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Dividends as an alternate source of 
income 

Have you ever considered relying on dividends to meet 
your income requirements? While not usually a first 
port of call for the average income-seeking investor, a 
strategy that is premised on investing in companies 
that offer relatively generous dividends can well meet 
the needs of these investors, while also offering 
exposure to the capital growth of the share. 

Dividends have never been a traditional source of 
income because of the inherent volatility of equities. 
But we can learn from the world’s wealthiest people, 
many of whom live solely off their dividends. 

So what do you need to look out for if you are 
considering a dividend-based investment strategy? 

Yield is the annual rate of return on an investment, 
measured as a percentage. When it comes to equity 
funds, the yield measures the dividend income paid out 
to investors as an annual percentage. The dividend 
yield is calculated as the annual dividend income per 
share divided by the share price. 

Understanding yield 

In contrast, the yield on a money market fund 
measures the interest paid out to investors. Money 
market yields are based on rolling seven-day periods 
and then annualised to give a one-year figure. This 
rate should be comparable with most quoted interest 
rates. 

Dividends are the portion of a company’s earnings paid 
out to investors. While most companies tend to keep 
their dividend yields relatively stable, they may well 
consider scrapping or reducing their dividend during 
difficult business conditions, such as now, preferring to 
reinvest the funds in the business instead. 

Pros and cons of dividends versus conventional 
interest income  

For now, dividends are taxed in the hands of the 
company and not the shareholder, but new dividend 
taxation legislation is currently being finalised, which, 
once implemented, will impose a dividend tax of 10% 
on individual shareholders. 

Fixed-interest yields, on the other hand, are directly 
related to prevailing market interest rates, so as rates 
come down, so will the yield on your fixed-interest 
fund. 

 

 

Also, because this yield is considered interest income 
by the SA Revenue Service, it is subject to income tax 
– at a much higher rate than the proposed dividend 
tax. 

SA interest rates have fallen by five percentage points 
since the middle of last year, which means that those 
investors relying on interest income could be receiving 
about 40% less than they were a year ago. 

Interest rates are falling, so what now?  

Most people reliant on income are seeking an inflation-
beating yield that exceeds their expenses, thus 
enabling them to grow their capital. By withdrawing all 
your interest income each month, however, you will not 
allow your capital to keep up with inflation. 

While the benefits of dividends as a source of income 
are less obvious, there is a compelling case for 
thinking about your investment return differently – and 
incorporating dividend-based investing in your 
strategy. Capital values fluctuate in the short term, but 
more often than not dividend yields remain relatively 
constant over time, especially if you are investing in a 
portfolio of carefully selected stocks as opposed to a 
single stock. 

By viewing the dividends paid out as income and 
ignoring the capital fluctuations over shorter periods of 
time, you create an annuity-producing asset – with the 
added bonus of capital gains over the longer term (at 
least five years or longer). In all, you have a much 
better chance of your capital growth outstripping 
inflation over the longer term while still drawing a 
reasonable annuity income. 

The chart above shows the dividend yield of the 
financial, industrial and resources indices on the left 
and the index level of the JSE All Share (excl. 
dividends) on the right. It reflects the dividend yield you 
could have received from your equity portfolio over the 
past seven or so years, with your capital growth still 
managing to exceed inflation. 

It is at times like these that it pays to consider 
investment options that may previously have been 
outside your comfort zone. With interest rates at 
historic lows, and possibly remaining there for a while, 
it is thus well worth considering dividends as an 
alternate source of income. The risk of outliving your 
money has also made it more important to invest in 
assets that generate good income but continue to 
experience capital appreciation – and dividend-
generating equities are well placed to do so. 
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