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IMPORTANT INFORMATION AND RISK FACTORS

The views expressed in this article are those of
Toby Ross and should not be considered as advice
or a recommendation to buy, sell or hold a particular
investment. They reflect personal opinion and should not
be taken as statements of fact nor should any reliance be
placed on them when making investment decisions.
This communication was produced and approved on
the stated date and has not been updated subsequently.
It represents views held at the time of writing and may
not reflect current thinking.
Potential for Profit and Loss
All investment strategies have the potential for profit and
loss, your or your clients’ capital may be at risk. Past
performance is not a guide to future returns.
Stock Examples
Any stock examples and images used in this article are
not intended to represent recommendations to buy or sell,
neither is it implied that they will prove profitable in the
future. It is not known whether they will feature in any
future portfolio produced by us. Any individual examples
will represent only a small part of the overall portfolio and
are inserted purely to help illustrate our investment style.
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CHASING
YIELDS
BY TOBY ROSS

One of the most common misunderstandings about
income investing is the confusion of long-term income
with short-term yield. In our experience, equity income
investors tend to have a long-term time horizon. They are
often looking for investments that will offer them many
years of growing dividends, in the hope that they will then
support them as they move into a long and happy
retirement. Some people think that the best way of
meeting this objective is to invest in funds which offer the
highest yield today. But is there any relationship between
a fund’s starting yield and the amount of income it
actually delivers to an investor over the long term?
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The example of the UK Equity Income universe over the last 15 years suggests
that there isn’t. We used Morningstar data to estimate the total amount of
income that a £10,000 investment in a range of UK Equity Income funds in
2002 would have generated over the following 15 years, adjusted for inflation:
The relationship between a fund's starting yield
and the long-term income it delivers is tenuous

5HDOLQFRPHUHFHLYHGRYHU\HDUVIURPD
LQYHVWPHQWPDGHLQ-DQXDU\

(UK Equity Income funds, January 2002 – December 2016)
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Source: Morningstar, Baillie Gifford.

It’s not obvious to us that there’s any pattern here at all. Some of the funds
which had the highest yields at the start delivered far less income than their
peers over the next 15 years, despite a big head-start. And many of the funds
which generated the most income over the long term looked decidedly
‘average’ at the start.

The charts in this paper use total return, yield, and dividend distribution data from the
Morningstar Direct database. The sample includes all UK Equity Income funds with complete
data across the 15 year period, with a starting yield that was higher than that on the FTSE
All-Share in Jan 2002 (21 funds). All figures are adjusted by UK CPI, to ensure that funds
with a high starting yield were not penalised. The methodology was to treat all distributions
announced as ‘income’, and any remaining component of total return as ‘real capital growth’.
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SO, WHAT DOES MATTER
FOR INCOME INVESTORS?

Why is this? The total income a fund delivers to a longterm investor is a function of three things:
—— 1. The starting level of income.
—— 2. The resilience of this income stream during periods
of stress, which can rapidly erode the dividends that a
fund receives.
—— 3. The real growth rate of the income stream,
which is critical given the power of compounding
over long periods.
The latter two tend to be overlooked, but over the long
term, their effect can be profound. Let us explore these
latter two points further.
First, with regard to resilience, it is worth noting that all of
the highest-yielding funds came under significant pressure
during the financial crisis and were forced to cut their
distributions by 10–22% during 2008–10. The high degree
of income concentration in the UK stock market no doubt
contributed to this: 55% of the All-Share Index’s dividends
in 2008 were paid by just 10 companies, largely banks and
oil companies. Five of these top 10 payers went on to cut
their dividends. As these were widely owned by UK Equity
Income funds, it is not surprising that many of the funds in
this sample also cut their distributions. However, the few
funds that managed to steer a path through this with their
income streams intact tended to have been less aggressive
in maximising short-term yield. This perhaps gave them
more freedom to manoeuvre in a difficult environment.
Second, in terms of the real growth rate of the income
stream, the funds with lower starting yields typically
grew their income streams faster in real terms.
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Real Growth in Income (% p.a.)
(median, January 2002 – December 2016)
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The main thing we take from the Morningstar data is that
for an investor looking to maximise their income over the
long run, the starting yield on a fund, taken in isolation,
has very little information value.
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Source: Morningstar, Baillie Gifford.

The difference between -0.8% and +2.6% p.a. may sound
modest, but compounded over 15 years it matters greatly.
In real terms, the income on the highest-yielding funds fell
by 10% over the period, while the lower-yielding funds
typically grew by almost 50%.
This pattern makes total sense to us. We strongly believe
that the best businesses for a long-term income investor to
own are businesses that can deliver significant real profit
growth and pay dependable dividends at the same time.
Such companies are rare. A fund that restricts itself to only
the highest-yielding part of the market today is unlikely to
pay enough attention to the real growth prospects of the
businesses it invests in. In time, emphasising near-term
income too much will have a big impact on its ability to
deliver significant real income growth over the long run.
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for in several ways. Investors who strain for yield can
often, as a result, end up with a portfolio that is overreliant on only a small part of the market, and run the
risk that the profits, dividends and capital generated may
not be as resilient to market shocks as they would have
been had there been greater diversification across the
portfolio’s income stream. In addition, they often end up
underemphasising the importance of real growth in their
stock selection, instead focusing on yield.

Real returns on £10,000 invested in UK Equity
Income funds for 15 years in January 2002

This has big consequences for the end investor. One of
the main attractions of equities for a long-term income
investor is the prospect of real capital growth. This capital
can be used in the future to help meet the expenses that
may arise in retirement, whether that be for cruises or
grandchildren. Many investors will want to dip into
this capital growth from time to time as their retirement
progresses, using it interchangeably with income. But
an investor who pursued a high-yielding strategy would
not have seen much benefit from real capital growth
(never mind any more income), despite a strong period
for equities.

5HWXUQRQLQYHVWHGLQ-DQXDU\

This difference in growth rates doesn’t just affect the level
of income that an investor receives. The graph below uses
the same Morningstar data to estimate the median income
and capital returns of UK Equity Income funds over the
last fifteen years, expressed as the real return that an
investor would have received on an investment of £10,000
in January 2002. At the time, the yield on the UK market
was a little under 3%.
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Source: Morningstar, Baillie Gifford.

As we can see, there has been little relationship between
the starting level of yield and the level of income generated
by a fund over a longer time period.
However, there has been a significant difference in the
level of real capital growth that these funds delivered.
Funds which strained most for yield ended up delivering
little real capital growth over the long term, while those
which were less aggressive on yield were able to deliver
both income and capital growth. This may be accounted

Of course, some investors may have a high requirement
for near-term income and so are less inclined to value
real capital growth highly, if at all. However, we believe
that a high yielding equity income strategy might not be
the most appropriate vehicle for those investors who are
relying on a higher level of near-term income. This is
because the income streams from the highest-yielding
equity funds are more likely to be volatile, and there is
less room for them to manoeuvre in difficult periods,
which could prove particularly problematic for those
investors who are relying on a higher level of near-term
income. Rather, such an investor is probably better served
by a well-constructed multi-asset portfolio, which can
invest in a wider range of income-generating assets. The
broader opportunity set in such a multi-asset approach
should allow it to deliver a much more diversified income
stream; and the ability to move between asset classes
provides an additional lever to reinforce the income in
times of stress.
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DON’T BE MISLED BY
A HIGH STARTING YIELD
The environment for income investors has
changed a lot since the early 2000s, and the
opportunity set is arguably much broader
today. However, we think that many equity
income investors still focus far too much on
a fund’s short-term yield. The example of the
UK Equity Income universe has shown that
the starting yield doesn’t help you predict a
fund’s long-term income at all. In fact, the
income ‘head-start’ that the high-yielding
funds get comes with dividend streams
which are not resilient, leading to a greater
risk of losing income in times of economic
stress; and weak real growth prospects over
the long term.
We therefore believe that the relevant
question for a long-term equity income
investor isn’t “how high is the fund’s yield?”
Instead, we think they should ask:
—— Does the manager have a process that
puts emphasis on real growth, as well as
income? Do they have a genuinely broad
opportunity set to pick from?
—— How do they ensure the fund’s income
stream is truly resilient over time?
Are they able to fully diversify their
concentrations?
—— Is the manager well-aligned with me and
my time horizon? Are they able to take a
long-term view of their investments? Do
they keep costs low, to avoid eating into
my long-term returns?
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THE THINGS THAT MATTER
GROWTH
Our process puts as much focus on
growth as it does on income potential.
We’re greatly helped by being able to
build on Baillie Gifford’s world-leading
research on growth companies, and an
unconstrained, global universe.

RESILIENCE
For every investment, we assess the
dependability of the dividend during
times of stress. Our global universe
allows us to avoid big stock or industry
concentrations, and we limit any stock
to 5% of the portfolio’s income.

ALIGNMENT
We take a 5+ year time horizon in
everything we do, and focus on longterm income, not short-term yield. As a
private partnership, we don’t answer to
any external shareholders. The costs of
our Global Income Growth strategy are
among the lowest in the global equity
income peer group when comparing
against the eVestment Global Dividend
Focus universe.
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CONCLUSION
Our Global Income Growth strategy has
a near-term yield of around 3%. So
while there are many equity income
funds available which offer higher levels
of near-term income, and we could
easily chase a higher near-term yield if
we wanted, we choose not to. Instead,
we think we’ve got strong answers to all
the questions that matter, and believe
our approach will deliver much better
outcomes for our clients over the
long run. Why don’t you ask us?
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IMPORTANT INFORMATION

Baillie Gifford & Co and Baillie Gifford & Co Limited
are authorised and regulated by the Financial Conduct
Authority (FCA). Baillie Gifford Life Limited is authorised
by the Prudential Regulation Authority (PRA) and
regulated by the FCA and the PRA. Baillie Gifford &
Co Limited is a unit trust management company and the
OEICs’ Authorised Corporate Director.

Important Information Japan

Baillie Gifford Overseas Limited provides investment
management and advisory services to non-UK Professional/
Institutional clients only. Baillie Gifford Overseas Limited
is wholly owned by Baillie Gifford & Co. Baillie Gifford &
Co and Baillie Gifford Overseas Limited are authorised and
regulated by the FCA in the UK.

Important Information Australia

Mitsubishi UFJ Baillie Gifford Asset Management Limited
(‘MUBGAM’) is a joint venture company between
Mitsubishi UFJ Trust & Banking Corporation and Baillie
Gifford Overseas Limited. MUBGAM is authorised and
regulated by the Financial Conduct Authority.

This material is provided on the basis that you are
a wholesale client as defined within s761G of the
Corporations Act 2001 (Cth). Baillie Gifford Overseas
Limited (ARBN 118 567 178) is registered as a foreign
company under the Corporations Act 2001 (Cth). It
Persons resident or domiciled outwith the UK should
is exempt from the requirement to hold an Australian
consult with their professional advisers as to whether they Financial Services License under the Corporations Act
require any governmental or other consents in order to
2001 (Cth) in respect of these financial services provided
enable them to invest, and with their tax advisers for advice to Australian wholesale clients. Baillie Gifford Overseas
relevant to their own particular circumstances.
Limited is authorised and regulated by the Financial
Conduct Authority under UK laws which differ from those
applicable in Australia.
Important Information Hong Kong
Baillie Gifford Asia (Hong Kong) Limited
百利亞洲(香港)有限公司 is wholly owned by Baillie
Gifford Overseas Limited and holds a Type 1 licence from
the Securities & Futures Commission of Hong Kong to
market and distribute Baillie Gifford’s range of UCITS
funds to professional investors in Hong Kong. Baillie
Gifford Asia (Hong Kong) Limited
百利亞洲(香港)有限公司 can be contacted at 30/F,
One International Finance Centre, 1 Harbour View Street,
Central, Hong Kong. Telephone +852 3756 5700.
Important Information South Korea
Baillie Gifford Overseas Limited is licensed with the
Financial Services Commission in South Korea as a cross
border Discretionary Investment Manager and Nondiscretionary Investment Adviser.

Important Information South Africa
Baillie Gifford Overseas Limited is registered as a Foreign
Financial Services Provider with the Financial Sector
Conduct Authority in South Africa.
Important Information North America
Baillie Gifford International LLC is wholly owned by
Baillie Gifford Overseas Limited; it was formed in
Delaware in 2005. It is the legal entity through which
Baillie Gifford Overseas Limited provides client service
and marketing functions in America as well as some
marketing functions in Canada. Baillie Gifford Overseas
Limited is registered as an Investment Adviser with the
Securities & Exchange Commission in the United States
of America.
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ENJOYED
READING
THIS?
YOU CAN ACCESS MORE OF OUR
INVESTMENT THINKING USING OUR
ONLINE SERVICES

INSTITUTIONAL INVESTORS
ARE YOU A CLIENT?
Use our secure online portal at
https://clients.bailliegifford.com/thinking
NOT A CLIENT?
Visit: www.bailliegifford.com/thinking
QUESTIONS?
If you have any questions please get in touch
at help@bailliegifford.com or contact your
Baillie Gifford client representative.
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