,406.00 3.0 9.9 126.00

 Allstate ALL QQQQ Narrow X 44.00 High 24.00 32.56 0.80 2.5 05-13-08 100 49.87 3,256.00 2.8 -30.2 80.00

 McCormick & Co MKC QQQ Wide X 39.00 Low 33.00 39.52 1.04 2.6 12-04-08 70 29.30 2,766.40 2.4 39.9 72.80

 Cash Holdings         0.1    1,624.57 1.4  1.62

 Dividends Receivable (ABT, BMS, CLX, PAYX, UPS, WFC)      —     275.30 0.2 

 Builder Portfolio Total         2.6    115,248.22 100.0  3,034.79

Portfolio Performance Breakdown

Interested in investing in  
the DividendInvestor portfolio?  
Now you can! Morningstar 
Investment Services now offers  
a customizable portfolio 
patterned after the Morningstar 
DividendInvestor portfolio.

To learn more call: 866-765-0663  

Morningstar Investment Services is a  
registered investment advisor and wholly  
owned subsidiary of Morningstar, Inc.

Morningstar Investment Services

Top Sectors (%) Style Breakdown (%)

a Financial Services  26.6

s Consumer Goods 20.9

d Industrial Materials 15.9

i Healthcare 15.6

p Business Services 8.4
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small part. But I do wonder if the firm is going too far 
in cutting costs, which could have all sorts of negative 
implications. I’m not calling the stock a sell; in fact,  
it remains one of only three Builder holdings that 
closed at buyable prices May 13. But this is a matter  
I will be watching very, very closely; if these recalls 
show any evidence of a larger breakdown in discipline, 
I can imagine myself giving this stock—no matter how 
laudable its reputation—a swift boot.

Research Update
In addition to fair value estimate increases for BB&T 
and Wells Fargo, our appraisals improved for four 
other holdings last month. For United Parcel Service 
(fair value up 11%) and Graco (up 25%), our estimates 
increased to reflect greater certainty as to the timing 
of an economic recovery. Our fair value estimate  
for General Electric didn’t change, but its uncertainty 
rating changed from high to medium. Unlike Wells, 
I’m less inclined to give a wholehearted endorsement 
to income-driven purchases of the stock at my $18 
Dividend Buy price—GE has more to prove before 
getting back in my good graces.

Finally, we reinstated coverage of Bemis with a fair 
value estimate of $33, up 10% from our last appraisal. 
In reviewing the firm’s prospects, I’ve become less 
inclined to consider all of the Builder’s 250 shares as 
a source of funds for possible new purchases. I think 
the dividend is unlikely to grow as rapidly as it has 
over the past two decades, but a 7.5% annual rate of 
growth seems attainable, which could give the stock 
a total return prospect near 11%. Allstate remains  
my first choice as a source of funds, and I may even 
sell part of our shares in Bemis, as its size in the port-
folio is a bit high relative to my confidence in future 
dividend growth. But Bemis has been a respectable 
earner in the Builder for nearly five years and, frankly, 
there aren’t a great many superior opportunities avail-
able at current market prices. (Philip Morris Interna-
tional PM, however, could be one at $45 or lower.) œ

©  2010 Morningstar, Inc. All rights reserved. Any opinions, recommendations, or informa-
tion contained herein: (i) are for educational purposes only; (ii) are not guaranteed to 
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Builder Portfolio Payment Schedule

Liked the bigger div hike for 2010, but yield now very low by Builder standards 8.7 10.0

Past the worst of its drug patent expirations, pipeline strong, recalls a concern 12.0 8.0

Dividend hiked 8.6% for 2010, highlights cash-cow business and friendly mgmt 9.1 7.0

Source of funds: Adopts “dynamic” dividend policy, buybacks take precedence Cut 10.0

Mgmt says dividend growth to resume in 2011, but road to recovery still long Cut 8.0

Regulators cautious on div hikes for now, but mgmt dedicated to raise it soon Cut 15.0

Dominates spices/seasonings market with wide moat, wish I’d bought more 11.4 9.0

Moat keeps ROE high amid stagnant profits, growth should rebound 2011/12 13.5 8.0

Unusually high dividend growth for fully-regulated utility earns a Builder slot 6.3 6.0

Management indicates dividend may start recovery in 4Q/2010 or 1Q/2011 Cut 15.0

Profitability may take time to recover, but late 2009 hike keeps div on rise 15.3 8.0

Of large healthcare firms, Abbott looks best positioned to grow EPS, dividend 8.8 10.0

Brands, savvy capital allocation earn high returns despite slow-growing sales 11.2 8.0

Recovery to bring customer hiring, higher interest earnings, resumed div hikes 21.4 8.0

Building surplus capital very quickly, see dividend rebound starting by 2011 Cut 15.0

Dividend prospects look decent, may trim position but expect to keep most 7.1 7.5

Surprise 4.4% hike affirms strength, growth rate to rise in economic recovery 10.0 7.5

More concerned by possibility of large dud acquisition than slow N-T growth 6.6 7.0

 Payment Anticipated Payment  Anticipated  Dividend Growth (%)
Company Name Cycle Ex Date  Pay Date  Amount Our most recent thoughts Past 5 Yrs 5-Yr Forecast

Compass Minerals CMP 3, 6, 9, 12 05-27-10 06-15-10 0.39

Johnson & Johnson JNJ 3, 6, 9, 12 05-27-10 06-15-10 0.53

Waste Management WM 3, 6, 9, 12 05-27-10 06-18-10 0.315

Allstate ALL 1, 4, 7, 10 late May early July 0.20

General Electric GE 1, 4, 7, 10 mid June late July 0.10

US Bancorp USB 1, 4, 7, 10 late June mid July 0.05

McCormick & Co MKC 1, 4, 7, 10 late June late July 0.26

Sysco SYY 1, 4, 7, 10 late June late July 0.25

NSTAR NST 2, 5, 8, 11 early July early Aug 0.40

BB&T BBT 2, 5, 8, 11 mid July early Aug 0.15

Graco GGG 2, 5, 8, 11 mid July early Aug 0.20

Abbott Laboratories ABT 2, 5, 8, 11 mid July mid Aug 0.44

Clorox CLX 2, 5, 8, 11 late July mid Aug 0.55 1

Paychex PAYX 2, 5, 8, 11 late July mid Aug 0.31

Wells Fargo WFC 3, 6, 9, 12 early Aug early Sept 0.05

Bemis BMS 3, 6, 9, 12 mid Aug early Sept 0.23

United Parcel Service UPS 3, 6, 9, 12 mid Aug early Sept 0.47

Diageo DEO 4, 10 early Sept late Oct 1.36 1,2

Data through May 13, 2010. 1Denotes an increase we expect, but which has not yet been announced. 2Dividend to be paid in foreign currency; subject to exchange fluctuations.

Introducing Morningstar’s 
Option Investing Course
Want to learn how to invest 
with options? Let our options 
coaches show you how to  
invest with options from home. 
Supplement your investing 
education with the support and 
interaction of a personal  
coaching experience. Call or 
click to learn more about  
our new coaching program.

 For a free session call: 
1-800-615-6178 (ext. 1036) 
 Or visit us online at: 
www.MorningstarInvestor-
Training.com/options1036
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Josh’s View
Bemis doesn’t have the best dividend prospects, 
perhaps, but its overall return prospects suggest it 
still merits a portion of the Builder’s capital.

Morningstar’s Take
You can see a Bemis product in just about every aisle 
of your local grocery store and not even know it. 
About 70% of Bemis’ revenue comes from packaging 
solutions for foods and beverages, and 15%–20%  
is derived from packaging for consumer, health-care, 
and industrial products. Bemis competes with many 
other firms in the flexible packaging market, including 
Sealed Air SEE, Sonoco SON, and Winpak, but  
a strong material science portfolio allows the firm to 
develop unique packaging products that endow it  
with a narrow economic moat.

Expertise in material science has enabled Bemis to 
produce a potential ace up its sleeve with its new 
FreshCase films. This product is capable of greatly ex-
tending the shelf life of beef, pork, and poultry, which 
will reduce the amount of waste and price markdowns 
at the retailer. This product has languished for more 
than a year awaiting final regulatory approval. Should 
it be approved, it could provide meaningful incremen-
tal revenue at a substantial margin. Currently, most of 

Bemis’ meat packaging centers on processed meats. 
If FreshCase film is approved and gains wide market 
acceptance it will not cannibalize Bemis’ own sales, 
but rather poach away much of its competitors’ (such 
as Sealed Air’s) fresh meat packaging business.

Bemis’ pressure-sensitive material segment is not as 
attractive of a business and has typically garnered 
low- to mid-single-digit operating margins. Products 
include labels and graphic products, such as signage 
materials and vehicle wraps. While we doubt this 
segment can earn its cost of capital over the course of 
an economic cycle, it now makes up only around  
10% of Bemis sales and an even smaller portion of 
profits and should not materially hinder the firm’s 
long-term progress.

The Dividend: Is It Safe?
Bemis wisely financed much of the Alcan acquisition 
with new common equity; debt is 46% of total capital 
and other metrics remain solidly investment-grade. 
The firm targets a dividend payout ratio between 35% 
and 45%; based on management’s 2010 forecast, 
disbursements will land at the top end of this range, 
but we believe this target provides healthy security, 
given the modest variability of operating profits.

The Dividend: Will It Grow?
Acquisitions aside, we expect Bemis’ flexible 
packaging segment to grow at 3%–5% per year, as 
unit shipments and pricing in mature markets inch 
upward, per capita packaged food consumption in Latin 
America increases, and food producers shift toward 
higher-value packaging solutions. We also anticipate 
a modest rebound in profit margins as operating costs 
are cut following the Alcan deal. Though the dividend 
is unlikely to resume more than nominal rates of 
growth until the payout ratio falls into the 40% area, 
a resumption of share repurchases or smaller, bolt- 
on acquisitions in future years rounds out our long-run 
dividend growth forecast of 7.5% annually.

The Dividend: What’s the Return?
At our Dividend Buy price of $25, representing a 24% 
discount to our $33 fair value estimate, Bemis shares 
would yield 3.7% (nearly double the market average) 
with an annual total-return potential of about 11%. œ

Bemis Company BMS
 Builder Focus  |  Josh Peters, CFA, and Thomas Mullarkey, CFA

Bemis Company BMS

Star Rating QQQ

Economic Moat Narrow

Uncertainty Rating Medium

Fair Value ($) 33.00

Dividend Buy ($) 25.00

Current Price ($) 28.66

Dividend ($) 0.92

Yield (%) 3.2

Payout (%) 44

5-Yr Growth (%) 7.1
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Bemis Company: Stock Price and Dividend Rate
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Data through May 13, 2010.

95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10



8

A relative lack of short-term liquidity for many of  
the Harvest’s holdings—its energy master limited 
partnerships in particular—was on display during  
the frenetic trading of early May, but sharp intraday 
downdrafts did no lasting damage to the Harvest. 
Thus far in 2010, the Harvest has returned 10.7%, well 
ahead of either the S&P 500 or the high-yielding 
Morningstar Dividend Leaders Index.

Our recent bout with volatility and uncertainty under-
scores why I don’t use stop orders to protect the  
value of either of our two model portfolios. I am not 
terribly interested in managing the market value  
of our accounts; the market, as J.P. Morgan famously 
said, will fluctuate, and I would rather these fluctua-
tions didn’t trigger automatic sales—potentially for 
prices far less than I’d otherwise be willing to sell at. 
I also believe that an attempt to manage the quoted 
market value of our portfolios is distinctly at odds with 
our basic objective—establishing reliable streams  
of income and benefiting from their growth. What I do 
mean to manage is our income; so long as the funda-
mentals of our portfolio holdings remain sound, I’ll let 
prices take care of themselves.

Despite (or regardless of) volatile market action, three 
of our five MLPs chipped in with distribution 
increases in late April. A five-quarter flat streak ended 
for Magellan Midstream with a 1.4% bump; Kinder 
Morgan’s 1.9% hike marks progress toward the firm’s 
budget of $4.40 per unit in cash payments this year 
(paid quarterly in arrears); and AmeriGas Partners 
provided us with an annual increase of 5.2%, ever so 
slightly above management’s 5% goal. These hikes 
combine to move the Harvest closer to my expectation 
of 3% income growth this year. This should easily 
exceed inflation in 2010, and considering that we began 
the year with a yield of 6.5% excluding cash, I think 
this would represent a handsome fundamental return 
for times that are still somewhat troubled.

Research Update
In contrast to the flurry of changes for Builder holdings 
this month, I have just two research-related updates 
for the Harvest to report. First, we raised our fair value 
estimate for Kinder Morgan by 13% to $63, making 
these units look less overvalued than they did a month 
ago. Though we are still concerned about the burden 
massive general partner incentive distributions place 
on the partnership’s long-term growth prospects, a 
falling cost of capital and rising cash flows from recent 
construction projects led to a more sanguine outlook 
over the next few years. 

Separately, our ratings for Energy Transfer Partners 
were under review as this month’s issue went to 
press; its general partner and parent (Energy Transfer 
Equity ETE) is engaged in a complicated swap of 
assets among itself, Energy Transfer Partners, and 
Regency Energy Partners RGNC, the general partner 
of which ETE is acquiring from General Electric  
GE. Energy Transfer Partners has been something of a 
disappointment for the Harvest; even though it still 
yields nearly 8%, it stopped raising its distribution right 
after I bought it in August 2008. Management hopes 
to resume pay raises this year, but the outlook remains 
somewhat uncertain—particularly as its general 
partner incentive distributions are also quite large, its 
current cash-flow coverage of our payouts is thin,  
and the intrastate natural gas markets in Texas (which 
once provided for greater distribution coverage and 
growth) may not rebound anytime soon.

In Other News
I’m still waiting for Realty Income’s occupancy to begin 
its much-anticipated (hoped-for?) plunge ... just 
kidding. That was the view of some high-profile and 
unusually vocal short-sellers in 2009, and thus far 
their predictions of doom have failed to materialize. In 
the first quarter, our top real estate investment trust 
holding reported that occupancy dipped 0.1 percentage 
point (to 96.7%), while funds from operations 
continued to cover our dividend payments with room 
to spare. With its cost of capital plunging—the  
yield of its shares momentarily dipped below 5%—I 
suspect the company is gearing up for more property 
acquisitions that could lift our dividend growth a  

The Dividend Harvest Portfolio
 Morningstar Stock Portfolios  |  Josh Peters, CFA

What is the goal of the  
Harvest Portfolio? 
To earn annual returns of 
9%–11% over any  
three- to five-year rolling 
time horizon.  

For our portfolio as a whole, 
this goal is composed of:

5%–7%  current yield
3%–5%  annual income
  growth

Continued on Page 10

Income Update

Dividends Received $167.00

Interest Income $0.02 

Total Income  $167.02 

 Performance Update

Yield on Original Cost 7.0%

Yield on Current Value 6.1%

Income Yield, Year Ago  7.0%

Income Growth (TTM)  1.6%

Price/Fair Value–Portfolio  1.00

Price/Fair Value–Market  1.02

Reporting Period: Apr. 14 to May 13, 
2010. Yield and Price/Fair Value data 
exclude cash balances.

Income growth (TTM) measures the 
impact of dividend increases net of 
dividend cuts, excluding the effect of 
portfolio transactions.
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 Morningstar Ratings & Fundamentals Portfolio Data

Harvest Portfolio Performance and Transaction Summary

Top Sectors (%) Style Breakdown (%)

f Energy 32.3

a Financial 30.4

g Utilities 22.8

s Consumer Goods 9.0

d Consumer Services 4.0

 Value Core Grwth

Lrg

Med

Sm

 18 4 0

 50 13 0

 0 7 0

p 50 – 100

p 25 – 50

p 10 – 25

p 0 – 10

 Index This  Since 
Trailing Return (%)  Level  Month 12 Month Inception

Harvest Portfolio 

S&P 500 Index

M* Dividend Leaders

  -1.2 43.3 1.2

 1157 -4.3 33.7 -3.8

 2609 -2.6 28.4 -9.5

Portfolio Performance Breakdown

Interested in investing in  
the DividendInvestor portfolio?  
Now you can! Morningstar 
Investment Services now offers  
a customizable portfolio 
patterned after the Morningstar 
DividendInvestor portfolio.

To learn more call: 866-765-0663  

Morningstar Investment Services is a  
registered investment advisor and wholly  
owned subsidiary of Morningstar, Inc.

Morningstar Investment ServicesCumulative Total Return Comparison (%)
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Å

Í

C

Footnotes:
Morningstar ratings and fundamentals
data as of 05-13-10. Harvest Portfolio 
inception:  12-29-06. 

Total returns for individual holdings 
include dividends and realized capital 
gains and losses, if any. Cost basis  
for individual holdings, as well as all 
portfolio returns, include commissions 
we have paid.

Dividend Buy prices reflect the most 
we would typically be willing to pay 
for new shares. “Stocks to Consider 
Buying” are those holdings trading 
below their Dividend Buy prices as of 
the portfolio valuation date.

Other definitions may be found in the 
DividendInvestor’s Owner’s Manual.

Taxing the Harvest
  Master limited partnerships.  
  Income is taxed at ordinary rates,  
  though a portion of cash distri- 
  butions may not be taxable until  
  units are sold. Not suitable for  
  tax-deferred accounts including  
  IRAs, Roth IRAs, and 401(k) plans.

  Interest paid on trust preferred  
  stocks; taxed as ordinary income.

  Real estate investment trusts;  
  mostly taxed at ordinary rates.

  All other holdings are eligible  
  for “qualified” dividend tax rates.

P I

R

Portfolio Holding Star Economic Steward Fair Fair Val Dividend Current Div Yield First # of Cost Current % of Total Annual 
   Rating Moat Grade Value Uncert Buy Price Price Rate (%) Purchase Shares Per Share Value Acct Rtn (%) Income

 Stocks to Consider Buying  

 Altria Group MO QQQ Wide C 24.00 Med 22.00 21.63 1.40 6.5 09-11-09 435 19.01 9,409.05 9.0 16.1 609.00

 National Grid PLC ADR NGG QQQQ Narrow — 57.00 Med 49.00 45.89 2.89 6.3 07-09-09 85 44.38 3,900.65 3.7 6.0 245.79

 Health Care REIT HCN QQQQ Narrow C 54.00 Med 46.00 42.62 2.72 6.4 02-13-09 85 32.90 3,622.70 3.5 39.9 231.20

 Stocks to Hold  

 Magellan Midstream MMP QQQ Wide C 44.00 Med 40.00 45.89 2.88 6.3 12-05-08 355 34.53 16,290.95 15.6 40.6 1,022.40

 Realty Income O QQQ Narrow Z 29.00 Med 26.00 32.45 1.72 5.3 12-29-06 425 26.64 13,791.25 13.2 36.3 730.89

 Kinder Morgan Energy KMP QQQ Wide X 63.00 Med 58.00 64.49 4.28 6.6 12-29-06 140 47.81 9,028.60 8.7 54.4 599.20

 First Potomac Realty FPO QQQ Narrow X 17.00 High 11.00 16.22 0.80 4.9 05-03-07 440 24.86 7,136.80 6.9 -21.4 352.00

 AmeriGas Partners APU QQQ Narrow C 37.00 Med 36.00 41.55 2.82 6.8 12-29-06 150 32.55 6,232.50 6.0 40.8 423.00

 NSTAR NST QQQ Narrow C 35.00 Low 33.00 36.71 1.60 4.4 04-15-08 150 31.37 5,506.50 5.3 26.6 240.00

 AGL Resources AGL QQQ Narrow X 36.00 Low 34.00 39.27 1.76 4.5 09-05-08 115 31.83 4,516.05 4.3 32.9 202.40

 Energy Transfer Partners ETP UR Narrow C UR Med UR 45.09 3.58 7.9 08-06-08 100 40.67 4,509.00 4.3 26.3 357.50

 Genuine Parts GPC QQ Narrow X 38.00 Low 35.00 42.00 1.64 3.9 10-03-08 100 37.55 4,200.00 4.0 18.2 164.00

 Nustar Energy LP NS QQQ Narrow C 56.00 Med 54.00 58.92 4.26 7.2 03-11-08 65 52.03 3,829.80 3.7 31.3 276.90

 Westar Energy WR QQQ Narrow X 27.00 Med 23.00 23.60 1.24 5.3 01-14-09 150 19.32 3,540.00 3.4 30.0 186.00

 Regions Fin. Trust III RFPRZ — Narrow X 25.00 — 22.20 25.16 2.22 8.8 07-14-09 100 21.19 2,516.00 2.4 26.6 221.88

 Biomed Realty Pr. A BMRPRA — Narrow X 25.00 — 18.40 24.00 1.84 7.7 07-14-09 100 17.25 2,400.00 2.3 47.1 184.38

 ASBC Capital I ABWPRA — Narrow X 25.00 — 19.10 21.85 1.91 8.7 07-10-09 100 19.30 2,185.00 2.1 20.6 190.63 

 Cash Holdings         0.1    579.15 0.6  0.58

 Dividends Receivable (AGL, APU, ETP, FPO, HCN, KMP, MMP, NS, O)      —    927.07 0.9 

 Harvest Portfolio Total 6.0 104,121.07 100.0 6,237.75
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year or two out. The shares were still too expensive 
to consider buying May 13; I reckon Realty Income  
is 12% overvalued and 25% above a solid entry point. 
But I am committed to holding the stock as long as  
its fundamentals do not materially deteriorate and its 
price does not get so far out of line that even cash 
stands to provide a superior longer-term return.

As for undervalued stocks, well, the Harvest still 
doesn’t have many of those. (Nor does the market at 
large.) Only three holdings recently traded below my 
Dividend Buy prices, while nine were quoted modestly 
above our fair value estimates. Of the three buyable 
stocks, Altria continues to beckon with a 6.5% yield 
(north of 7% if my expectation of a hefty dividend hike 
is borne out in August). Though a dividend increase 
for Health Care REIT is probably a year or two off yet, 
I think it’s attractive too; the stock has one of the 
highest current yields and one of the lowest price/funds 
from operations multiples of the REITs we cover,  
and it is trading at only 1.2 times the historical cost of 
its net assets. These stocks may be dull, but that’s 
always counted as a plus in my book, especially when 
I can be paid more than 6% and cure my insomnia.

National Grid, our third and final stock trading below 
its Dividend Buy price, is less dull. Not long ago  
I was wishing I’d bought more of this outstanding trans-
mission and distribution utility. Now that it is the 
Harvest’s poorest performer of late, I have the oppor-
tunity to make good, so to speak, on that wish.

Nothing has changed about National Grid as a 
company. Though the United Kingdom has a new and 
potentially fragile coalition government in place,  
we see little risk of radical regulatory change. Instead, 
the stock seems to be suffering from the overlap  
of two out-of-favor items: utilities in general and the 
British pound (down 9% year to date). But National 
Grid is only a half bet on sterling; some 40% of its 
earnings come from its regulated utilities in the 
Northeastern United States. The pound is already at 
the lower end of its historical (that being 40 years) 
trading range, and if it is headed still lower, that would 
probably trigger inflation in the U.K., and that inflation 
would be passed through to National Grid ratepayers. 
It isn’t a perfect hedge, but it’s a pretty good one,  
and I think National Grid might make a wise use for 
our accumulating cash balance. œ

Harvest Portfolio 
Continued from Page 8  

Data through May 13, 2010.  1Denotes an increase we expect, but which has not yet been announced.  2Dividend to be paid in foreign currency; subject to exchange fluctuations.

Harvest Portfolio Payment Schedule

Realty Income O Monthly 05-27-10 06-15-10 0.1433125

Genuine Parts GPC 1, 4, 7, 10 06-09-10 07-01-10 0.41

Westar Energy WR 1, 4, 7, 10 early June early July 0.31

National Grid NGG 1, 8 early June late Aug 1.82 1,2

ASBC Capital I ABWPRA 3, 6, 9, 12 mid June 06-15-10 0.476563

Regions Financing III RFPRZ 3, 6, 9, 12 mid June 06-15-10 0.554688

Altria Group MO 1, 4, 7, 10 mid June mid July 0.35

Biomed Realty Pfd. A BMRPRA 1, 4, 7, 10 late June 07-15-10 0.46094

NSTAR NST 2, 5, 8, 11 early July early Aug 0.40

Kinder Morgan KMP 2, 5, 8, 11 late July mid Aug 1.09 1

AmeriGas Partners APU 2, 5, 8, 11 early Aug mid Aug 0.705

Energy Transfer Partners ETP 2, 5, 8, 11 early Aug mid Aug 0.89375

First Potomac Realty FPO 2, 5, 8, 11 early Aug mid Aug 0.20

Magellan Midstream MMP 2, 5, 8, 11 early Aug mid Aug 0.73 1

NuStar Energy NS 2, 5, 8, 11 early Aug mid Aug 1.065

Health Care REIT HCN 2, 5, 8, 11 early Aug late Aug 0.68

AGL Resources AGL 3, 6, 9, 12 mid Aug early Sept 0.44

Mgmt prudence helps occupancy stay very high despite economic troubles 6.4 4.5

Downturn softens N-T profits, but few can match this firm’s div commitment 5.9 6.0

With rate hikes taking effect, low returns on equity to improve through 2012 8.5 4.5

Falling pound hurts dividend in USD, but UK assets enjoy favorable regulation — 5.5

New CEO, writedowns and capital raises are net plus for preferred holders — 0.0

Regions Bank likely overcapitalized after recession, credit quality likely improves — 0.0

Harvest’s top pick; expecting quarterly div hike to $0.38-$0.39/share in August — 5.5

Long-term leases and improved liquidity support good pfd dividend coverage — 0.0

Top utility pick helped by strong regulatory relationship, next rate case 2012 6.3 6.0

Projects $4.40 payout for 2010, though GP incentive still a drag on L-T growth 8.4 5.0

Like propane’s moaty characteristics and this MLP’s conservative approach 3.6 5.0

Ratings under review while we assess recent transactions with ETE, RGNC 19.6 6.5

Favorable footprint, but unclear when dividend (cut in ‘09) will start to recover Cut 4.0

Mgmt forecasts 4% dist growth in 2010 thanks to strong pipeline performance 10.6 5.0

Leading pipeline/storage MLP has cyclical exposure in asphalt, but solid overall 6.1 6.0

Strong tenants and balance sheet, though dividend hikes on hold for now 2.7 4.0

Sound natural gas delivery utility with good long-term regulation, geography 8.4 5.0

Questions? Comments?

You can contact me via e-mail  

at josh_peters@morningstar.com.  

I can’t promise a reply to every 

message, but I do read them all, 

and when a topic shows up 

repeatedly I will address it for all 

subscribers in DividendInvestor  
or our weekly e-mail update.

Josh Peters, CFA, owns these 

stocks in his personal portfolio: 

AGL, BMS, CLX, FPO, GE, GPC, 

KMR, MMP, NST, O, SYY. 

 Payment Anticipated Payment  Anticipated  Dividend Growth (%)
Company Name Cycle Ex Date  Pay Date  Amount Our most recent thoughts Past 5 Yrs 5-Yr Forecast
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Josh’s View
Just how Nustar’s foray into asphalt will serve income 
seekers remains to be seen, but I remain impressed 
with the business as a whole—especially its 
emphasis on employee satisfaction and safety.

Morningstar’s Take
Fundamentally, pipelines and terminals like Nustar’s 
bridge mismatches in supply and demand, whether 
across space (pipelines) or time (terminals), and for this 
they are able to price at a premium. While transporta-
tion and storage revenue does depend on throughput 
volume to a limited extent, fixed long-term contracts 
lock in the vast majority of revenue regardless of 
actual volume. These fee-based activities generated 
84% of Nustar’s operating income in 2009.

Nustar has become less reliant on its former parent, 
Valero Energy VLO, although many of Nustar’s assets 
still service Valero refineries. After a number of more 
traditional acquisitions, Nustar expanded its scope  
by purchasing Citgo’s asphalt operations in early 2008. 
Asphalt sales are seasonal and do not benefit from 
the propitious contract structures inherent to pipelines 
and storage assets, so we’re glad that Nustar 
distributes only a conservative 50% of asphalt cash 
flows, but we also think asphalt market fundamentals 

are attractive. Domestic supply faces multiple 
headwinds, the most important of which is the fact 
that numerous coker projects recently completed  
or in the works will allow refiners to reprocess the 
bottom of the crude-oil barrel into gasoline or diesel, 
reducing asphalt output. Meanwhile, asphalt demand 
should grow, thanks largely to the SAFETEA-LU 
highway legislation and $29 billion of stimulus funds 
devoted to transportation infrastructure under the 
American Recovery and Revitalization Act.

Two other traits differentiate Nustar from most other 
master limited partnerships. First, Nustar is diver- 
sified internationally—almost half of the partner-
ship’s refined product storage capacity is located 
abroad. Second, Nustar’s incentive distribution rights 
cap incremental payments to the general partner at 
25%, rather than the more common 50% cap, which 
lowers the partnership’s cost of capital and promotes 
greater distribution growth over the long term.

The Distribution: Is It Safe?
Though Nustar’s asphalt operations have the potential 
for wide swings in profitability, Nustar has struc- 
tured itself financially to give this segment a wide 
berth. Debt was 44% of total capital at March 31,  
low compared with the industry’s standard of 50%, 
and distributable cash flow (a better metric than  
net income) covered distributions 1.3 times in 2009.

The Distribution: Will It Grow?
Nustar’s last distribution hike of 0.7% (announced in 
October 2009) was uncharacteristically small; the 
partnership has historically increased per-unit payouts 
at better than 6% annually. Though this level of 
growth is unlikely to be sustained indefinitely, we think 
6% annual growth represents a fair case for next  
five years, driven by (1) inflation-driven growth for  
its product pipelines, (2) a good-size backlog of 
high-return construction projects, (3) rising contribu-
tions from its asphalt operations, and (4) retained 
cash flow that diminishes the need to raise capital.

The Distribution: What’s the Return?
Nustar offers a 7.9% current yield at our $54 Dividend 
Buy price, which suggests a hefty total return profile 
in the low to mid-teens over the next five years. œ

Nustar Energy NS
Harvest Focus  |  Josh Peters, CFA, and Avi Feinberg

Nustar Energy LP NS

Star Rating QQQ

Economic Moat Narrow

Uncertainty Rating Medium

Fair Value ($) 56.00

Dividend Buy ($) 54.00

Current Price ($) 58.92

Dividend ($) 4.26

Yield (%) 7.2

Payout (%) 136

5-Yr Growth (%) 6.1
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Our Income Bellwethers watch list played host to 13 
dividend and cash distribution hikes in the month  
that ended May 13, though seven of these were routine 
increases by master limited partnerships (gotta love 
‘em, though not at any price) and the eighth—a 4.7% 
bump by Southern Copper SCCO—is just the latest 
wiggle in a pattern of huge variation. Southern Copper 
earns representation on our list for a practice of 
paying huge dividends, and (potentially) attracting 
income investors, when copper prices are high ... but 
copper prices are not always high.

The remaining five increases of the month each have 
their own story to tell. The most interesting, from my 
standpoint, was the 9.5% dividend increase declared 
by Procter & Gamble PG on April 19. As the company 
noted in its press release, this was its 54th straight 
year of dividend growth, and 2010 will mark the 120th 
year of uninterrupted dividend payments by the firm. 
The stock’s current yield is no slouch, either; its 3.1% 
yield beats more than four fifths of the 500 stocks 
that make up the Standard & Poor’s 500 Index.

Is P&G a buy? I’m slowly coming around to the idea 
that it is. Like many megacap names with remarkable 
records of growth—and low valuations relative to  
the good old days of double-digitry—P&G suffers from 
a certain blah factor. It seems too big to grow at a 
rapid rate, too well known for anyone to regard it as 
special, and too boring for an investor to score a  
big gain. I agree with the last point; P&G, with $80 
billion in annual revenue and a $180 billion market 
capitalization, is not a good candidate to double your 
money in the next 12 months. But it is a decent pick  
if you’re willing to give a double prospect a good five 
years—this is roughly what our fair value estimate  
of $77 indicates from the stock’s current price with the 
reinvestment of dividends. I suffer, too, from a certain 
prejudice against the obvious, but P&G is the Builder 
Portfolio’s top prospect as of this writing.

Regarding a close number two, Philip Morris Inter-
national PM, I’ve been holding out for a price in the 
$45 area as a precaution against unfavorable currency 
shifts. Below $45, I would be eager to establish a 
position for the Builder for a 5.2% current yield and 
dividend growth in the high single digits.

Returning to this month’s pay raisers, American Elec-
tric Power AEP increased its dividend 2.4%, its first 
increase since late 2007. Per-share payments remain 
well below the level reached in 2003, before the 
energy crisis of that era (Enron, et al.) took its toll on 
even those utilities regarded as dull. AEP offers a 
5.0% current yield today, which is certainly worth a 
look. However, I also think a 2.4% hike is a fair 
approximation of what to expect going forward, which 
does not suggest strong total returns.

Southern Company SO, a perennial Harvest candidate, 
outbumped AEP with a 4.0% raise for shareholders 
that surprised me a bit on the upside. With a rate case 
sitting before regulators in its largest jurisdiction 
(Georgia), this increase has to be interpreted as a vote 
of management’s confidence in the company’s overall 
earning power and growth prospects. At $34 or less, 
I’d again consider the stock for the Harvest (subject, of 
course, to a reasonable availability of funds).

Chevron CVX and ExxonMobil XOM round out this 
month’s pay raises with 5.9% and 4.8%, respectively. 
ExxonMobil’s stinginess with shareholder funds 
remains evident in this increase and the stock’s 
current yield of 2.7%. If I were to buy something in the 
oil patch, Chevron’s 4.1% yield at my Dividend Buy 
price of $70 would make it my industry pick of choice.

Mightn’t I prefer BP BP instead, what with its current 
yield north of 7%—paid quarterly in dollars, to boot? I 
am as enthusiastic about a bargain as anyone, but  
the Deepwater Horizon disaster is still an open-ended 
liability. (At least with the Exxon Valdez, one knew  
the amount of oil involved was finite.) Invoking a game-
change qualification also applies to PPL’s PPL 
announced acquisition of regulated utilities in Kentucky 
for a stupefyingly high price. Though I wrote favor- 
ably of PPL only a month ago, I’m currently inclined to 
leave this high-yielding stock on the shelf. œ

Income Bellwethers
Dividend Watch List  |  Josh Peters, CFA

Payouts in Peril

AllianceBernstein AB

BGC Partners BGCP

Blackstone Group BX

Frontier Comm FTR

Hawaiian Electric HE

Kraft Foods KFT 

New York Community NYB

NiSource NI

Park National PRK

Pennsylvania REIT PEI

Pinnacle West Capital PNW

Plum Creek Timber PCL

R.R. Donnelly RRD

All Energy Production MLPs

All Ocean Transport

All Rural Telecom

All Specialty Finance

Stocks whose dividends may be at 
risk of being reduced. We would avoid 
these stocks for income purposes.
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 Star Fair Dividend Current  Yield 5-Yr Div 
Company Name Rating Value Buy Price Dividend (%) Growth (%) Comment

Attractive and diverse set of wide-moat businesses, but this former 
Builder holding has held dividend back as earnings rose.

As competition grows in Japanese insurance markets, we downgraded 
our moat rating from wide to narrow. Balance sheet risks persist. 

Regulatory challenges in MO, IL and large capital spending for coal 
plants prompted dividend cut in 2009. Turnaround possible, but I’d pass.

With 90% of earnings from regulated operations and broad geographic 
diversity, AEP’s dividend looks sound. Just don’t count on much growth.

Water is a popular infrastructure theme, but low allowed returns on 
equity and huge capital intensity cap investors’ long-run return prospect.

Earnings and dividends a function of the shape of the yield curve, 
payout extremely volatile. Regard as too speculative for income seekers.

Stagnant top-line growth overall, massive capital requirements, large 
debt load, and high payout ratio spell poor div growth at best.

Divestitures have focused firm on its best business (payroll processing). 
Prefer larger payout of PAYX, though ADP may offer a bit more growth.

One of the better REITs, especially by apartment standards. Focus on 
high-end properties paying off, as is a sound balance sheet.

80% of sales earned abroad, a play principally on emerging-market 
consumer spending. Solid dividend has continued growth in downturn.

TARP repayment a major milestone on the road to recovery, but massive 
dilution ensures a full restoration of the dividend will take many years.

Steady fee-based revenue and heavy investment keeps distribution 
growing, but coverage is weak. Prefer ETP’s natural gas system.

Hard-to-replicate office buildings, a diverse tenant base, and conserva-
tive finances help offset macro head winds, but ‘09 div cut a poor sign.

Huge patent expirations coming in ‘11–’13. Dividend risk profile has 
improved, but meaningful dividend growth still unlikely. Prefer ABT.

Former Harvest holding sold because of weak cash-flow coverage of 
distribution, but coverage and distribution rate have since improved.

Commodity costs have been a challenge, but strong brands/market 
shares, broadening global reach and recent div hikes are encouraging.

With recession over, Cat’s dividend seems unlikely to be cut. Good div 
growth likely in next global expansion, but near-term road looks rocky.

Fresh off its merger with Embarq, the firm is set to merge with Qwest Q. 
Plans to maintain dividend while slicing away to cost, but I would avoid.

ExxonMobil has superior assets in global oil and gas, but Chevron offers 
a better dividend policy. Most likely Big Oil choice for Builder (at $70).

Former holding still a worthwhile income pick, though move to acquire 
North American bottling operations will increase capital intensity.

With recent dividend hike, shareholders’ pay is catching up with past 
earnings growth for this iconic consumer products concern.

Continues to restructure brand portfolio, operations in face of  
competition and rising costs. Mediocrity attainable, but still no buy.

Management turnover, focus on North American natural gas, and 
dreadful prospects in refining business keeps this stock out of Builder.

Tough regulatory relations, relatively low ROEs, long history of very poor 
dividend growth. Upcoming rate cases may brighten outlook.

Profits of merchant energy sales tied to regional electricity prices,  
introducing unattractive risk to an otherwise attractive regulated ute.

  3M MMM QQQQ 100.00 82.00 85.59 2.10 2.5 7.2

  Aflac AFL QQQ 49.00 28.00 48.42 1.12 2.3 24.1

  Ameren AEE QQQ 25.00 No 25.27 1.54 6.1 Cut

  American Electric Power AEP QQQ 31.00 30.00 33.30 1.68 5.0 3.2

  American Water Wks AWK QQQ 19.00 16.00 21.75 0.84 3.9 —

  Annaly Capital Mgmt NLY QQQ 18.00 No 15.96 2.60 16.3 VAR

  AT&T T QQQQ 32.00 28.00 25.74 1.68 6.5 5.5

  Automatic Data Proc. ADP QQQQ 51.00 39.00 42.45 1.36 3.2 18.8

  AvalonBay AVB UR  UR  UR 102.71 3.57 3.5 5.0

  Avon Products AVP QQQQ 36.00 27.00 28.40 0.88 3.1 8.5

  Bank of America BAC QQQQ 25.00 No 16.87 0.04 0.2 Cut

  Boardwalk Pipeline Ptrs BWP QQQ 28.00 27.00 28.85 2.02 7.0 —

  Boston Properties BXP QQQ 60.00 31.00 80.76 2.00 2.5 Cut

  Bristol-Myers Squibb BMY QQQ 28.00 24.00 24.00 1.28 5.3 2.2

  Buckeye Partners BPL QQ 51.00 49.00 59.50 3.80 6.4 6.6

  Campbell Soup CPB QQQ 36.00 31.00 36.00 1.10 3.1 9.7

  Caterpillar CAT QQQ 64.00 48.00 66.91 1.68 2.5 16.6

  CenturyLink CTL QQQ 38.00 30.00 34.25 2.90 8.5 —

  Chevron CVX QQQ 90.00 70.00 78.92 2.88 3.6 11.7

  Coca-Cola KO QQQ 57.00 49.00 53.49 1.76 3.3 10.4

  Colgate-Palmolive CL QQQQ 92.00 77.00 83.13 2.12 2.6 12.4

  ConAgra Foods CAG QQ 21.00 No 24.73 0.80 3.2 Cut

  ConocoPhillips COP QQQ 62.00 49.00 56.94 2.20 3.9 16.4

  Consolidated Edison ED QQQ 47.00 40.00 44.54 2.38 5.3 0.9

  Dominion Resources D QQQ 37.00 32.00 41.54 1.83 4.4 6.1

R

R

R

P

P

Data through May 13, 2010.    UR 5 Under Review       5 Master Limited Partnership      5 REIT    Cut 5 Dividend reduced in past 5 years    VAR 5 Variable dividendP R
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 Star Fair Dividend Current  Yield 5-Yr Div 
Company Name Rating Value Buy Price Dividend (%) Growth (%) Comment

First div cut in 97 years demonstrates unmitigated economic exposure 
and lack of economic moat. See little appeal for income investors.

Favorable regulatory structure, but terribly unfavorable geographic  
footprint (Michigan). Dividend’s growth potential is low to nonexistent.

Nearly fully regulated ops offers good dividend support, modest growth. 
Other utes may have better prospects, but Duke’s yield merits a look.

Large portfolio of mostly suburban real estate lacks competitive  
advantages. Dividend cut to deal with debt refinancing requirements.

Better than Dow, and its dividend survived the 2008-09 recession 
uncut—but we see no economic moat and weak div growth potential.

Solid utility in California (SCE) with attractive growth potential, but its 
appeal is more than offset by merchant ops. Dividend fails to impress.

Another big drug company with major patent expirations looming 
(Zyprexa). Historically productive R&D, but div growth probably on hold.

Cyclical head winds start to shift in manufacturer’s favor, and firm has a 
history of maximizing cash flow and returning it to shareholders.

Crude-oil pipes from Canada have cash-cow economics with good 
growth potential, but gas gathering/processing biz less appealing.

General partner of Harvest’s ETP, now plans to acquire control of 
Regency Energy Partners RGNC. Possibly bad for ETP, but good for ETE.

Planned spinoff of nuclear assets flops, leaves old mix of regulated and 
merchant units. Div hike a consolation prize, but I have little interest.

Owns general partner of EPD and stake in ETE. Incentive payments 
provide heady income growth, but I’d hold out for more current income.

Giant of the natural gas gathering, processing, and transport industry, 
which tends toward unfriendly volatility. Good mgmt, but prefer KMP.

Falling homeownership rates could be a long-term plus for apartment 
REITs, but ‘09 div cut underscores near-term head winds, lack of moat.

Largest U.S. nuclear plant owner has rock-bottom costs and solid yield, 
but profits driven by commodity prices rather than regulated investment.

Despite a discouraging policy favoring buybacks over dividends, a 3% 
yield (price of $56) be hard to resist. In meantime, prefer Chevron.

Mix of regulated operations and merchant power plants, including some 
nukes. Plans to acquire Alleghany Energy AYE likely to keep div flat.

Historically strong regulatory relations in FL take a turn for the worse. 
Merchant assets and modest payout keeps appeal for income low.

Set to buy rural assets of Verizon in huge acquisition, but div cut is 
planned to help finance deal. Assets old and new are in secular decline.

Dominant franchises in cereal and convenience foods that are 
expanding globally. Good cost control amid high commodity prices.

Restructuring and asset sales have helped offset commodity costs, 
currency fluctuations. Mediocre dividend growth prospects, though.

Similar to Harvest’s Health Care REIT, but somewhat riskier—more 
debt, mortgage lending, complicated joint ventures. Prefer HCN.

Though dividend was recently increased, I remain unconvinced by the 
firm’s turnaround prospects. Candy industry evolving in unhelpful ways.

Retailer has held up well amid dismal macro trends. New dividend 
policy hikes 2010 payment, improves outlook for div growth thereafter.

Conservative NJ lender dodging almost all of the industry’s challenges. 
With little to recover from, however, upside is more limited than peers’.

  Dow Chemical DOW QQQ 28.00 No 29.05 0.60 2.1 Cut

  DTE Energy Holding DTE QQQ 43.00 37.00 47.79 2.12 4.4 0.6

  Duke Energy DUK QQQ 16.00 15.00 16.86 0.96 5.7 —

  Duke Realty DRE QQQ 14.00 No 13.92 0.68 4.9 Cut

  E.I. du Pont de Nemours DD QQQ 34.00 No 38.59 1.64 4.2 3.2

  Edison International EIX QQQ 35.00 28.00 33.99 1.26 3.7 7.9

  Eli Lilly LLY QQQQ 47.00 39.00 34.50 1.96 5.7 6.7

  Emerson Electric EMR QQQ 50.00 38.00 50.33 1.34 2.7 10.5

  Enbridge Energy Ptrs EEP QQQ 44.00 44.00 49.98 4.01 8.0 1.4

  Energy Transfer Equity ETE UR  UR  UR 31.44 2.16 6.9 —

  Entergy ETR QQQ 91.00 72.00 78.67 3.32 4.2 9.7

  Enterprise GP Holdings EPE QQQ 53.00 43.00 45.17 2.18 4.8 —

  Enterprise Products Ptrs EPD QQQ 38.00 34.00 34.62 2.27 6.6 7.4

  Equity Residential EQR QQ 35.00 No 47.01 1.35 2.9 Cut

  Exelon EXC QQQQQ 73.00 56.00 42.07 2.10 5.0 10.8

  ExxonMobil XOM QQQQQ 87.00 72.00 64.74 1.76 2.7 9.4

  FirstEnergy FE QQQQQ 55.00 45.00 36.76 2.20 6.0 8.0

  FPL Group FPL QQQ 54.00 43.00 52.85 2.00 3.8 7.8

  Frontier Communications FTR QQQ 10.00 No 7.95 1.00 12.6 —

  General Mills GIS QQQ 72.00 61.00 73.43 1.96 2.7 9.4

  H.J. Heinz HNZ QQQ 46.00 37.00 46.99 1.68 3.6 9.0

  HCP HCP QQQ 33.00 29.00 33.47 1.86 5.6 2.0

  Hershey HSY QQ 38.00 30.00 47.56 1.28 2.7 7.3

  Home Depot HD QQQQ 42.00 31.00 35.27 0.95 2.7 22.6

  Hudson City Bancorp HCBK QQQ 14.00 12.00 13.20 0.60 4.5 22.0

R

P

P

P

P

R

R

Data through May 13, 2010.    UR 5 Under Review       5 Master Limited Partnership      5 REIT    Cut 5 Dividend reduced in past 5 years    VAR 5 Variable dividendP R
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 Star Fair Dividend Current  Yield 5-Yr Div 
Company Name Rating Value Buy Price Dividend (%) Growth (%) Comment

Industrial concern with phenomenal capital allocation skills. Recession 
clobbered profits, but div still sound and L-T prospects remain strong.

Cyclical, hugely capital-intensive, but still having decent L-T growth  
potential, a favorable dividend policy makes it a tech stock to watch.

Superbly managed through the crash, but I’m still put off by significant 
exposure to investment banking and derivatives. Strongly prefer WFC.

Strong competitive positions in cereal and snack foods. Attractive 
dividend growth resumed in recent years. Possible Builder candidate.

Past dividend growth has come mostly from rising payout ratio rather 
than earnings gains. OK, but I see div growth declining in years ahead.

Development spending needs and economic sensitivity triggered  
dividend cut, costly capital raise. Outlook for next few years is dim.

Even Warren Buffett said he “feels poorer” as management succeeds in  
acquiring Cadbury. Integration risk, higher debt may threaten dividend.

Generally sound finances and portfolio performance resulted in a 
smaller div cut than peers—but still a cut. Div growth a murky prospect.

Number-two U.S. cigarette brand (Newport) gaining share, but potential 
FDA regulation of menthol is troubling. Find industry leader MO better.

One of the very few large U.S. banks to preserve its dividend thus far. 
Div increases may be several years away, but L-T outlook still solid.

Insurance brokerage recovers from regulatory problems to remain global 
leader in risk management—but profits, dividends remain stagnant.

Shift in focus from growth to profitability a few years back now pays 
large dividends. Yield near 4% at Div Buy px would be great for Builder.

Though it picks up a strong pipeline of new products by purchasing 
Schering-Plough, patent issues still loom and div is unlikely to rise.

Resilient tenant base, superb financial health, and manageable dividend 
burden—but I find HCN’s higher yield more attractive. 

Eastern railroad system faces near-term cyclical effects and the  
possibility of re-regulation, but long-term pricing power still looks good.

New England utility investing in high-return transmission projects, but 
local distribution operations struggle with unfriendly regulation in CT.

New natural gas liquids pipelines augment long-haul natural gas ops. 
Gathering/processing has less attractive economics, but well managed.

Competitive dominance of snack food business remains intact, while 
acquisition of bottlers should make beverage operations more efficient.

May be cheap on a current cash flow, but cliff of patent expirations will 
hammer profits in years to come. Won’t forget ‘09 div cut anytime soon.

Encouraging regulation and infrastructure spending gives California’s 
only pure-play regulated utility healthy dividend growth potential.

Unlike domestic tobacco, broadly diversfied across economies/legal 
conditions and growth prospects remain strong. Top Builder candidate.

Very steady ute in Southeast. Long record of dividend growth bespeaks 
favorable regulatory environment and prudent capital allocation.

Dividend growth on hold (at best) amid dysfunctional regulation in AZ, 
economic head winds, perennially troubled nuke. Div cut possible.

Appeal of stagnant but very profitable postage meter business offset by 
questionable acquisitions and large debt load. Growth prospects poor.

Warming to Plains’ network of liquids pipelines and record of healthy 
dist. growth, though still put off a bit by its energy marketing operation.

  Illinois Tool Works ITW QQQQ 60.00 44.00 50.49 1.24 2.5 19.0

  Intel INTC QQQ 23.00 18.00 22.50 0.63 2.8 28.5

  J.P. Morgan Chase JPM QQQQ 61.00 30.50 40.81 0.20 0.5 Cut

  Kellogg K QQQ 59.00 50.00 54.63 1.50 2.7 7.2

  Kimberly-Clark KMB QQQQ 70.00 63.00 62.18 2.64 4.2 8.5

  Kimco Realty KIM UR  UR  No 16.20 0.64 4.0 Cut

  Kraft Foods KFT QQQ 34.00 No 30.31 1.16 3.8 8.5

  Liberty Property Trust LRY QQQ 30.00 No 33.27 1.90 5.7 Cut

  Lorillard LO QQQ 82.00 47.00 79.65 4.00 5.0 —

  M & T Bank MTB QQQ 81.00 64.00 90.22 2.80 3.1 11.8

  Marsh & McLennan MMC QQQQ 31.00 24.00 23.13 0.80 3.5 Cut

  McDonald’s MCD QQQ 66.00 58.00 70.50 2.20 3.1 30.1

  Merck & Co. MRK QQQQ 46.00 36.00 33.31 1.52 4.6 0.1

  Nationwide Health NHP QQQ 37.00 25.00 35.70 1.76 4.9 3.5

  Norfolk Southern NSC QQQ 57.00 43.00 59.79 1.36 2.3 30.5

  Northeast Utilities NU QQQ 27.00 24.00 26.63 1.03 3.8 8.7

  ONEOK Partners OKS QQ 50.00 50.00 61.43 4.44 7.2 6.2

  PepsiCo PEP QQQ 73.00 61.00 66.48 1.80 2.7 15.9

  Pfizer PFE QQQQQ 26.00 No 16.56 0.72 4.3 Cut

  PG & E PCG QQQ 46.00 37.00 43.75 1.82 4.2 —

  Philip Morris Int’l PM QQQ 55.00 45.00 47.36 2.32 4.9 —

  Piedmont Natural Gas PNY QQ 23.00 22.00 27.23 1.12 4.1 4.7

  Pinnacle West Capital PNW QQ 30.00 No 36.42 2.10 5.8 2.9

  Pitney Bowes PBI QQQ 24.00 22.00 23.91 1.46 6.1 3.4

  Plains All American PAA QQQ 53.00 50.00 56.89 3.74 6.6 9.5

Data through May 13, 2010.    UR 5 Under Review       5 Master Limited Partnership      5 REIT    Cut 5 Dividend reduced in past 5 years    VAR 5 Variable dividendP R
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Income Bellwethers (continued)
 Star Fair Dividend Current  Yield 5-Yr Div 
Company Name Rating Value Buy Price Dividend (%) Growth (%) Comment

Timber presents inherently attractive investment qualities, but weak 
demand and pricing suggest overvalued stock and at-risk dividend.

Someone had to buy troubled National City. TARP repaid and dividend 
probably rises when credit losses drop, but geography still unattractive.

Respectable paint manufacturer allocates capital as best it can (38 yrs  
of div growth), though lack of moat is evident in low growth rate.

Inks deal to purchase Kentucky utes of E.ON at an enormous premium. 
Div looks OK, but hard to tell just what PPL’s long-term strategy is.

Standout performer in consumer goods. Well-supported dividend goes 
on rising at good rate, recent 9.5% hike makes P&G a Builder candidate.

Unfavorable FL rate-case outcome hinders growth and makes 80%+ 
payout ratio more burdensome. Div seems stable now, but risk is up.

Star industrial landlord overextended itself. Sold assets and reduced 
debt in ‘09. Development business still challenged, div still unstable.

Busted merger attempt with Exelon taught PSEG to manage its nuclear 
assets better, but (like EXC) energy prices are story’s primary driver.

Large, financially conservative, but otherwise undistinguished REIT. 
Lack of economic moat visible through relatively poor L-T div growth.

Despite massive debt load and chronic capital underinvestment, firm is 
set to merge with CenturyLink. Would not care to own either stock.

Southeastern super-regional diluted common shareholders massively to 
comply with Treasury’s “stress test.” Preferred holders (RFPRZ) benefit.

A pure-play on domestic tobacco like Altria, but competitive standing is 
weaker (narrow moat vs. wide) and its volumes are declining faster.

Mgmt affirms current div rate and desire to grow payout, but well-
known brands suffer amid fierce competition and endless restructuring.

Might like this leading paint supplier a lot more with a higher payout 
ratio and more rewarding dividend yield, but change seems unlikely.

Company owns an attractive mall portfolio, and div is back to 100% 
cash, but pursuit of General Growth raises specter of empire building.

Leading U.S. regulated utility with good demographics, strong regula-
tory relations, low costs, and high ROEs. Monitoring GA rate case in ‘10.

Commodity price fluctuations foster huge volatility in dividend. It’s a 
plus that firm doles out most of its earnings, but find no other appeal.

Spin-off from Duke Energy a giant in natural gas gathering, processing 
and transport. Earnings somewhat volatile, but div still likely to grow.

Properties generally resilient in the face of economic stress, but tenant 
concentration a notable risk. As with HCP and NHP, I prefer HCN.

Strong wireless business offset by declining fixed-line ops. Amid heavy 
spending required to stay competitive, payout is uncomfortably high.

Effective brand management and solid capital allocation record 
(including a good dividend policy). Fashion remains a tough gig, though.

Historically a great real estate investor, but temporary imposition of 
stock-based divs a black mark. NYC, Chicago office exposure a risk.

Grocery-anchored shopping centers may provide a niche, but not a moat. 
Weak Sunbelt economies aren’t helping, and div growth prospects poor.

Fixed-line svcs in secular decline with little hope of replacing lost cash 
flow despite ongoing acquisitions. No dividend growth seen.

Midwestern regulated utility staged nice recovery from Enron-era 
debacle. Growth prospects modest, but still a respectable pick.

  Plum Creek Timber PCL Q 17.00 No 37.95 1.68 4.4 3.4

  PNC Financial Services PNC QQQ 67.00 No 66.99 0.40 0.6 Cut

  PPG Industries PPG QQQ 57.00 No 66.78 2.16 3.2 3.5

  PPL Corporation PPL QQQQ 33.00 27.00 25.72 1.40 5.4 11.0

  Procter & Gamble PG QQQQ 77.00 65.00 62.75 1.93 3.1 12.0

  Progress Energy PGN QQQ 39.00 36.00 40.16 2.48 6.2 1.4

  ProLogis Trust PLD QQQ 9.00 No 12.29 0.60 4.9 Cut

  Public Service Enterprise PEG QQQ 36.00 29.00 32.10 1.37 4.3 3.9

  Public Storage PSA QQ 79.00 No 97.51 2.60 2.7 4.1

  Qwest Communications Q QQQ 6.00 No 5.37 0.32 6.0 —

  Regions Financial RF QQQ 10.00 No 8.74 0.04 0.5 Cut

  Reynolds American RAI QQQ 55.00 40.00 53.92 3.60 6.7 12.7

  Sara Lee SLE QQQ 15.00 No 14.87 0.44 3.0 Cut

  Sherwin-Williams SHW QQQ 65.00 36.00 78.22 1.44 1.8 15.9

  Simon Property Group SPG QQQ 84.00 49.00 89.69 2.40 2.7 Cut

  Southern Company SO QQQ 36.00 34.00 34.63 1.82 5.3 4.1

  Southern Copper SCCO QQQ 29.00 No 29.20 1.80 6.2 VAR

  Spectra Energy SE QQQQ 27.00 24.00 22.38 1.00 4.5 —

  Ventas VTR QQQ 51.00 42.00 48.76 2.14 4.4 9.5

  Verizon Communications VZ QQQQ 36.00 31.00 28.69 1.90 6.6 4.0

  VF Corporation VFC UR  UR  UR 83.34 2.40 2.9 17.7

  Vornado Realty VNO QQQ 76.00 46.00 81.88 2.60 3.2 Cut

  Weingarten Realty WRI QQQ 21.00 No 23.03 1.04 4.5 Cut

  Windstream WIN QQQ 10.00 No 10.82 1.00 9.2 —

  Xcel Energy XEL QQQ 20.00 19.00 21.43 0.98 4.6 3.7

R

R

R

R

R

R

Data through May 13, 2010.    UR 5 Under Review       5 Master Limited Partnership      5 REIT    Cut 5 Dividend reduced in past 5 years    VAR 5 Variable dividendP R
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Josh’s View
It’s hard to know how politicians will view deep-water 
drilling in the wake of the Deepwater Horizon 
catastrophe, but two things are certain—the United 
States needs the oil, and Chevron can help us get it.

Morningstar’s Take
Like its fellow supermajor integrated peers, Chevron 
is finding it increasingly difficult to expand production 
and add reserves in a world with a shrinking investable 
resource base. Much of the remaining pools of  
cheap, easily accessible resources large enough to 
interest the larger players reside in the hands of 
governments and national oil companies. In Chevron’s 
case, this means focusing on deep-water exploration.

In recent years, Chevron concentrated its exploration 
efforts on a few key areas that have yielded a high 
level of exploration success. Discoveries in those key 
areas of the Gulf of Mexico, West Africa, northwest 
Australia, and the Gulf of Thailand have already begun 
to contribute production and will serve as the growth 
engine for Chevron in the years to come. Success in 
each of these regions also demonstrates Chevron’s 
ability to thrive in a highly competitive environment 
with limited access to resources. Exploration and 
production efforts in West Africa and the Gulf of 

Thailand involve numerous partnerships with 
governments and national oil companies. In the Gulf 
of Mexico, Chevron’s success rests on its ability to 
deliver production from highly technical projects as it 
pushes into deeper water to secure resources.

Chevron’s focus on deep water brings substantial risk, 
however. Since the cost of drilling an offshore well 
can be more than $100 million, exploration risks can 
be quite high. Even after a discovery is made,  
Chevron then must confront engineering risk for these 
technically challenging projects. Long lead times  
also expose Chevron to the risk that commodity prices 
fall; our forecasts hinge on Chevron’s ability to deliver 
production on time and within budget.

On the downstream front, Chevron is struggling like 
other refiners but is well positioned for the future 
with highly complex facilities that serve key develop-
ing markets. Not only are its facilities capable of 
producing lower-quality crudes, but also many have 
the flexibility to produce highly valued diesel.

The Dividend: Is It Safe?
There’s little doubt regarding Chevron’s ability to pay 
its current dividend, with cash and short-term 
reserves that exceed total debt and annual earning 
power that, even in a cyclically terribly year (2009), 
covered dividend payments nearly twice. In a 2010 
characterized by rebounding commodity prices, 
Chevron’s payout ratio looks to be around 33%.

The Dividend: Will It Grow?
Compared with industry leader ExxonMobil’s XOM 
preference for share repurchases and the larger but 
more burdensome payouts of European majors, 
Chevron has struck a balance between solid dividends 
and growth. Our forecasts indicate the potential for 
7%–8% average annual dividend growth over the long 
run, which corresponds closely with what Chevron has 
achieved for shareholders over the past few decades.

The Dividend: What’s the Return?
Our Dividend Buy price of $70, which suggests a  
22% discount to our fair value estimate of $90, would 
provide a 4.1% current yield and the potential for 
11%–12% long-run average total returns. œ

Chevron CVX
  The Dividend Drill  |  Josh Peters, CFA, and Allen Good
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Josh’s View
I generally avoid dividends that are paid annually, or 
whose country (Switzerland), unlike Britain, withholds 
taxes on dividends paid to foreign investors. But  
given a stout current yield, I like Novartis’ prospects.

Morningstar’s Take
In an industry plagued by stagnant growth, Novartis 
is a juggernaut with diversified operating platforms 
and an industry-leading number of new potential 
blockbuster drugs. Now that significant patent losses 
are in the rearview mirror, strong intellectual property, 
a plethora of late-stage products in development, 
relatively low near-term patent exposure, and a diverse 
operating platform should translate into reliable 
growth during the next several years. 

Novartis derives its strength from a diversified 
operating platform that includes branded pharmaceu-
ticals, generics, vaccines, diagnostics, and consumer 
products. Although the majority of peers focus solely 
on branded drugs, Novartis runs four complementary 
operations that reduce overall volatility and create 
synergies. For example, not only does its generic busi-
ness (Sandoz) stand to grab a portion of the billions  
of dollars in competitive branded products losing 
patent protection during the next 10 years, but it also 

extends the lifecycle of in-house products as patents 
expire. The vaccine division offers the company a 
substantial footprint in an area where pricing power 
is increasing with innovative vaccines and fewer  
competitors. Further, the company’s intention to 
acquire a majority share of Alcon ACL in 2010 should 
greatly boost its consumer business with additional 
sales from the fast-growing eye-care business.

In its pharmaceutical segment, Novartis differentiates 
itself from the pack with its sheer number of potential 
blockbuster launches, including Lucentis for eye 
disease, Aclasta for osteoporosis, and Exforge and 
Tekturna for hypertension. The company also has 
generated a superior late-stage pipeline and should 
file five new products in 2010 in both the United 
States and Europe. Further, existing products should 
continue to perform well. Leading products (Diovan 
for hypertension and Gleevec for cancer) continue to 
post strong growth because of favorable efficacy in 
large therapeutic populations.

The Dividend: Is It Safe?
With about $20 billion in additional debt needed to 
fund the Alcon acquisition, we expect Novartis will 
carry higher levels of debt relative to its peer group. 
However, strong cash flows should reduce the debt 
quickly while more than covering a dividend that has 
run at less than 50% of profits.

The Dividend: Will It Grow?
Novartis has raised its dividend every year since the 
1996 formation of the group, though the 10.7% 
annualized growth rate since then is probably too much 
to expect for the years to come. We anticipate 
long-term revenue growth of about 6% per year; with 
stable margins and modest contributions from share 
buybacks or acquisitions, we expect dividend growth 
to run at an average of 6% over the next decade.

The Dividend: What’s the Return?
At its recent price of $48, Novartis would yield 4% and, 
absent any improvement in valuation, return 10%  
a year to investors over the long run. However, we 
believe the shares are substantially undervalued 
relative to our fair value estimate of $71, and realized 
total returns could exceed this appraisal. œ

Novartis NVS
  The Dividend Drill  |  Josh Peters, CFA, and Damien Conover, CFA
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With the Builder’s two health-care stocks delivering 
good dividend growth but poor price appreciation,  
I recently checked in with our senior pharmaceutical 
industry analyst, Damien Conover, to see what’s new.

MDI: These giant, high-yielding pharma names have 
been underperforming for a long time, haven’t they?
DC: Yes—low earnings growth has hurt, and as 
expectations have fallen so have P/E multiples across 
the group. But while we expect growth to remain  
low over the next few years, we expect some multiple 
expansion as the outlook improves post- 2013,  
when the industry’s “patent cliff” will be largely past. 

Why are patent expirations so much bigger of a 
problem today than they were in the 1990s?
 Patent losses have always been a challenge, but 
the industry faces a particularity difficult period over 
the next three years. Several blockbuster classes of 
drugs, including statins (Lipitor, Crestor), antipsychotics 
(Zyprexa, Abilify), and proton pump inhibitors (Nexium, 
Prevacid), are approaching expiration, but their makers 
haven’t developed comparably important new classes 
of drugs. Part of the reason for the lack of new discov-
eries is an increasingly risk-sensitive Food and Drug 
Administration, largely in response to the Vioxx recall 
in 2004. Another reason for the lack of new drugs  
is the increased power of managed-care organizations, 
which have pushed cheaper alternatives to the latest 
and greatest treatments. We believe Big Pharma is 
still pushing hard for true innovation, albeit in smaller 
patient populations (immunology and neurology) that 
will result in fewer megablockbusters. 

Who has the best growth prospects among the 
higher-yielding stocks in the sector?
 Abbott Laboratories ABT, Johnson & Johnson 
JNJ, and Novartis NVS are the leaders in growth  
for the group. Abbott is in the best shape by far, with 
very limited patent losses over the next five years  

and a strong lineup of currently marketed drugs 
(including workhorse Humira for immunology). Johnson 
& Johnson is also well positioned; the firm is  
already emerging on the other side of its major patent 
losses (including Topamax and Risperdal), which  
sets the stage for steady earnings growth over the next 
decade. Novartis is also poised for good growth, 
buoyed by a healthy mix of branded drugs, generics, 
consumer products, and vaccines.

Despite a 10% dividend hike, Abbott has been a 
notable laggard. Is there anything to worry about?
 I think this represents opportunity, though not 
without risk. The primary concern regards a drug 
Pfizer PFE is developing called a JAK inhibitor, which 
could compete with Humira. While the JAK inhibitor 
showed strong early-stage data, Pfizer still needs to 
report strong confirmatory late-stage data for us  
to become overly concerned about the JAK inhibitor’s 
impact on Humira; we expect these data in November. 
We believe the late-stage data will be good but not 
likely a game-changer, and Humira will retain most of 
its market share. But if the data are stronger than  
we expect, the JAK inhibitor could take the majority of 
Humira’s market share and create a drag on Abbott’s 
stock price—though less of a drag on actual growth.

What do you make of J&J’s recent recalls?
 From an earnings point of view, I think the recall 
will have a very minor impact. But if the recall is 
handled poorly, the company could lose some of the 
trust consumers place in the Johnson & Johnson 
name. A big element to the firm’s wide economic moat 
is its brand, especially in its over-the-counter busi-
ness. Given comments and actions from management, 
we believe the company is allocating the appropriate 
resources to fix the manufacturing problems. 

Overall, do you think these stocks still have a place in 
an income-oriented strategy?
 I think Abbott and J&J offer solid returns for  
dividend investors. Both companies have shown a 
commitment to increase dividends over time, and 
solid diversification should translate into the stable 
earnings growth necessary for further increases.

MDI: Thanks, Damien. œ

An Update on Big Pharma
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