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Many investors focus on capital gains while disregarding the significance of dividends. And are wrong in doing so, from my point of view. The total return of a share is after all the sum of
capital gains (i.e. rising prices) and dividend income. Income from dividends is of particular relevance for investors with a long-term investment horizon.

Fact 1: Dividend income accounts for 20% to 30% of the total return of equity investments

A look back into history (40 years) reveals the power of dividends. Let’s have a look at the total return of a global equity strategy – the MSCI World index in this case (in local currency, i.e.
without foreign exchange fluctuations affecting the bottom line). From 31 January 1977 to 31 January 2017, the MSCI World index gained an average of 6.7% per year. When dividends are
taken into consideration (and withholding tax is taken off), total return increases to 8.9%.

The dividend portion is particularly high in countries that traditionally show a high dividend yield, among them the UK, Australia, and also the Vienna stock exchange. In Switzerland, the
share of dividend return over this period was about 22% – at the Vienna stock exchange, even 36% (see the following table).

Tab. 1 (Source: Datastream)

Fact 2: If the dividends are reinvested in equities, the compound interest effect works in the investor’s favour

Building on the aforementioned example of an investor with a long-term investment horizon, we assume his/her holdings consist of an equity portfolio over a period of 30 years; dividends
are reinvested on the equity market (taking into account a withholding tax of 28%). Total return is twice as high as it would be without dividends. If he/she holds the equities even longer, the
majority of income will be from dividends and reinvested dividends.

Fig. 1 (Source: Datastream)
Value calculated on the basis of the OeKB method. The performance does not allow for fees or taxes (exception: withholding tax on dividends of 28%). The one-off load falling due at the
time of purchase and other costs diminishing return such as account and depositary fees have not been considered in the graph. Past performance is not indicative of the future
development.

As the performance chart shows (fig. 1), the investment that includes dividends clearly outperforms a strategy that does not take into account dividends.

Fact 3: Cost average effect with reinvested dividends

Especially in a phase of strongly fluctuating prices with significant corrections and setbacks, the investor benefits by acting anti-cyclically. If prices fall, the investor can buy more shares with
his/her dividends. The so-called cost-average effect fully benefits the investor. This of course is based on the idea that the investor reinvests the dividends immediately and without
hesitation.

Fact 4: Dividends are inflation-protected

In contrast to bond coupons, the dividend payments of companies rise over time. The average increase of the dividends of MSCI World companies has been 5.9%. Over a period of 40
years, this equals a tenfold increase. From the 1970s to late into the 2000s, dividends would offer excellent protection against inflation. Since the financial crisis, dividends have even
increased more significantly than inflation.
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Fig. 2 (Source: Datastream)
Value calculated on the basis of the OeKB method. The performance does not allow for fees or taxes (exception: withholding tax on dividends of 28%). The one-off load falling due at the
time of purchase and other costs diminishing return such as account and depositary fees have not been considered in the graph. Past performance is not indicative of the future
development.

Generally speaking, there is a strong connection between inflation and dividend yield. When inflation is high, dividend yield tends to be high as well. That being said, at an inflation of 5%
and above, the two parameters decouple, and there is also no correlation between the two during deflation. If inflation rises, dividend yield will also increase, all other things being equal. On
the basis of this rationale, we can globally extrapolate an expected inflation rate of 2.4% from the currently observed dividend yield of 2.5%.

Fact 5: Dividend papers benefit from low interest rates and rising commodity prices

Equities with high dividend pay-outs do not behave in quite the same manner as the overall market does. This means that there are periods where the performance may be better or worse.
An investor who deliberately invests mostly in shares with high dividends has to accept that. Falling or low government bond yields and at the same time rising commodity prices (especially
the oil price) are the optimal environment for shares with a high dividend yield. When bond yields are on the rise, investors reallocate their assets from equities (with high yields) to bonds
that are gradually becoming more attractive, and vice versa. In the long run, these phases of outperformance and underperformance even out. However, a comparison with the overall
market may be misleading. Preferably investors should compare the performance of equities with high dividends with an according benchmark.

Dividend yield of selected countries:

Tab. 2 (Source: Datastream); data as of 15.2.2017

Generally speaking, the dividend yields in most countries are currently at their historical average. The USA is the exception, with the dividend yield at the moment falling about 30% short of
its long-term average. I ascribe that to the fact that the index composition has drastically changed over time. Technology companies such as Amazon or Google command a strong weighting
in the indices while at the same time remaining typical growth shares with low dividends ratios, or no dividend pay-outs at all. This is one of the main reasons why the share of dividends in
terms of total return has fallen from 30% to 20% in the USA. This tendency may well reverse once these companies have completed their strong growth phase and are starting to distribute
some of their earnings as dividends to the investors. In this context it would be interesting to look at the past development of share buybacks and dividend payments. But this is a story for a
another blog entry…
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