KBI Global Investors

THOUGHTPIECES
Surprise : dividends become more important as interest rates rise
Good news for diversified equity managers, bad news for concentrated ones

© KBI Global Investors

1

Surprise: dividends become more important
as interest rates rise
Global interest rates and bond yields are at multi-year lows. The debate about when they might rise from
these extraordinary levels is likely to remain loud, particularly in the US. While predictions about the
timing of such a rise are futile, few argue with the view that rise they must at some point in the future.
We feel therefore that it’s important to devote some thought to the likely impact of a rising interest rate
environment on equity investors regardless of when it may come about.
The commonly held rule of thumb is that dividends become less important as a source of return as
interest rates rise. In part this view is formed because investors think of dividends narrowly as just income
or yield and compare their effectiveness to that of bond coupons. They forget that dividends and earnings
are intrinsically connected over time, that there can be a growth element to dividends and that this growth
element can be very responsive to interest rate changes.* When you combine dividend yield and dividend
growth together to get the total contribution from dividends we find the dividend component of return is
actually positively correlated to interest rate changes.
Also investors focus so much on second guessing earnings over short time periods, they tend to assume
that the valuation multiples of those earnings (as well dividends they generate) are relatively static, and
don’t change enough to impact on performance.
Rising interest rates means the discount rate used when calculating the present value of future earnings
also increases and this has a negative impact on valuation multiples. This means that price changes tend
to be negatively correlated to interest rates. From a total return perspective the damage that rising rates
does to the multiple (prices) has tended to have the greatest impact historically. In extreme cases this can
mean that dividends sometimes become the only source of return from equities.
We have analysed equity returns since the mid 1950’s, decomposing the price and dividend elements of
return and mapping them against changing interest rates. The data is summarised in the charts below.
The broken line in the charts track interest rates (fed funds) on a quarterly basis since 1956. The solid
blue line tracks the percentage of equity returns that can be attributed to dividends (both yield and growth)
on a rolling ten year basis over the same time period (The difference between the price return and the
total return). The points in the chart when the solid blue line breaks 100% are periods when 10 year equity
returns were negative.
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% contribution of dividends to total equity returns when interest rates fall
(1979-2006)
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Contrary to the conventional wisdom we find that historically dividends have made the highest contribution
to equity returns when interest rates are on the rise. More generally we can see when dividend growth is
taken into account the total contribution that dividends make to equity return tends to move in the same
direction as interest rates, while prices (valuations) tend to move in the opposite direction.
In terms of current portfolio positioning, because dividend growth is very successful at delivering excess
return when interest rates (or inflation) are on the rise, we are placing a greater emphasis on this factor
in those regions of the world where these monetary outcomes are becoming increasingly likely (US and
Japan). We are also ensuring that valuations and exposure to external debt are relatively low as these
being overweight to these factors can hurt if rates rise. Europe by contrast is still under deflationary
pressure, where well covered yield is likely to perform best.
*Dividend Growth: The key to “real” investment success – KBI Global Investors 2011
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Further still we would argue that they are a lot less significant than
investors think. The chart on page 4 shows the extent of individual stock movements over the last three
years and compares them to industry movements. (you can do the same exercise using regions – you get
the same results) The boxes represent the conventional way of breaking down equity returns. They are
index returns, or market weighted averages, the biggest stocks having the biggest influence, the smaller
ones having hardly any impact at all. But there is no compulsion on Fund Managers to carry higher
weights in bigger stocks, they are free to invest according to their convictions. The blue lines represent
the range of stock returns in each industry, regardless of size. We have capped the upside of these lines
at +250% to make the charts easier to read. While this cuts out a significant part of the return set (not just
the outliers) and makes the bandwidth of alpha potential look smaller, it helps to focus the eye on a much
more crucial observation – frequency. Look at the regularity with which the intra industry stock dispersions
move dramatically and dwarf the aggregated industry return, regardless of which industry you pick.
Looking at the world in this way we would argue that dispersions were never as low as everyone thought
(would you believe us if we told you that some of the best performing stocks during the financial crisis
were European banks?) and the need to cut across industries and regions to add bandwidth to alpha is
just a red herring.
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Disclaimers:
ALL MARKETS
KBI Global Investors Ltd is regulated by the Central Bank of Ireland and subject
to limited regulation by the Financial Conduct Authority in the UK. Details about
the extent of our regulation by the Financial Conduct Authority are available from us on request. KBI Global Investors
(North America) Ltd is a registered investment adviser with the SEC and regulated by the Central Bank of Ireland. KBI
Global Investors (North America) Ltd is a wholly-owned subsidiary of KBI Global Investors Ltd. ‘KBI Global Investors’
refers to KBI Global Investors Ltd and KBI Global Investors (North America) Ltd.
IMPORTANT RISK DISCLOSURE STATEMENT
This material is provided for informational purposes only and does not constitute an offer to sell or the solicitation
of an offer to purchase any security, product or service including any group trust or fund managed by KBI Global
Investors. The information contained herein does not set forth all of the risks associated with this strategy, and is
qualified in its entirety by, and subject to, the information contained in other applicable disclosure documents relating
to such a strategy. KBI Global Investors’ investment products, like all investments, involve the risk of loss and may
not be suitable for all investors, especially those who are unable to sustain a loss of their investment.
PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS
This introductory material may not be reproduced or distributed, in whole or in part, without the express prior written
consent of KBI Global Investors. The information contained in this introductory material has not been filed with,
reviewed by or approved by any regulatory authority or self-regulatory authority and recipients are advised to consult
with their own independent advisors, including tax advisors, regarding the products and services described therein.
The views expressed are those of KBI Global Investors and should not be construed as investment advice. We do not
represent that this information is accurate or complete and it should not be relied upon as such. Opinions expressed
herein are subject to change without notice. The products mentioned in this Document may not be eligible for sale
in some states or countries, nor suitable for all types of investors. Past performance may not be a reliable guide
to future performance and the value of investments may fall as well as rise. Investments denominated in foreign
currencies are subject to changes in exchange rates that may have an adverse effect on the value, price or income of
the product. Income generated from an investment may fluctuate in accordance with market conditions and taxation
arrangements. In some tables and charts, due to rounding, the sum of the individual components may not appear to
be equal to the stated total(s). Additional information will be provided upon request. Performance for periods of more
than 1 year is annualized. All MSCI data is provided “as is”. In no event shall MSCI, its affiliates, or any MSCI data
provider have any liability of any kind in connection with the MSCI data. No further distribution or dissemination of the
MSCI data is permitted without MSCI’s prior express written consent. Net total return indices reinvest dividends after
the deduction of withholding taxes, using (for international indices) a tax rate applicable to non-resident institutional
investors who do not benefit from double taxation treaties. A composite presentation is available upon request.
USA/CANADA SPECIFIC:
Gross results shown do not show the deduction of Adviser’s fees. A client’s actual return will be reduced by the
advisory fees and any other expenses which may be incurred in the management of an investment advisory account.
See Part 2 of Adviser’s Form ADV for a complete description of the investment advisory fees customarily charged by
Adviser. For example, a $1,000,000 investment with an assumed annual return of 5% with an advisory fee of 0.85%
would accumulate $8,925 in fees during the first year, $48,444 in fees over five years and $107,690 in fees over ten
years. The performance results are that of a representative strategy which has been managed on a discretionary
basis since its inception. Performance returns for individual investors may differ due to the timing of investments,
subsequent subscriptions/redemptions, share classes, fees and expenses. Information about indices is provided to
allow for comparison of the performance of the Adviser to that of certain well-known and widely recognized indices.
There is no representation that such index is an appropriate benchmark for such comparison. You cannot invest
directly in an index, which also does not take into account trading commissions and costs. The volatility of the indices
may be materially different from that of the strategy. In addition, the strategy’s holdings may differ substantially from
the securities that comprise the indices shown. Stocks mentioned in this document may or may not be held in this
strategy at this time. Any projections, market outlooks or estimates in this document are forward-looking statements
and are based upon certain assumptions. Other events which were not taken into account may occur and may
significantly affect the returns or performance of the strategy. Any projections, outlooks or assumptions should not
be construed to be indicative of the actual events which will occur. Discussions of market conditions, market high/
lows, objectives, strategies, styles, positions, and similar information set forth herein is specifically subject to change
if market conditions change, or if KBI Global Investors (North America) Ltd believes, in its discretion, that investors
returns can better be achieved by such changes and/or modification. Style descriptions, market movements over
time and similar items are meant to be illustrative, and may not represent all market information over the period
discussed. Form ADV Part 1 and Part 2 are available on request.
AUSTRALIA SPECIFIC:
KBI Global Investors (North America) Ltd is exempt from the requirement to hold an Australian Financial Services
licence in respect of the financial services it provides to wholesale investors in Australia and is regulated by both the
Central Bank of Ireland and the Securities and Exchange Commission of the US under US laws which differ from
Australian laws. Any services provided in Australia by KBI Global Investors Ltd or other affiliates will be provided
by the relevant entity as representative of KBI Global Investors (North America) Ltd. This material and any offer of
investments is intended for and can only be provided and made to persons who are regarded as wholesale clients
for the purposes of the Corporations Act of Australia and must not be made available or passed on to persons who
are regarded as retail investors. It may not be reproduced or distributed, in whole or in part, without the express prior
written consent of KBI Global Investors (North America) Ltd. The information contained in this introductory material
has not been filed with, reviewed by or approved by any Australian or United States regulatory authority or selfregulatory authority and recipients are advised to consult with their own independent advisors, including tax advisors,
regarding the products and services described therein.
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KBIGI Developed Equity Strategy Performance Disclaimer:
Returns from 01 /06/03 to 31 /07/04 are based on a Belgian Fund which followed the KBIGI Developed Equity
Strategy and was managed by KBI GIobal Investors. Returns from 01/08/04 are actual returns from the KBIGI
Developed Equity Strategy.

