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What Makes Something a “Good” Investment? 

 For many conservative investors, we generally think the “best” investments... to sustain portfolio value after infla-
tion, and provide steady income... are high quality dividend-paying stocks. The profile of these stocks generally includes 
companies with an investment grade credit rating and a growth outlook that supports the ability to consistently grow divi-
dends. Said more simply, we are looking for “increasing” cash flow from a strong credit, providing growing income over 
time versus static unchanging cash flow payments from bonds. Cash flows that grow are better than cash flows that don’t 
grow. Bonds play a role, but we unequivocally view stocks as better investments.   

Dividends are Important 

 An ideal investment strategy, in our view, combines investments that provide both capital gains and dividend in-
come, being careful not to over-emphasize one versus the other. We’ve written in previous memos that dividends can be a 
“must have” in the strategy equation, to balance growth and income, without compromising long-term total-return perfor-
mance. We think of dividends as just one part of a company’s “total return” formula to provide competitive returns to 
shareholders. 

 The S&P 500 history of dividend growth, has been consistently impressive. But can investors be confident that 
dividends will grow in the future? We think that part of the answer comes from considering how companies think about 
dividends in the context of overall capital allocation. We think understanding why companies pay dividends, and their 
wherewithal to pay those dividends, provides visible “proof points” that can help to maintain the commitment to being a 
long-term investor. 

Earnings Drive Stock Prices 

 To begin, the market performance of stocks is very closely linked to earning growth, showing the market’s priori-
tization of earnings trends, as opposed to capital allocation decisions, such as the decision to pay dividends. Chart 1 shows 
the close linkage between the S&P 500 and S&P 500 earnings. Many factors influence stock prices, but over the long 
term, we think that earnings growth is the most important. Earnings drive stocks prices; dividends don’t drive stock prices. 
Still, the comfort level with a company’s earnings outlook gives management the confidence needed to pay dividends, 
steady earnings trends have contributed to steady dividend trends.   

 In addition to earnings trends, we believe that steady profitability, creating “net economic profit”,  is a key driver 
of price/earnings valuation multiples. Chart 2 compares “return on equity” and the price/earnings multiple of the S&P 500. 

 These measure of profitability and valuation have fluctuated over time, but we believe the consistent profitability 
of the S&P 500 is a key consideration when evaluating the stability of valuation multiples. We think steady GDP growth, 
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and steady earning growth and profitability, are a key consideration for capital allocation decisions, including long-term 
commitments for expansion. There are a lot of problems to worry about, but we think it’s a mistake to be overly pessimistic 
about the resilience and growth outlook for the U.S. economy. History has favored the optimists.  

Economics is about Confidence 
 We think confidence in the likelihood of future growth can 
be developed by appreciating the ongoing ability of companies to 
successfully convert assets into sales, profits, and dividends. Chart 
3 shows the long-term growth in the S&P 500 assets, sales, and 
earnings, providing a key insight that “the system” appears to be 
working, in that steady growth has been achieved while earnings 
growth has been faster than asset growth. 
 The “system” we showed in chart 3 is a combination of the 
“investment cycle” and “capital allocation”, illustrated on Table 1. 
The investment cycle shows the steps associated with converting 
assets into profits. Capital allocation includes a company’s choices 
to allocate profits each year between reinvestment into the business, 
or returning capital to shareholders through dividends and stock 
buybacks. 
Total Shareholder Return 
 Capital allocation decisions are based upon a combination 
of industry and company-specific factors, but must be linked to an 
ongoing strategy for providing competitive returns to shareholders. 
 Why do companies pay dividends? A company’s capital allocation decision to pay dividends is determined, we 
think, by either of two reasons. The first is to provide a formula to help meet a target shareholder return, by combining earn-

ing growth with dividend yields. The second is to 
proactively manage a company’s balance sheet to 
distribute profits representing “excess cash”, to 
avoid asset growth that could penalize key perfor-
mance measures, such as return on invested capital. 
We believe a company’s valuation multiple is based 
upon the market assessment of whether a company’s 
growth has been “good growth”, meaning sales 
growth while maintaining, and not reducing, profita-
bility measures as a percentage of sales. 
 Table 2 illustrates the need to proactively 
manage the amount of a company’s assets, and the 
possible need to reduce “excess cash” by paying div-
idends. The top part of Table 2 shows an example of 
how a company’s economic performance is diluted if 
profit growth is slower than asset growth. The bot-
tom part of Table 2 illustrates how paying dividends, 
to reduce the amount capital retained in the business, 
can provide a solution to avoid diluting economic 
performance. 
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Excess Profits? 
 “Excess profits” seems like a good problem to have. Thinking of dividends as “an excess profit problem” suggests 
that companies are in a very strong position, with enough capital to sustainably grow their business, as best they can with 
the opportunities available, while sharing profits with shareholders. Chart 4 compares the long-term growth in S&P 500 as-
sets and dividends, and the key role of paying dividends to sustain target levels of economic performance. 
The Wherewithal to Pay Dividends 

 How can we confirm the existence of these excess profits, and whether trends in profitability are sustainable? Chart 
5 shows the level of sales, earnings and profits for the S&P 500 and chart 6 compares the growth of sales and profits. Chart 
7 shows the growth in earnings, free cash flow and dividends per share of the S&P 500, showing the larger gap between 
“profits” and dividends paid to shareholders.  

“Investment Cycle” Trends Have Been Steady 
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 Chart 7 suggests that company profits have been sufficient to both reinvest and pay dividends, and if capital alloca-
tion priorities were different, dividends could be much higher. This is a good problem to have, but forces companies to 
choose carefully amounts to be reinvested versus paid as dividends. The fact that companies are choosing to reinvest, and 
not just pay dividends, provides an indication of the potential for economic growth. Chart 8 reinforces this point by compar-
ing earnings, free cash flow and dividend growth. 
 

The Sustainability of Dividends 
  
Why haven’t dividends grown faster? We have a positive view of this question. Capital allocation trends reflect a prioritiza-
tion to reinvest for growth…because growth opportunities have been available. Chart 9 shows the “dividend payout” ratio 
for the S&P 500, measuring the percentage of earnings paid out as dividends, and dividends as a percentage of free cash 
flow. The percentage of profits allocated between reinvestment and dividends has been steady for decades.  

 
Dividends are an Inflation Hedge 

 Companies face substantial pressure to perform for investors, to successfully manage the investment cycle and to 
make prudent capital allocation decisions for investors. Chart 10 provides a great proof point for long term income-oriented 
investors, comparing S&P 500 dividend growth with inflation. The future is uncertain, but the record of the past 30 years 
has been pretty good. There be dragons, but from our view the potential for future growth is very good.   
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Disclosures 

Equity securities may fluctuate in response to news on companies, industries, market conditions and the general economic environment. Companies 

cannot assure or guarantee a certain rate of return or dividend yield; they can increase, decrease or totally eliminate their dividends without notice. 

Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally the longer a bond's maturity, the more sensitive it is to this 

risk. Bonds may also be subject to call risk, which is the risk that the issuer will redeem the debt at its option, fully or partially, before the scheduled 

maturity date. The market value of debt instruments may fluctuate, and proceeds from sales prior to maturity may be more or less than the amount origi-

nally invested or the maturity value due to changes in market conditions or changes in the credit quality of the issuer. Bonds are subject to the credit 

risk of the issuer. This is the risk that the issuer might be unable to make interest and/or principal payments on a timely basis. Bonds are also subject to 

reinvestment risk, which is the risk that principal and/or interest payments from a given investment may be reinvested at a lower interest rate. 

Bonds rated below investment grade may have speculative characteristics and present significant risks beyond those of other securities, including great-

er credit risk and price volatility in the secondary market.  Investors should be careful to consider these risks alongside their individual circumstances, 

objectives and risk tolerance before investing in high-yield bonds.  High yield bonds should comprise only a limited portion of a balanced portfolio.   

Preferred securities can be called prior to maturity, which may reduce yield if purchased at a premium. Preferred securities may be subject to other call 

features or corporate restrictions that may have an effect similar to a call.  Prices may fluctuate reflecting market interest rates and the issuer's credit 

status. 

Past performance of any security is not a guarantee of future performance. There is no guarantee that this investment strategy will work under all mar-

ket conditions.  

Material in this presentation has been obtained from sources that we believe to be reliable, but we do not guarantee its accuracy, completeness or timeli-

ness. Third party data providers make no warranties or representations relating to the accuracy, completeness or timeliness of the data they provide and 

are not liable for any damages relating to this data. 

Morgan Stanley Wealth Management has no obligation to notify you when information in this presentation changes.  

Please contact your Financial Advisor for a complete listing of all transactions that occurred during the last twelve months.  

For index, indicator and survey definitions referenced in this report please visit the following: https://www.morganstanley.com/wealth-

investmentsolutions/wmir-definitions 

An investment cannot be made directly in a market index.  

The views expressed herein are those of the author and do not necessarily reflect the views of Morgan Stanley Wealth Management or its affiliates. All 

opinions are subject to change without notice. Neither the information provided nor any opinion expressed constitutes a solicitation for the purchase or 

sale of any security. Past performance is no guarantee of future results. 

Asset Allocation and diversification does not assure profit or protect against loss in declining financial markets. 

This material does not provide individually tailored investment advice. It has been prepared without regard to the individual financial circumstances and 

objectives of persons who receive it. The strategies and/or investments discussed in this material may not be appropriate for all investors. Morgan Stan-

ley Wealth Management recommends  

that investors independently evaluate particular investments and strategies, and encourages investors to seek the advice of a Financial Advisor. The 

appropriateness of a particular investment or strategy will depend on an investor's individual circumstances and objectives. 

Investments and services offered through Morgan Stanley Private Wealth Management, a division of Morgan Stanley Smith Barney LLC. Member 
SIPC.    
 
This material is intended only for clients and prospective clients of the Portfolio Management program.  It has been prepared solely for informational 

purposes only and is not an offer to buy or sell or a solicitation of any offer to buy or sell any security or other financial instrument, or to participate in 

any trading strategy.  

The individuals mentioned as the Portfolio Management Team are Financial Advisors with Morgan Stanley participating in the Morgan Stanley Portfo-

lio Management program. The Portfolio Management program is an investment advisory program in which the client’s Financial Advisor invests the 

client’s assets on a discretionary basis in a range of securities.  The Portfolio Management program is described in the applicable Morgan Stanley ADV 

Part 2, available at www.morganstanley.com/ADV or from your Financial Advisor. 

Holdings are subject to change daily, so any securities discussed in this material may or may not be included in your account if you invest in this invest-

ment strategy. Past performance of any security is not a guarantee of future performance.  There is no guarantee that this investment strategy will work 

under all market conditions. Do not assume that any holdings mentioned were, or will be, profitable. 
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The performance, holdings, sector weightings, portfolio traits and other data for an actual account may differ from that in this material due to various 

factors including the size of an account, cash flows within an account, and restrictions on an account.   

Top holdings, sector allocation, portfolio statistics and credit quality are based on the recommended portfolio for new investors as of the date speci-

fied. Holdings lists indicate the largest security holdings by allocation weight as of the specified date.  Other data in this material is believed to be 

accurate as of the date this material was prepared unless stated otherwise.  Data in this material may be calculated by Morgan Stanley or by third 

party providers licensed by the Financial Advisors or Morgan Stanley.  

Material in this presentation has been obtained from sources that we believe to be reliable, but we do not guarantee its accuracy, completeness or timeli-

ness. Third party data providers make no warranties or representations relating to the accuracy, completeness or timeliness of the data they provide and 

are not liable for any damages relating to this data.   

Morgan Stanley Wealth Management has no obligation to notify you when information in this presentation changes. 
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