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Elevated equity valuations, 
persistent inflation, continued 
headwinds to containing the 

coronavirus pandemic, and the prospect 
of central banks adjusting their policies 
after a period of extraordinary support—
macro‑level controversies abound and 
have dominated the headlines.

These uncertainties create a challenging 
(and noisy) near‑term environment for 
investors that could burnish the relative 
appeal of companies with a track record 
of consistent dividend growth. Our 
strategy’s value proposition is longer term 
in nature, as we strive to buy and hold 
names that we believe can compound 
value over an extended period by steadily 
increasing their cash flows and payouts 
to shareholders.

Rigorous due diligence is the bedrock of 
our low‑turnover strategy. We continually 
test our assumptions and evaluate 
our existing and prospective holdings 
to ascertain whether we think their 
underlying business fundamentals can 

sustain a solid level of cash flow and 
dividend growth over the long haul.

A Near‑Term Case for 
Dividend Growers

The setup for the broader U.S. equity 
market strikes us as increasingly 
challenging. 

The forward price‑to‑earnings ratio for the 
S&P 500 Index appears elevated on a 
historical basis (Figure 1) and the Federal 
Reserve plans to start winding down its 
monthly asset purchases, suggesting 
that further upside in stock prices is likely 
to depend more heavily on earnings 
growth—as opposed to expansion in 
valuation multiples. 

Meanwhile, net profit margins for the 
S&P 500 Index have surged beyond their 
20‑year high (Figure 2), lifted in part by 
the strength of the economic recovery 
and the cost‑cutting measures that 
corporations have implemented during 
the pandemic. Sustaining such a high 
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level of profitability and clearing the high 
bar of earnings expectations embedded 
in prevailing valuations could be a difficult 
proposition, even more so if recent 
inflationary pressures persist. 

Dividend‑oriented stocks are not 
necessarily insulated from the challenges 
the broader market faces. 

However, in our view, valuations for the 
established, free cash flow‑generating 
names that we gravitate toward generally 
appear less demanding on a relative 
basis—especially when compared with 
many of the high‑flying stocks that 
investors bid up during a period of 
extraordinarily accommodative policies 
from the Fed and other central banks. 
Some speculation likely stemmed in part 

from the low risk‑free rate of return, as 
measured by U.S. Treasury yields, which 
can encourage investors to pay higher 
near‑term valuation multiples for expected 
earnings that are further and further 
out into the future. As the Fed begins 
to wind down its stimulative policies, 
the potential for the market to refocus 
on business fundamentals could favor 
high‑quality companies that are viewed 
as shorter‑duration assets because they 
have generated meaningful cash flows, 
have a record of paying healthy dividends, 
and exhibit the potential for steady growth. 

A lower‑return environment for equities 
could also boost the relative appeal 
of stocks that offer the prospect of a 
market‑like yield and the potential for 
an extended run of above‑average 

U.S. Equity Market Valuations Look Elevated on Historical Basis
(Fig. 1) S&P 500 Index price to forward earnings*
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Corporate Profitability Above Historical Peaks
(Fig. 2) S&P 500 Index net profit margins (trailing 12 months)
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...companies that 
have the potential 
to grow their cash 
flows and dividends 
through the cycle 
may be able to offset 
at least some of the 
erosive effects that 
inflation and higher 
interest rates can 
have on the value of 
future cash flows.

dividend growth. Past is not always 
prologue, as demonstrated by the 
atypical market action that occurred 
during and after the unprecedented 
pandemic‑driven contraction. But we 
believe historical market data offer 
some evidence of dividend growers’ 
relative resilience in difficult markets. An 
analysis conducted by T. Rowe Price 
shows that dividend growth stocks in the 
large‑capitalization Russell 1000 Index 
outperformed the benchmark during 
down and flat markets over the 35 years 
ended December 31, 2020 (Figure 3).  

And unlike securities that are expected to 
generate the bulk of their total return from 
an above‑average yield, companies that 
have the potential to grow their cash flows 
and dividends through the cycle may be 
able to offset at least some of the erosive 
effects that inflation and higher interest 
rates can have on the value of future 
cash flows. We run our portfolio as a high 
dividend growth strategy, as opposed to 
one that focuses on stocks sporting high 
dividend yields. 

How are we viewing the business risks 
that may accompany rising interest rates? 
Consider our bottom‑up investment 
decisions in materials and industrials 

and business services, sectors that 
usually exhibit higher levels of sensitivity 
to economic conditions and rising input 
costs. Here, we focus on high‑quality 
names that we believe should experience 
less volatility in cash flows and profit 
margins and have the potential to grow 
through the cycle. Possible near‑term cost 
headwinds aside, we feel good about 
the pricing power and longer‑run growth 
prospects of our specialty chemical, 
industrial gas, and railroad holdings. 

Focused on the Long Haul

By design, our patient approach takes a 
long view as we seek to tap the power of 
compounding. We work closely with our 
global team of research analysts to build 
a deep understanding of each company 
in which we invest, assess the potential 
durability of its growth prospects, and 
analyze how competitive dynamics in its 
industry might evolve. 

The search for potential dividend growers 
typically leads us to companies that 
have generated meaningful free cash 
flow—or the cash that is left over after 
the expenditures needed to run and 
maintain the existing business. But 
free cash flow can be a blessing or a 
curse, depending on how intelligently a 

Dividend Growers Have Outperformed in Down and Flat Markets
(Fig. 3) Performance in various market environments by dividend policy1
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Past performance is not a reliable indicator of future performance.
Source: Data provided by Compustat (see Additional Disclosures); data analysis by T. Rowe Price.

1 Based on rolling 12‑month returns, measured monthly, from December 31, 1985, to December 31, 2020. At the start of every month, T. Rowe Price categorizes 
the Russell 1000 Index into various categories depending on dividend policy. We then calculate that month’s market cap‑weighted returns for each category. We 
accumulate the returns during the full periods and calculate the annualized total returns for each category. Dividend growers consist of companies whose dividend 
growth over the prior 12 months was greater than zero. Dividend payers consist of companies whose current dividend yield is greater than zero. Non‑dividend payers 
consist of companies whose current dividend yield equals zero. 
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...our mandate 
does not preclude 
us from investing 
behind some of 
the well‑known 
tailwinds that 
have provided 
fundamental and 
narrative support 
for high‑growth 
stocks.

company’s management team chooses 
to allocate this capital. Bad acquisitions 
or other strategic missteps can be costly 
from both a financial and a reputational 
perspective, even for resilient business 
models that might be able to absorb some 
unforced errors.   

For this reason, we spend a great deal 
of time delving into management’s 
motivations and decision‑making to 
gauge whether we believe they have the 
potential to be good stewards of capital 
and create value for shareholders. We 
also evaluate each company’s systems 
and culture, which can play an important 
role in the consistency and repeatability 
of the internal factors driving cash flow 
generation. These intangibles, in our 
experience, can provide useful insights 
into the sustainability of a company’s 
growth story.

An acceleration in the innovation‑driven 
disruption of many legacy business 
models over the past decade has made 
the market quick to discount any potential 
secular risk that might be on the horizon. 
Even if a company’s earnings and cash 
flow are stable and its dividend is still 
increasing, fears of future disruption can 
compress a stock’s valuation multiple 
to the point that it can be a significant 
performance headwind. Accordingly, 
differentiating between cyclical and 
secular risk is critical. 

To aid our risk management efforts, we 
spend a good deal of time working 
with our analysts who cover the 
technology‑driven disruptors seeking to 
siphon off cash flows from established 
businesses. We may not be able to invest 
in the dominant U.S. online media and 
e‑commerce platforms that do not pay a 
dividend; however, understanding their 
business models and strategies continues 
to inform how we invest in traditional 
retail, media, and telecommunication 
companies. In the consumer discretionary 
sector, for instance, we focus on 
retailers, such as Home Depot, that 
we believe have defensible business 
models and appealing growth potential, 
thanks to a strong online presence for 

ordering and/or differentiated in‑store 
shopping experiences. 

At the same time, our mandate does 
not preclude us from investing behind 
some of the well‑known tailwinds that 
have provided fundamental and narrative 
support for high‑growth stocks. We 
seek potential dividend growers whose 
business models could offer the durable 
growth and reasonable valuations that 
we prize while also standing to benefit, in 
our view, from powerful secular trends. 
Key transformations where we are 
finding opportunities include the wave 
of innovation‑fueled capital investment 
taking place in drug development as 
well as accelerating adoption of cloud 
computing, digital payments, clean 
energy, and electric vehicles. 

We believe that longtime holding 
Microsoft, for instance, offers exposure 
to accelerating adoption of cloud‑based 
software and services by enterprise—a 
powerful secular trend that appears to 
have significant room to run. We do not 
own the stock because of inertia or its 
large enterprise value and prominent 
weighting in the S&P 500 Index; rather, 
we appreciate the potential durability 
of the technology giant’s growth story, 
management’s commitment to returning 
capital to shareholders, and a valuation 
that does not seem overly expensive 
relative to its multiyear business prospects. 
We also see opportunity in utilities, a 
traditional dividend‑paying sector where 
we believe that the market does not fully 
appreciate the potential cash flow growth 
from investments in renewable energy and 
modernizing the transmission grid. For 
example, Florida‑based NextEra Energy 
strikes us as potentially well positioned to 
try to take advantage of these trends.

In these uncertain times, we remain 
committed to our long‑standing process 
and the ongoing due diligence needed 
to determine whether we believe our 
holdings have the potential to sustain 
above‑average dividend growth over a 
longer time frame.
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The specific securities identified and described do not represent all of the securities purchased, sold, or recommended for advisory clients, and no 
assumptions should be made that investments in the securities identified and discussed were or will be profitable.

WHAT WE’RE WATCHING NE X T 
We are always on the lookout for any near‑term dislocations, broad‑based 
or company‑specific, that could create a compelling opportunity 
in dividend growers that meet our criteria for quality and potential 
sustainability. Of particular interest are instances where near‑term fears 
of inflationary pressure may have caused the market to lose sight of a 
company’s longer‑run growth story and the potential catalysts that could 
help to shift the narrative and unlock value for shareholders. 

Additional Disclosures

The S&P 500 Index is a product of S&P Dow Jones Indices LLC, a division of S&P Global, or its affiliates (“SPDJI”) and has been licensed for use by 
T. Rowe Price. Standard & Poor’s® and S&P® are registered trademarks of Standard & Poor’s Financial Services LLC, a division of S&P Global (“S&P”); Dow 
Jones® is a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). T. Rowe Price is not sponsored, endorsed, sold or promoted by SPDJI, 
Dow Jones, S&P, their respective affiliates, and none of such parties make any representation regarding the advisability of investing in such product(s) nor do 
they have any liability for any errors, omissions, or interruptions of the S&P 500 Index.

Copyright © 2021, S&P Global Market Intelligence (and its affiliates, as applicable). Reproduction of any information, data or material, including ratings 
(“Content”) in any form is prohibited except with the prior written permission of the relevant party. Such party, its affiliates and suppliers (“Content Providers”) 
do not guarantee the accuracy, adequacy, completeness, timeliness or availability of any Content and are not responsible for any errors or omissions (negligent 
or otherwise), regardless of the cause, or for the results obtained from the use of such Content. In no event shall Content Providers be liable for any damages, 
costs, expenses, legal fees, or losses (including lost income or lost profit and opportunity costs) in connection with any use of the Content. A reference to a 
particular investment or security, a rating or any observation concerning an investment that is part of the Content is not a recommendation to buy, sell or hold 
such investment or security, does not address the suitability of an investment or security and should not be relied on as investment advice. Credit ratings are 
statements of opinions and are not statements of fact.

Risks: All investments are subject to risks, including possible loss of principal. Dividend paying stocks may lag shares of smaller, 
faster growing companies. Also, stocks that appear temporarily out of favor may remain out of favor for a long time.

GENERAL PORTFOLIO RISKS 

Capital risk—the value of your investment will vary and is not guaranteed. It will be affected by changes in the exchange rate 
between the base currency of the portfolio and the currency in which you subscribed, if different. 

ESG and Sustainability risk—May result in a material negative impact on the value of an investment and performance of the portfolio. 

Equity risk—in general, equities involve higher risks than bonds or money market instruments. 

Geographic concentration risk—to the extent that a portfolio invests a large portion of its assets in a particular geographic area, 
its performance will be more strongly affected by events within that area. 

Hedging risk—a portfolio’s attempts to reduce or eliminate certain risks through hedging may not work as intended. 

Investment portfolio risk—investing in portfolios involves certain risks an investor would not face if investing in markets directly. 

Management risk—the investment manager or its designees may at times find their obligations to a portfolio to be in conflict with 
their obligations to other investment portfolios they manage (although in such cases, all portfolios will be dealt with equitably). 

Operational risk—operational failures could lead to disruptions of portfolio operations or financial losses.
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Important Information
This material is being furnished for general informational and/or marketing purposes only. The material does not constitute or undertake to give advice of any 
nature, including fiduciary investment advice, nor is it intended to serve as the primary basis for an investment decision. Prospective investors are recommended 
to seek independent legal, financial and tax advice before making any investment decision. T. Rowe Price group of companies including T. Rowe Price Associates, 
Inc. and/or its affiliates receive revenue from T. Rowe Price investment products and services. Past performance is not a reliable indicator of future performance. 
The value of an investment and any income from it can go down as well as up. Investors may get back less than the amount invested.

The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any securities in any 
jurisdiction or to conduct any particular investment activity. The material has not been reviewed by any regulatory authority in any jurisdiction.

Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot guarantee the sources’ 
accuracy or completeness. There is no guarantee that any forecasts made will come to pass. The views contained herein are as of the date written and are subject 
to change without notice; these views may differ from those of other T. Rowe Price group companies and/or associates. Under no circumstances should the 
material, in whole or in part, be copied or redistributed without consent from T. Rowe Price.

The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries the material is 
provided upon specific request. It is not intended for distribution to retail investors in any jurisdiction.

Australia—Issued in Australia by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place, 
Suite 50B, Sydney, NSW 2000, Australia. For Wholesale Clients only.

Canada—Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc.’s investment management services are only available to Accredited 
Investors as defined under National Instrument 45‑106. T. Rowe Price (Canada), Inc. enters into written delegation agreements with affiliates to provide investment 
management services.

DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd. This material is communicated on behalf of T. Rowe Price International 
Ltd. by its representative office which is regulated by the Dubai Financial Services Authority. For Professional Clients only.

EEA—Unless indicated otherwise this material is issued and approved by T. Rowe Price (Luxembourg) Management S.à r.l. 35 Boulevard du Prince Henri L‑1724 
Luxembourg which is authorised and regulated by the Luxembourg Commission de Surveillance du Secteur Financier. For Professional Clients only.

Hong Kong—Issued by T. Rowe Price Hong Kong Limited, 6/F, Chater House, 8 Connaught Road Central, Hong Kong. T. Rowe Price Hong Kong Limited is 
licensed and regulated by the Securities & Futures Commission. For Professional Investors only. 

New Zealand—Issued in New Zealand by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer 
Place, Suite 50B, Sydney, NSW 2000, Australia. No Interests are offered to the public. Accordingly, the Interests may not, directly or indirectly, be offered, sold or 
delivered in New Zealand, nor may any offering document or advertisement in relation to any offer of the Interests be distributed in New Zealand, other than in 
circumstances where there is no contravention of the Financial Markets Conduct Act 2013.

Singapore—Issued in Singapore by T. Rowe Price Singapore Private Ltd. (UEN: 201021137E), No. 501 Orchard Rd, #10‑02 Wheelock Place, Singapore 238880. 
T. Rowe Price Singapore Private Ltd. is licensed and regulated by the Monetary Authority of Singapore. For Institutional and Accredited Investors only.

Switzerland—Issued in Switzerland by T. Rowe Price (Switzerland) GmbH, Talstrasse 65, 6th Floor, 8001 Zurich, Switzerland. For Qualified Investors only.

UK—This material is issued and approved by T. Rowe Price International Ltd, 60 Queen Victoria Street, London, EC4N 4TZ which is authorised and regulated by 
the UK Financial Conduct Authority. For Professional Clients only.

USA—Issued in the USA by T. Rowe Price Associates, Inc., 100 East Pratt Street, Baltimore, MD, 21202, which is regulated by the U.S. Securities and Exchange 
Commission. For Institutional Investors only.

© 2021 T. Rowe Price. All Rights Reserved. T. ROWE PRICE, INVEST WITH CONFIDENCE, and the Bighorn Sheep design are, collectively and/ or apart, 
trademarks of T. Rowe Price Group, Inc. 
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T. Rowe Price focuses on delivering investment management 
excellence that investors can rely on—now and over the long term. 


