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Fifty-seven years ago this month, “Limbo Rock”
topped the pop music charts and the ten-year
US Treasury bond yielded approximately 3.9%.
By September 1981, less than 20 years later,
that yield had spiked to an eye-popping all-time
high of nearly 16%!*

Today, however, we’ve come full circle and
then some, as global interest rates have gener-
ally trended downward for the better part of
four decades, leaving nearly one third of global
investment-grade bonds — $17 trillion in market
value — with negative yields (Chart 1).> Lenders
are literally paying borrowers to take their
money! Even US government interest rates,
despite having managed to remain in positive
territory across the yield curve thus far, have
also fallen sharply.?

We believe this environment creates perverse
incentives for both debt and equity investors
and therefore presents three significant haz-
ards:

1. Expensive, low-yielding bonds may no
longer present the same risk protection
that they have historically.

2. The availability of cheap debt could cause
companies to take on risky projects that
they’d have otherwise avoided.

3. High yield stocks, which have been bid up
in a desperate search for income, likely
share more in common with bonds than
buyers realize.

How Low Can You Go?

Jack be nimble, Jack be quick
Jack goes under the limbo stick
All around the limbo clock

Hey, let's do the limbo rock
Chubby Checker, “Limbo Rock,” October 1962

Alternatively, we believe Dividend Growers
offer an attractive and uncommon balance of
capital appreciation and downside protection
potential, along with a growing income stream
in this uncertain environment.

Sub-Zero

The interest rates that bondholders demand
are typically determined by three things”: the
risk-free rate, the perceived risk of the invest-
ment and inflation expectations.

The risk-free rate component is designed to
measure the time value of money, and there-
fore should not change significantly regardless
of market conditions; and, while the risk of any
debt instrument may vacillate depending on
the economic backdrop, it should also always
be additive to the equation.

Considering the abundance of negative yielding
debt, this might lead one to conclude that we
must be suffering through a bout of aggressive
global deflation, more than offsetting the other
components in the calculation, which are inher-
ently neutral to positive. In reality however, no
OECD (Organization for Economic Cooperation
and Development) country recorded a negative
inflation reading in 2018.°

Regardless of any unusual factors that explain
this phenomenon, some may wonder: “Is there
really a downside?”

Chart 1. Market Value of Negative-Yielding Bonds In the Bloomberg Barclays Global-Aggregate
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After all, low or negative interest rates have
improved housing affordability, allowed corpo-
rations to secure inexpensive financing and
driven investment gains.

At the risk being a buzzkill, we believe it is vital
to balance such positivity with a dose of harsh
reality.

Nowhere to Hide

First, the obvious. Traditionally, investors —
whether individual or institutional — have used
their bond allocations to help dial-down risk
and/or meet income needs.

Today, we argue that such opportunities are
largely off the table. Investors are faced with a
fixed income market offering little yield com-
pensation regardless of how much credit or
duration risk bond buyers are willing to as-
sume.

Credit risk, or the “credit spread,” is expressed
as the percentage difference in yield between
any bond and a similarly structured US Treas-
ury, which is widely considered to have no
credit risk given that it is backed by the govern-
ment. When the spread is wide, investors are
being well compensated for taking risk and vice
-versa.

Currently, the commonly followed US Corpo-
rate BBB spread, which reflects the difference
in yields between investment grade rated cor-
porate debt and US Treasury bonds, stands at
only 1.50% - modestly above the extreme lows
of the last cycle (1.15%), but far below either
the peak spread in 2008 (8.05%) or even the
long-term average spread of 2.15% (Chart 2).°
Should investors’ risk appetites moderate and
the spread reverse to the long-term average,
BBB-rated bonds, which now account for nearly
50% of the investment grade market, could
suffer meaningful losses.”?

While duration risk is a more esoteric mathe-
matical concept, it boils down to the idea that,
all else equal, a bond with a longer term to
maturity carries more risk, and therefore nor-
mally commands a higher yield, than a similar
bond maturing sooner. Today however, the
percentage difference between ten-year Treas-
ury yields and two-year Treasury yields is nearly
zero’, providing investors with little to no en-
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Chart 2. The US BBB Corporate Spread Has Been Trending Downward
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ticement to lock up their funds in long-term
bonds (Chart 3).

Even locking up capital for 100 years is often
not sufficient to generate much incremental
yield. Consider that Austria has sold two
tranches of identical 100-year bonds — the first
in 2017 and the most recent in June of this
year. At the time of the original issuance, the
bonds provided a rather meager 2.10% yield. As
a result of price appreciation however, the yield
of the second tranche was an even more pitiful
1.17%. Note Barron’s expression of concern:

“Much could happen by the time the cen-
tury bonds are paid off...Austria, after all,
was annexed by Nazi Germany in the 20th
century. More immediate is the risk to a
bondholder if, in the near term, there
simply is a reversion to the price of 100 at
which Austria’s original century bonds
were issued. The resulting one-third loss in
value would be roughly equivalent to this
year’s drop in Tesla stock (ticker: TSLA),

hardly anyone’s idea of a blue-chip invest-
ment.” *°

This comment mirrors our own apprehension
that investors who hold these securities,
whether for protection of principal or for incre-
mental income, are dramatically underesti-
mating their risk profiles. The “low-rate limbo”
is not a contest you want to win!

Risky Business

As challenging to navigate as that backdrop is
though, we would argue that the second poten-
tial pitfall of extremely low rates presents an
even greater risk.

Companies considering investment opportuni-
ties must compare their expected risk-adjusted
return to their cost of capital. When the former
exceeds the latter, the project is considered
“economically profitable.” As the cost of debt
declines, so too does the total cost of capital.
To a point this can be beneficial as economical-

ly profitable investment opportunities expand.
However, there is a dark side of this equation
as rates approach (or fall below) zero.

At the supposed lower bound, virtually every
project starts to look compelling regardless of
risk. This creates an incentive for CFOs to lever
up balance sheets to fund mergers and acquisi-
tions, stock buybacks and corporate expansion
beyond levels that would make sense under
normal interest rate conditions. Chart 4, show-
ing the ratio of US non-financial corporate debt
to GDP reaching a new high, provides evidence
that this phenomenon is developing in the US.

It’s no accident that the prior two highs in the
ratio were established near cyclical peaks in the
economy and the stock market. In a vacuum,
taking on unusually risky projects may prove
viable. When the margin for error is so thin
though, the slightest hiccup in execution or
change in risk appetites can have disastrous
consequences. We saw this in 2008, when li-
quidity suddenly dried up. Many entities that

Chart 3. Interest Rate Spread Between Two and Ten Year Treasury Bonds
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were heavily reliant on debt — whether corpo-
rate, governmental or otherwise — found them-
selves hard-pressed to refinance maturing
bonds or lines of credit as they expired. In-
stead, they were forced to offer much higher
rates on new debt or, in the case of many cor-
porations — who weren’t willing or able to ac-
cess the debt markets at all —to dilute share-
holders severely by issuing shares at depressed
prices. How low can you go, indeed?

A Wolf in Sheep’s Clothing

Finally, the dearth of yield opportunities in
bonds has led an unusual number of investors
to seek incremental income from traditional
bond proxies in the equity market, such as utili-
ties and REITs (Real-Estate Investment Trusts).
While a certain cohort has always bought these
names for their bond-like characteristics — such
as above market yields and supposed stability —
today’s outsized demand is evident based on:

1. The outperformance of both REITs
(represented by the Vanguard Real Estate
ETF, ticker: VNQ) and Utilities (represented
by Utilities Select Sector SPDR Fund, ticker:
XLU) versus the S&P 500 Index for the 12
months ending September 30, 2019. Over
that time, while the S&P 500 Index rose
only 2.2%, Utilities were up 15.6% and
REITs climbed 23.0%.°

2. The substantial valuation premiums that
REITs and Utilities command relative to
their historical median levels, including
near all-time low yields.’

Lighthouse in the Fog

In last quarter’s Copeland Review (“To Infinity
and Beyond”) we noted...” some macroeco-
nomic risks, and thought earnings estimates
were too high. One quarter later, the outlook
has indeed soured broadly, as 2019 profit esti-
mates for the Russell 2000 Index have fallen
16%, and now call for earnings to be down 10%
year-over-year.’

Still, from here — though weakening global
manufacturing and other risks persist — we
acknowledge that our crystal ball is decidedly
fuzzy.™ Perhaps in a year yield investors will
have been rewarded if inflation remains in
check, weak growth unfolds, and interest rates
move even lower. Nevertheless, for the reasons
laid out above, we believe they are ignoring
real potential pitfalls — whether chasing low or
negative yielding bonds for capital gains or
traditional high-yield stocks for income.

We have confidence that our Dividend Growth
discipline offers an attractive alternative and
improves investors’ chances of outperforming
the market with less-than-benchmark risk for
two simple, but important reasons.

First, in order to establish a track-record of
consistent dividend growth, a company must
have a commensurate track-record of earnings
and cash flow growth supported by strong com-
petitive advantages that prevent peers from
eroding its profitability. Secondly, though there
are some non-dividend growth companies that
share those characteristics, what they lack is a
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constraint on poor decision-making by manage-
ment. At this late point in the cycle, it’s com-
mon for companies to stretch — levering up
their balance sheets or loosening their risk
standards in hopes of juicing earnings. We be-
lieve that a company with a history of dividend
growth, however, is less likely to engage in
these behaviors because putting that track-
record at risk is tantamount to putting manage-
ment’s jobs at risk. Instead, executives at divi-
dend growth companies are likely to pass on
the riskiest opportunities, in exchange for a
margin of safety that protects long-term eco-
nomic profitability — regardless of how low
rates go!

! https.//www.investing.com/rates-bonds/u.s.-10-
, year-bond-yield-historical-data
https://www.bloomberg.com/graphics/negative
-yield-bonds/
https://www.bloomberg.com/news/
articles/2019-08-21/fed-saw-july-rate-cut-as-
insurance-for-growth-and-inflation
https://www.finpipe.com/interest-rate-
components/
https://data.oecd.org/price/inflation-cpi.htm
6 https://fred.stlouisfed.org/series/
; BAMLCOA4CBBB
https://ycharts.com/indicators/
. us_corporate_bbb_effective_yield, CCM
https.//www.marketwatch.com/story/these-5-
charts-warn-that-the-us-corporate-debt-party-
is-getting-out-of-hand-2018-11-29
FactSet
0 https.//www.barrons.com/articles/100-year-
bonds-51561744996
https://www.markiteconomics.com/Public/
HomePressRelease
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Chart 4. US Non-Financial Corporate Debt as a % of GDP (seasonally adjusted)
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About Copeland Capital Management — Copeland Capital Management is an employee owned, registered investment adviser with offices in Con-
shohocken PA, Wellesley MA and Atlanta GA. The firm specializes in managing Dividend Growth strategies for both institutions and high net worth

individuals. For more information,

please contact Chuck Barrett,

Senior

Vice President

- Director of Sales and Marketing at

(484) 351-3665, chbarrett@copelandcapital.com or Robin Lane, Marketing Manager at (484) 351-3624, rlane@copelandcapital.com.
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Disclosure Section:

The views expressed herein represent the opinions of Copeland Capital Management and are subject to change based on market, economic or
other conditions without notice. These opinions are not intended to be a forecast of future events, a guarantee of future results or investment
advice. All data referenced is from sources deemed to be reliable, but cannot be guaranteed as to accuracy or completeness. All investments are
subject to risk including possible loss of principal.

The data presented herein represents past performance. Past performance is no guarantee of future results. There is no guarantee that compa-
nies will declare dividends or, if declared, that they will remain at current levels or increase over time. Returns for periods of greater than one year
are annualized. The returns shown in the Charts herein include dividends reinvested. The historical data are for illustrative purposes only and do
not represent the performance of any strategy overseen by Copeland or any particular investment, and there is no guarantee that investors will
experience the type of performance reflected in the information presented. Strategies managed by Copeland’s investment team are subject to
transaction costs, management fees, trading fees or other expenses not represented in the information presented. A stock is classified as

a Dividend Payer if it paid a cash dividend any time during the previous 12 months, a Dividend Grower if it initiated or raised its cash dividend at
any time during the previous 12 months, and a Non-Dividend Payer if it did not pay a cash dividend at any time during the previous 12 months.

Currency -Unless otherwise specified or disclosed, the currency used for data in the report is US Dollar (USD).

Charts 3 and 4: © FactSet Data Systems Inc. All Rights Reserved. FactSet is a company that offers financial industry analysis, financial data, ana-
lytics, and analytic software for investment professionals. The information contained herein: (1) is proprietary to FactSet Research Systems Inc.
and/or its content providers; (2) may not be copied or distributed; and (3) is not warranted to be accurate, complete or timely. Neither FactSet
Research Systems Inc. nor its content providers are responsible for any damages or losses arising from any use of this information. Past perfor-
mance is no guarantee of future results. This is not the performance of any strategy overseen by Copeland and there is no guarantee that inves-
tors will experience the type of performance reflected in the information presented.

The Indexes mentioned are unmanaged, are not available for investment and do not incur expenses. With respect to the comparison of the
Copeland strategies to their comparative benchmarks, the number of holdings and volatility of an unmanaged Index is different from that of an
actively managed portfolio of Dividend Growth stocks. The S&P 500° Index is a market-capitalization-weighted index of the stocks of 500 leading
companies in major industries of the U.S. economy.

The Russell 2000°® Index is comprised of the smallest 2000 companies in the Russell 3000® Index. The Russell 3000® Index measures the perfor-
mance of the 3000 largest U.S. companies based on total market capitalization, which represents approximately 98% of the investable U.S. equity
market.

Definitions
Dividend Growth Rate -The annualized percentage rate of growth that a particular stock's dividend undergoes over a period of time.

Dividend Yield -The company's total annual dividend payments divided by its market capitalization, or the dividend per share, divided by the
price per share.

EPS Growth — Earnings Per Share Growth illustrates the growth of earnings per share over time.

Net Income — Net Income is equal to net earnings (profit) calculated as sales less cost of goods sold, selling, general and administrative expens-
es, operating expenses, depreciation, interest, taxes and other expenses. This number appears on a company's income statement and is an
important measure of how profitable the company is.

NTM P/E Ratio - The Next Twelve Months Price-to-Earnings Ratio of a stock is a measure of the price paid for a share relative to the annual net
income or profit earned by the firm per share.

Copeland’s fees can be found in our ADV Part 2 which is available by calling (484) 351-3700 and requesting a copy, or on our website at
www.copelandcapital.com.

Copeland does not provide tax, legal or accounting advice. This material has been prepared for informational purposes only, and is not intended to
provide, and should not be relied on for, tax, legal or accounting advice. It represents an assessment of the market environment at a specific point
in time and is intended neither to be a guarantee of future events nor as a basis for any investment decisions. It should also not be construed as
advice meeting the particular needs of any investor. Neither the information presented nor any opinion expressed constitutes a solicitation for the
purchase or sale of any security. You should consult your own tax, legal and accounting advisors before engaging in any transaction.
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