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Global Equities

as a Source of Income

The economic and capital markets volatility of recent years has reduced
the attractiveness of equities to many investors and has led to unprec-
edented inflows into fixed-income mutual funds. However, the yields
available in fixed-income markets were already low by historical stan-
dards, and the recent flows of money have further reduced those yields.
Conversely, dividend yields have begun to rise, as corporate earnings
continue to recover. In our view, equities can be a means of securing a
high yield, and a global portfolio of equities can be an effective method

of achieving that yield. Even more, an unconstrained portfolio can access
the most attractive high-yielding stocks globally, thus potentially maximizing

income and capital growth.



Global versus Domestic

Looking at the regional performance of high-yielding stocks,
dividend-paying companies have outperformed the broad indices
over the long term. The United States is the only market where
high-yielding stocks have underperformed, as U.S. companies have
traditionally not paid high dividends—generally, in the United

States dividends are paid in defensive sectors, primarily utilities.

Europe may have underperformed over the past few years, but
there have been some pockets of outperformance. The most
important point to take away from Exhibit 1 is the relative position
of global stocks—near the top, just below Asia ex-Japan—when we
would expect them to be in the middle. Far from simply delivering
average returns, the reason for the outperformance of global high-
yielding stocks appears to be their ability to chase relative yield by

moving capital between regions.
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The above returns do not represent the performance of any product managed
by Lazard Asset Management. The performance presented represents historical
performance of an unmanaged index. Returns would have been lower if they
were subject to management fees and other trading expenses. Past performance
is not a reliable indicator of future results. Performance indices based on high-
est/lowest quartile of stocks screened on dividend yield on an equal-weighted
basis. Portfolios have been rebalanced quarterly. The benchmark universe is
the 500 largest stocks in the F'T'SE World Index.

Source: Nomura

It is also worth highlighting that country-constrained strategies

have historically led to a loss of alpha, as illustrated in Exhibit 2.

The U.S. market offers approximately 17% of the global opportu-
nity set; not a meager level of diversity for a single country, but it
is missing a great number of opportunities, in our view. If we look
again at Exhibit 1, all the best high-yielding stocks in Asia, Japan,
and, importantly, the emerging markets are missing. As Exhibit
3 illustrates, high-yielding stocks have even greater potential for
outperformance when the emerging markets are included in the

opportunity set.

There is a misconception among some investors that only growth

stocks are to be found in the developing world; this simply is not

the case. Adding emerging markets slightly raises the yield versus
a developed-only opportunity set and increases the potential for
alpha. Dividends have been growing at a much higher rate in the
emerging markets than in the developed world due to the faster
GDP growth driving higher earnings, as well as an increased

orientation toward rewarding shareholders through dividends.

Exhibit 2

Global versus Single Country Strategies
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Capturing Outperformance in High-yielding
Stocks

High-yielding stocks have posted relatively lackluster performance
in recent years, with the MSCI World High Dividend Yield Index

marginally lagging the standard MSCI World Index on an annualized
basis since the end of 2006.! However, the relative returns of high-
yielding stocks have improved recently, and they have outperformed
since the market bottom in March 2009. As a result, we believe

that the cycle of relative performance may favor these stocks.

Exhibit 3

Fully-global versus Developed-only Strategies
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As Exhibit 4 demonstrates, on a bottom-up basis it has been pos-
sible to select winners out of the recent slump. We believe that
quality, high-yielding companies will rebound, as the performance
of these stocks is driven by the fact that dividend yield is a good
valuation screen to identify undervalued, out-of-favor, and cash

generative companies.

Exhibit 4

Performance of Dividend Yield Factor
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The chart shows the average of stocks in the high-yield basket relative to the
market x months before and after portfolio formation. All years 1994-2008.

Based on Nomura’s universe including the 500 largest stocks in the FT'SE
World Index.

In our view, another driver of outperformance, in both good and
bad times, is the capital discipline a regular dividend encourages.
Since companies that share a significant part of their cash flow
with shareholders have fewer funds for reinvestment, manage-
ment teams are forced to prioritize, so that only the best projects
are funded while weaker opportunities are not pursued. This

prioritization often leads to better subsequent return on these

Exhibit 5
Current Yields versus 10-year Average of Equities and
Fixed Interest

investments; studies have shown that, paradoxically, high-divi-

dend-payout companies tend to generate higher earnings growth.2

High-yielding Equities versus Fixed Income

Currently, both corporate and government bonds have little or no
yield advantage over equities. This is in sharp contrast to the past
20 years, when fixed-income yields were a multiple of what was
available in equities. As a result, we believe that investors must
begin to ask themselves whether equities, traditionally viewed as a
source of capital gains, may currently be more attractive as a source

of income.

As we can see from Exhibit 5, bond yields are currently relatively
low; fixed-income yields in the United Kingdom and the United
States are far below their 10-year average. This is certainly not
the case with equities, where yields are marginally ahead of their

10-year average.

Even focusing on a single market—the United Kingdom—we can
see from Exhibit 6 that the yield advantage of fixed-income securi-

ties has begun to unravel.

Are Equity Yields Sustainable?

It could be argued that equity yields are not sustainable. With
earnings under pressure, increasing sovereign debt risks, and the
global economy appearing fragile, many believe that companies
will be unable to generate the earnings and cash flow to maintain
these dividends going forward. Others simply would not consider
investing in equities following the volatility of recent years. This is,
in part, due to the severity of dividend reductions during the reces-

sion, as Exhibit 7 illustrates.

While dividends have historically been far more resilient than earn-

ings—management teams often endeavor to maintain dividend

Exhibit 6

The Yield Advantage of Fixed Income Securities Has Eroded
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Exhibit 7

Earnings and Dividend Reduction in Economic Downturns
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payouts even when earnings are depressed—dividends are clearly
impacted by the economic cycle. The recent economic crisis has
seen high-profile dividend reductions and omissions. In past
downturns, dividends have been reduced by about a third of the
fall in earnings; in 2008 and 2009, when all companies were cutting

dividends, earnings fell on average 60% and dividends 30%.

T'he weak links have been broken with a greater severity than
previous cycles, and companies that felt their dividends might be
unsustainable in a weak economic environment have already cut or
eliminated their dividends. There was no stigma to such measures
in 2008 and 2009, as all companies were in a similar situation. With
the vulnerable dividends already reset to lower levels, we feel that

dividends in aggregate are more sustainable than usual.

Exhibit 7 also illustrates the sharp rebound in earnings in the
current cycle, which contrasts with earlier cycles when earnings
languished at the trough. Free cash flow, which is what ultimately
pays dividends, has been even more resilient, as companies have
aggressively reduced capital expenditures amid the economic

uncertainty. Globally, corporations are currently flush with cash.

In our view, dividends will continue to climb not just because of
the severity of their fall during the downturn, but also because of
the current conditions and growth rates of companies. In fact, costs
were cut aggressively in 2008 and 2009, and cash as a percentage of
assets is now at an all-time high in the United States; if we consider
this in conjunction with the rebound in earnings, higher dividend
payments are likely, and stable balance sheets bode well for the

sustainability of those payments.

Exhibit 8 illustrates how the dividend coverage ratio (earnings
divided by dividends) troughed in 2009 but has since rebounded
back to historical norms, improving confidence in dividend sus-
tainability. Dividend coverage is expected to further improve

modestly in 2011, although a return to recession could call those

earnings estimates into question. LLooking at analysts’ estimates of
individual company dividends, these have been rising in aggregate
since September of 2009. With earnings rebounding, free cash flow
resilient, liquidity high, and dividend coverage expected to further
improve, we feel companies are in a good position to maintain and

possibly even increase dividends.

What about Inflation?

One of the notable elements of the current economic environ-
ment is that economists can make a reasonable case for either
an extended period of deflation or an inflationary spiral. This
is because the financial crisis is inherently deflationary, as it
depresses aggregate demand; however, aggressive government
stimulus efforts, particularly in the United States, have the

potential to ultimately trigger inflation.

Exhibit 8

Dividend Coverage is Expected to Improve
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Estimated data does not represent a promise or a guarantee of future results and
is subject to change.

Exhibit 9 shows the price-to-earnings ratio (P/E) U.S. equities
have traded at in different inflation environments over the past
hundred years; it is significant that equities have retained reasonable

valuations in a wide variety of environments, only falling to single-

Exhibit 9

Equity Valuations in Different Inflation Environments
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InvestmentFocus

digit P/Es during the 1930s’ deflation on the far left of the chart. Conclusion

"T'he resilience of equities in inflationary environments is not too

surprising, as inflation translates into corporate pricing power, In our view, the merits of investing in high-yielding stocks remain

which impacts earnings and ultimately dividends. On the other intact: historical outperformance driven by the efficacy of a dividend

end, 10-year Treasury vielding below 3% are clearly vulnerable to yield screen to identify undervalued companies, and the capital

an increase in inflation, as are corporate bonds. In particular, in a discipline that a regular dividend payment encourages. In addition,

mildly deflationary environment, corporate bonds may not perform we currently see an opportunity to take advantage of the one area

well, as depressed earnings may not be sufficient to service the debt. of the global capital markets—equities—where yields are above

With such a wide range of possible outcomes, we feel high-yielding their historical average. As we see it, dividend coverage is relatively

equities offer an attractive risk/reward profile due to their resilience strong and is expected to further improve, and the dividends that

in a range of inflation environments and yields that are currently were vulnerable in a weak economic environment have already
more competitive with fixed-income alternatives than usual. been reduced to more sustainable levels. We believe that the
combination of regular income and the potential for capital growth,
should the economic recovery persist, are attractive in these

uncertain times.

Notes

1 Source: Bloomberg, MSCI
2 Source: Ping Zhou, CFA and William Ruland, “Dividend Payout and Future Earnings Growth,” Financial Analysts Journal, (May/June 2006)

Important Information

Originally published on 1 December 2010. Revised and republished on 16 May 2011.

Equity securities will fluctuate in price; the value of your investment will thus fluctuate, and this may result in a loss. Securities in certain non-domestic countries may be less liquid,
more volatile, and less subject to governmental supervision than in one’s home market. The values of these securities may be affected by changes in currency rates, application of a
country’s specific tax laws, changes in government administration, and economic and monetary policy. Emerging market securities carry special risks, such as less developed or less
efficient trading markets, a lack of company information, and differing auditing and legal standards. The securities markets of emerging market countries can be extremely volatile;
performance can also be influenced by political, social, and economic factors affecting companies in emerging market countries.

An investment in bonds carries risk. If interest rates rise, bond prices usually decline. The longer a bond’s maturity, the greater the impact a change in interest rates can have on its
price. If you do not hold a bond until maturity, you may experience a gain or loss when you sell. Bonds also carry the risk of default, which is the risk that the issuer is unable to make
further income and principal payments. Other risks, including inflation risk, call risk, and pre-payment risk, also apply.

Certain information included herein is derived by Lazard in part from an MSCI index or indices (the “Index Data’). However, MSCI has not reviewed this product or report, and
does not endorse or express any opinion regarding this product or report or any analysis or other information contained herein or the author or source of any such information or
analysis. MSCI makes no express or implied warranties or representations and shall have no liability whatsoever with respect to any Index Data or data derived therefrom. The MSCI
Index Data may not be further redistributed or used as a basis for other indices or any securities or financial products. This report is not approved, reviewed or produced by MSCI.
The securities identified are not necessarily held by Lazard Asset Management and should not be considered a recommendation or solicitation to purchase or sell these securities. It
should not be assumed that any of the referenced securities were or will prove to be profitable.

‘This paper is for informational purposes only. It is not intended to, and does not constitute, an offer to enter into any contract or investment agreement in respect of any product
offered by Lazard Asset Management and shall not be consider as an offer or solicitation with respect to any product, security or service in any jurisdiction or in any circumstances in
which such offer or solicitation is unlawful or unauthorized or otherwise restricted or prohibited.

The information and opinions presented does not constitute investment advice and has been obtained or derived from sources believed by Lazard to be reliable. Lazard makes no
representation as to their accuracy or completeness. All opinions and estimates expressed herein are as of the published date unless otherwise specified, and are subject to change.

Past performance is not a reliable indicator of future results.
© 2011 Lazard Asset Management LLC
“ LAZARD Lazard Asset Management LLC 30 Rockefeller Plaza LazardNet.com

New York, NY 10112-6300
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