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In the current environment of low interest rates
and high demand for safe investments, bond yields
have dropped to historically low levels. For
example, the 10 year US treasury yield is now
trading at 1.6%, down from 1.9% in 2011, and 3.3%
in 2010. Such meagre income is unlikely to provide
a sufficient return for most investors. Many are
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There are times when investors seek to avoid the
pain of short-term volatility in equities and instead
enjoy bonds’ ‘guarantee’ of a return of their
invested capital in the future and an agreed
coupon payment in the interim. But what risks are
investors actually taking? We are all too aware
that there is no such thing as a ‘free lunch’. In its
most simple form equity investment risk is often
thought of as volatility, whereas fixed income
investment must take account of credit, duration,
and potentially leverage depending on portfolio
construction. We believe the most important
measure of risk, however, is the risk of a
permanent loss of capital in real terms.

reaching for yield via lower credit-rated corporate
bonds, or bonds with longer duration; both of
these increase the inherent risk of investment.
Currently short-dated corporate bonds might only
have a yield of 1 to 1.5%, but longer-dated, 20year high grade corporates might yield anything up
to 4%. The risk of an interest rate rise to the
market value of the long-dated bond, however,
could be severe; a 2% interest rate rise on a
hypothetical 20-year bond yielding 4% would be
greater than 20%. The investor would not
necessarily have to crystalise this loss if they could
hold the bond to maturity, but such large moves in
market value may surprise those who believed
they were purchasing an asset with lower ‘risk’
than an equity investment.
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The search for safety is a perennial
theme in investors’ portfolios, just like
the hunt for income. Should investors
shun equities and move their
investments into fixed income, or vice
versa. Rising and falling appetites for risk
have prompted some aggressive
rotations on this question, as a quick
glance at the Investment Management
Association retail sales of unit trusts and
OEICs will testify.

Investors aiming to hold long-dated bonds to
maturity will also suffer a loss of purchasing power
due to the compounding impact of inflation over
time on both the principal and income stream (as
the coupon payments and principal value remain
fixed in nominal terms). In an inflationary
environment of just 2%, a hypothetical 10-year
bond paying an annual coupon of $1 will see the
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value of that coupon, and the principal, decline by
17% in real terms over the life of the bond.
Bond coupon:
real spending power with 2% inflation
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The beneficiaries of unusually low rates and
investor demand for safe sources of income have
been the corporations themselves. Unsurprisingly
they have been happy to issue longer-dated debt
and in turn lock-in low borrowing costs; for
example, Microsoft recently sold $750 million of
10-year bonds with a coupon of 2.125%, and $900
million of 30-year bonds at 3.5%. Considering 10year US government treasuries are currently
trading with a yield of 1.6%, this implies a credit
spread of just 0.525% for Microsoft’s 10-years
bonds. If we look at all investment grade corporate
bonds in aggregate (using the Bloomberg Active
Investment Grade Bond Index as a proxy) we see
that credit spreads have been contracting since
the start of 2012 and are now at approximately
1.5%, only 0.5% higher than the 1% average over
the more economically stable 2003 to 2007 period.
This either implies the market believes economic
conditions have improved significantly since the
start of the year, or inflated demand for higheryielding investment grade credit has pushed prices
above their intrinsic value. Only time will tell but
we fear the driving factor is more likely the latter,
which may leave investors who arrived ‘late to the
game’ particularly exposed.
Bloomberg investment grade credit
spread (to 10-year US Treasury)
6%

Spread

4%

2%

0%

So where can investors find yield? We believe in
the current environment that equities offer a good
balance of risk and reward for investors looking for
income. In the short term we are likely to continue
to experience volatile markets, but for the longterm investor this should in fact provide
opportunities.
Equities have not been immune to the gradual
decrease in yields over the last few years, as
companies have been bolstering their balance
sheets and conserving cash, and share prices have
been rising. The S&P500 yield, for example,
currently stands at a paltry 1.8%, versus an
average of 3.1% over the last 50 years.
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So why would you take on the volatility of the
S&P500, which has been as high as 1465 and as
low as 1022 in the past 3 years, for an extra 0.2%
yield versus the US treasury 10-year bond? The
main reason is the ability of companies to grow
their earnings over time, and in turn grow their
dividend payments; this means the purchasing
power of the income generated is not diminished
over time as it would be for a static coupon
received on a bond. Indeed, over the past 50 years
the compound annual growth rate of dividends
from the S&P500 has been just shy of 5%. If we
compare the hypothetical 10-year bond with an
annual $1 coupon to that of an equity with a $1
annual dividend that is growing at 5% per year, we
see that in a 2% inflationary environment the
dividend of the equity will have grown 29% in real
terms - versus the 17% decline seen in the bonds
coupon payment. A well-run company should also
be able to grow its equity value over time which
should result in capital appreciation of the
investor’s principal investment, again offsetting
the effects on inflation over the longer term.
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Income streams in real terms:
Bond coupon vs equity dividend
with 2% inflation
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We also believe there are many companies who
have the ability to increase their income payments
quite significantly in the near future. Many
corporations have been holding back cash and
keeping it on their (ever expanding) balance
sheets. For example, the payout ratio of the
S&P500 is currently running around 30%, which is
well below the average payout ratio of 50% over
the last 50 years, and leaves a lot of head room for
companies to boost their dividend payments.
S&P500 payout ratio
250%

The discussion above only considers the S&P500
index as a whole, of which 20% of companies pay
no dividend whatsoever and thus drag down the
overall yield quite dramatically. The S&P500 also
only consists of US-listed companies. If we instead
focus only on those companies that pay a
dividend, and look at all stocks listed globally, then
it is possible to find many more companies that
pay a reasonable yield, but more importantly a
yield that is significantly higher than that of
government treasuries or short-dated corporate
bonds. Our aim is to refine this search further;
looking for companies which can generate
significant cash flows, which can invest those cash
flows in high return projects, that don’t have
stretched balance sheets, that have long histories
of paying a dividend and that we believe have a
very high probability of growing those dividends in
the future.
In conclusion, therefore, we believe the risks to
investors chasing yields in the bond sector maybe
misunderstood, or at least underestimated, and
that well capitalised, cash generative companies
with established and growing dividends may very
well provide a better proposition for those people
searching for income who are able to invest for the
long term.
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Important information and risk factors
Issued by Guinness Asset Management Limited, authorised and regulated by the Financial Conduct Authority.
This report is primarily designed to inform you about Guinness Global Equity Income Fund. It may provide
information about the Fund’s portfolio, including recent activity and performance. It contains facts relating to
the energy market and our own interpretation. Any investment decision should take account of the
subjectivity of the comments contained in the report.
This document is provided for information only and all the information contained in it is believed to be reliable
but may be inaccurate or incomplete; any opinions stated are honestly held at the time of writing, but are not
guaranteed. The contents of the document should not therefore be relied upon. It should not be taken as a
recommendation to make an investment in the Fund or to buy or sell individual securities, nor does it
constitute an offer for sale.
Risk
The Guinness Global Equity Income Fund is an equity fund. Investors should be willing and able to assume the
risks of equity investing. The value of an investment and the income from it can fall as well as rise as a result of
market and currency movement, and you may not get back the amount originally invested. Details on the risk
factors are included in the Fund’s documentation, available on our website. Shareholders should note that all
or part of the fees and expenses will be charged to the capital of the Fund. This will have the effect of lowering
the capital value of your investment.
Documentation
The documentation needed to make an investment, including the Prospectus, the Key Investor Information
Document (KIID) and the Application Form, is available from the website www.guinnessfunds.com , or free of
charge from:• the Manager: Capita Financial Managers (Ireland) Limited, 2 Grand Canal Square, Grand Canal Harbour,
Dublin 2, Ireland; or,
• the Promoter and Investment Manager: Guinness Asset Management Ltd, 14 Queen Anne's Gate, London
SW1H 9AA.
Residency
In countries where the Fund is not registered for sale or in any other circumstances where its distribution is
not authorised or is unlawful, the Fund should not be distributed to resident Retail Clients.
NOTE: THIS INVESTMENT IS NOT FOR SALE TO U.S. PERSONS.
Structure & regulation
The Fund is a sub-fund of Guinness Asset Management Funds PLC (the “Company”), an open-ended umbrellatype investment company, incorporated in Ireland and authorised and supervised by the Central Bank of
Ireland, which operates under EU legislation. The Fund has been approved by the Financial Conduct Authority
for sale in the UK. If you are in any doubt about the suitability of investing in this Fund, please consult your
investment or other professional adviser.
Switzerland
The prospectus and KIID for Switzerland, the articles of association, and the annual and semi-annual reports can be
obtained free of charge from the representative in Switzerland, Carnegie Fund Services S.A., 11, rue du GénéralDufour, 1204 Geneva, Switzerland, Tel. +41 22 705 11 77, www.carnegie-fund-services.ch. The paying agent is
Banque Cantonale de Genève, 17 Quai de l'Ile, 1204 Geneva, Switzerland.
Telephone calls may be recorded and monitored.
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