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GLOBAL EQUITY-INCOME INVESTING: DEBUNKING THE MYTHS

Challenging some of
the myths surrounding
equity-income investing

Achieving the necessary income to
Nick Clay meet objectives without taking on an
unacceptable risk burden therefore
presents a real challenge. Dividend-
paying equities can offer significantly

Portfolio manager,
global equity team, Newton

ith income levels on
Wtraditional assets such

as cash and government
bonds having fallen in recent years,
investors have found it harder to
achieve sustainable growth.

This is perhaps because equities have
traditionally been associated with
income volatility, as well as a perception
that the growth potential of such a
strategy may be limited. However, by
focusing on companies with a disciplined
approach to capital management, we
believe an equity-income strategy can
provide returns that remain relatively
stable, even in down markets, as well

as the prospect of attractive long-term
capital growth.

higher levels of income than bonds
and cash, but investors have often not

followed such an approach.

D

By focusing on
companies with a
disciplined approach
to capital management,
we believe an equity-
income strategy can
provide returns that
remain relatively stable,
even in down markets,
as well as the prospect
of attractive long-term
capital growth.

Nick Clay, Newton @ ...
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GLOBAL EQUITY-INCOME INVESTING: DEBUNKING THE MYTHS

Dividend payments have clear appeal
for investors who may require a regular
income, but have often been overlooked
as a platform for growth. However,
thanks to the exceptional power of
compounding, the reinvestment of
dividends over time can turn equity
income into an effective growth strategy
for the long-term investor.

Arecent study illustrated how capital
gains accounted for the growth of $1
invested in US equities at the beginning
of 1900 to $215 at the end of 2011.
However, the additional effect of income
and its reinvestment turned that
original investment of $1 into $21,978.
Accordingly, dividends and their
reinvestment accounted for 99% of

US equity returns over the period.

Exhibit 1 further demonstrates how
real returns over the last 45 years from
various equity markets, including the
UK, France and the US, have been
dominated by the compounding effects
of dividend yield.

Equity income is only for income-seekers

EXHIBIT 1: COMPOUNDING EFFECT OF DIVIDEND YIELD DOMINATES REAL

RETURNS IN THE LONG TERM (1970-2014)

M Dividend yield

7

Dividend growth | Multiple expansion*

Total annualised returns

6.2
6 > = 5.3

5.0
5

%

UK
us

France

For illustrative purposes only.

Germany
Australia
Canada
Japan

*Multiple expansion is an increase in the valuation of an investment attributable to the relationship between the price of a share

and its earnings.

Source: SG Cross Asset Research, MSCI, total annualised real return in local currency, to 31 December 2014.

Dividend-paying companies have little growth potential

Many investors presume that, by
following an income-focused strategy,
they are likely to suffer by investing only
in bond-like businesses that have little

or no growth potential, since paying a
dividend may be viewed as evidence of
the scarcity of a company’s investment
opportunities. But there is much evidence
to suggest this argument is flawed.

In a now famous study of US equities by
Arnott and Asness, it was shown that
there was actually a positive correlation
between a company’s pay-out ratio and
subsequent earnings growth.? Further
analysis indicates that the same is true
in other equity markets.® These studies

suggest that the payment of a dividend
actually encourages greater capital
discipline. Contrary to popular belief,
many companies are poor at allocating
capital, with most driven by the desire for
growth over and above returns. One of the
most obvious examples of this dynamicis
that merger and acquisition (M&A) activity
tends to peak at the point valuations are
rich (or overpriced), whereas logic would
dictate that M&A activity should peak at
the troughs in markets.

If capitalis allocated correctly, there

is a better chance of supporting and
sustaining returns on invested capital.
Adisciplined attitude to allocating

capital, in turn, leads to surplus cash
flows being returned to shareholders in
the form of dividends.

Consequently, it is possible to gain
exposure in a deliberate fashion to very
different end markets. Stable, durable,
predictable non-cyclical stocks, such as
utilities and health care, can be selected
as well as pro-cyclical economically
sensitive ones, such as mining
companies, industrials and financials.
What dictates those choices is an
appreciation of the position in the capital
allocation cycle within those industries
and an understanding of the correct
valuation to pay for such stocks.

1 Source: Credit Suisse, Global Investment Returns Yearbook (2011), and Elroy Dimson, Paul Marsh and Mike Staunton, Triumph of the optimists: 101 Years of Global Investment Returns
(Princeton University Press, 2002), with updates from the authors; February 2012. Copyright © 2011 Elroy Dimson, Paul Marsh and Mike Staunton.

2 Arnott and Asness, Surprise! Higher Dividends = Higher Earnings Growth, Financial Analysts Journal (2003).

3 Gwilym, Seaton, Suddason and Thomas, International Evidence on the Payout Ratio, Earnings, Dividends and Returns, Financial Analysts Journal (2006).
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Dividend payments are unreliable

Investors may shy away from using EXHIBIT 2: RESILIENCE OF DIVIDENDS
equities for income purposes on account
of the perceived unpredictability of M Dividend return per annum Capital return perannum Total annualised returns

dividend yields, especially during

- 20
market downturns or when conditions 185

16.6
are volatile. However, we contend that 141
dividend income can be relatively stable 15 L .
across both up and down markets.
10 .88

Once a dividend is established,
companies tend to maintain payments

% s m 5.5
in order to avoid sending a negative i ] | | N B
signal to investors. This is demonstrated \ m
by exhibit 2, which shows the relative 0 -

resilience of dividends across varied -0.4
market conditions. 5 2.6
-2.2
In an uncertain environment, investors
may be drawn behaviourally to the 10 | | | | | | | | | |
relative certainty of a dividend payment, 1925-29 1930s 1940s 1950s 1960s 1970s 1980s 1990s 2000s Last
and they attach greater importance decade
to the signal given by the solidity of For illustrative purposes only.
a dividend payment ina downturn.‘* Source: Newton, Global Financial Data as at 31 December 2012.
This leads to the outperformance of
dividend-paying companies in down Furthermore, with near-zero interest In such a challenging environment,
markets, and so lends an ‘asymmetry’ rates unlikely, we think, to rise investing in dividend-paying equities
to returns. Therefore, investors may, dramatically in the near future, income - which provide yields that are high
by concentrating on the income they returns on assets such as government compared to other assets — can offer
receive, better withstand the volatility in bonds and cash deposits remain at investors the comfort of an attractive
the economy and in the capital value of historic lows, and in many cases below income stream in an otherwise low-
their portfolios. the rate of inflation. return environment, and provide a shield
against inflation.
It's all about chasing yield
While returns from traditional income- EXHIBIT 3: COMPARING FORECAST AND REALISED DIVIDEND YIELDS -
generating assets remain suppressed, END 1995 TO 30 SEPTEMBER 2015
investors are more likely to focus on
those equities that promise the highest 18 17.0
yields. However, simply chasing stocks M Forecastyield M Realised yield
which promise the highest returns can be 15

dangerous. While higher forecast income
levels may initially appear attractive, in
many cases they may be indicative of
heightened risks. In the longer term this
can lead to disappointment through cuts
in dividends. For example, following the
2008 financial crisis, earnings for US and
European banks fell to such an extent
that many of these companies could no
longer sustain their dividend payments.

Dividend yield %
O

4% 4%-5% 5%-6% 6%-7% 7%-8% 8%-9% 9%-10% 10%-15% 15%-20%

4 Fuller and Goldstein, Do dividends matter in a declining

market? (University of Mississippi and Babson College, 2005). Source: SG Quantitative Research, Factset / Newton as at 30 September 2015.
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The difference between forecast and
realised dividend yields shown in exhibit
3 overleaf demonstrates that a passive
investment approach based on forecast
yields is not appropriate. In order for an
equity income strategy to be successful,
careful analysis of how companies

and governments allocate their capital
is critical. Entities with a disciplined
approach to capital management
should be better positioned to provide
consistent and sustainable returns.

At Newton, we employ a yield discipline
in our equity-income strategies,
dictating strict parameters (in relation
to the relevant equity index) at which a

Conclusion

It’s all about chasing yield continued

stock may be bought and must be sold.
This provides an element of objectivity
to the management of those strategies.
Nevertheless, we argue that a share
should never be bought on the basis

of its dividend yield alone.

By being alert to the evolutions in
industries and changing valuations, one
can better understand how to position
the portfolio and avoid the trap of high
yields and the risk of dividends being cut.
We use thorough analysis, underpinned
by our long-term framework of global
investment themes, to identify those
companies which offer a sustainable
dividend yield.

An equity income strategy:

+ has the potential to deliver higher
returns than non-income-focused
strategies owing to the power of
compounding

+ may also offer attractive long-term
capital growth for investors

« hasbeen shown to be less volatile
than a growth-oriented approach to
equity investment

« may offer some protection from
inflation

+ benefits from an active investment
approach that focuses on
companies that have a disciplined
approach to capital management
and are able to provide sustainable
returns.

Newton Global
Equity Income team

Nick Clay
Lead manager of the Newton Global
Income Fund and BNY Mellon Global
Equity Income Fund

Nick has been a member of Newton’s
global equity team since 2012. He is
a member of a number of investment
groups, and chairs the equity income
group. Prior to joining Newton in 2000,
Nick acquired a range of experience as
a UK equities manager at Morley Fund
Management and as an analyst at
Sun Alliance. Nick is an associate
member of the UK Society of
Investment Professionals.

Terry Coles
Portfolio manager, global equity team

Terry is a portfolio manager within the
global equities team, and is responsible
for the management of a number of
global equity and global equity income
portfolios.

lan Clark
Global research analyst, global equity
and real return team

lan is part of the Newton global equity
team specialising in the global income
strategy. He is also a member of the
real return team with responsibility for
generating investment ideas, monitoring
and maintaining existing positions,
as well as client marketing.
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Newton Global
Newton Global
Equrty Income LAUNCH DATE: 30 November 2005 29July 2010
Strategy - Summary OBJECTIVE: The objective is to achieve increasing income and capital growth

over the long-term from investing predominantly in global securities.
The Fund may also invest in collective investment schemes.

By investing over the long term in
income-generating equities, our

Global Equity Income strategy aims to DOMICILE: UK Dublin, Ireland
provide investors with increasing

annual distributions together with BASE CURRENCY: GBP usb

capital growth.

COMPARATIVE INDEX: FTSE World

« Investing in cash-generative
companies with attractive dividend
yields, according to our analysis

« Conviction-based strategy with HISTORICYIELD: 3.6% 3.4%
globally diversified approach

SECTOR: IA Global Equity Income Lipper Global - Equity Global
Income

AUM: Ten year old Fund has grown USD $466 million
« Aiming for asymmetric returns, with to over £4.4bn in assets
valuation screen to help achieve
dividend yield above that of the
comparative index

6 Effective as at 1 April 2015, the Newton Global Higher income Fund was renamed Newton Global Income Fund.

7 Effective as at 30 November 2015, the BNY Mellon Global Equity Higher Income Fund was renamed BNY Mellon Global Equity
Income Fund.

Strategy inception

1 January 2006

Strategy size
£6.1 billion (31 December 2015)

Investment policy

« All new holdings must have a
prospective yield 25% greater than
the FTSE World Index yield

« Any holding whose prospective yield
falls below the FTSE World Index
yield will be sold®

- Portfolio of 50-80 stocks, not g 0500 66 00 00 (freephone) or +44 207163 2367
constrained by any country,
regional, sector or industry PR brokersupport@bnymellon.com

restrictions
@ www.bnymellonim.co.uk

5 Onaccount of liquidity, it may not be possible to dispose of
an entire holding immediately.

Important information

Past performance is not a guide to future performance. The value of investments and the income from them is not guaranteed and can fall as well as rise due to stock
market and currency movements. When investments are sold, investors may get back less than they originally invested.

This is a financial promotion for Professional Clients. This is not investment advice. BNY Mellon Investment Management EMEA Limited (BNYMIM EMEA) is
the distributor of the capabilities of its investment managers in Europe, Middle East, Africa and Latin America. Investment managers are appointed by BNYMIM
EMEA or affiliated fund operating companies to undertake portfolio management services in respect of the products and services provided by BNYMIM EMEA or
the fund operating companies. These products and services are governed by bilateral contracts entered into by BNYMIM EMEA and its clients or by the
Prospectus and associated documents related to the funds. For a full list of risks applicable to these funds, please refer to the Prospectus. You should read the
Prospectus and Key Investor Information Document (KIID) for each fund in which you want to invest. The Prospectus and KIID can be found at
www.bnymellonim.com.

Any views and opinions are those of the investment manager, unless otherwise noted. Investments should not be regarded as short-term and should normally be held for
at least five years. This material may not be used for the purpose of an offer or solicitation in any jurisdiction or in any circumstances in which such offer or solicitation
is unlawful or not authorised. This material should not be published or distributed without authorisation from the issuer. Portfolio holdings are subject to change, for
information only and are not investment recommendations. To help continually improve our service and in the interest of security, we may monitor and/or record your
telephone calls with us. The Newton Global Income Fund is a sub-fund of BNY Mellon Investment Funds, an open-ended investment company with variable capital
(ICVC) with limited liability between sub-funds. Incorporated in England and Wales: registered number IC27. The Authorised Corporate Director (ACD) is BNY Mellon Fund
Managers Limited (BNY MFM), incorporated in England and Wales: No. 1998251. Registered address: BNY Mellon Centre, 160 Queen Victoria Street, London EC4V 4LA.
Authorised and regulated by the Financial Conduct Authority. The BNY Mellon Global Equity Income Fund is a sub-fund of BNY Mellon Global Funds, plc, an open-ended
investment company with variable capital (ICVC), with segregated liability between sub-funds. Incorporated with limited liability under the laws of Ireland and authorised
by the Central Bank of Ireland as a UCITS Fund. The Management Company is BNY Mellon Global Management Limited (BNY MGM), approved and regulated by the Central
Bank of Ireland. Registered address: 33 Sir John Rogerson’s Quay, Dublin 2, Ireland. BNY Mellon is the corporate brand of The Bank of New York Mellon Corporation and
may also be used as a generic term to reference the corporation as a whole or its various subsidiaries. BNYMIM EMEA, BNY MFM, BNY MGM, Newton and any other BNY
Mellon entity mentioned are all ultimately owned by The Bank of New York Mellon Corporation. Consent under the Control of Borrowing (Jersey) Order 1958 (the “COBO
Order”) has not been obtained for the circulation of this document. Accordingly, the offer that is the subject of this document may only be made in Jersey where the offer
is valid in the United Kingdom or Guernsey and is circulated in Jersey only to persons similar to those to whom, and in a manner similar to that in which, it is for the time
being circulated in the United Kingdom or Guernsey as the case may be. The Directors may, but are not obliged to, apply for such consent in the future. Issued in UK, Jersey
and Guernsey by BNYMIM EMEA, BNY Mellon Centre, 160 Queen Victoria Street, London EC4V 4LA. Registered in England No. 1118580. Authorised and regulated by the
Financial Conduct Authority. INVO0059. Expires 28/03/2016 (3M). 73571 01/16
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