Siren song

Long-term cash holdings may cost investors more than they think, but investment trusts
offer a compelling alternative through strong dividend growth potential.

The conflict in the Middle East that began in late February has
reintroduced a familiar source of volatility to financial markets
and, in doing so, has rewritten the near-term path for UK inflation
and interest rates. Prior to the war, the direction of travel looked
relatively clear. According to the global advisory firm Deloitte, in
mid-February, inflation was on course to return to its 2.0% target
and expectations for the Bank of England (BoE) to cut rates from
3.75% to 3.25% by year’s end.

However, the disruption to the oil supply through the Strait

of Hormuz, and now the uneasy ceasefire in the Persian Gulf,
changed that narrative quickly. Higher energy prices pushed CPI
to 3.3% in March, alongside new BoE forecasts which, in the
most severe scenario, estimate inflation peaking as high as
6.2%, if the conflict and its energy price impact persist.
Additionally, rate cuts look unlikely; instead, we’ve already seen
one rate pause, and markets are beginning to price in potential
hikes. Whilst hikes are not yet a done deal, as the BoE’s governor
has already cautioned against strong conclusions on that front,
it’s clear that disruption on this scale creates a more risk-off
environment.

Against this backdrop, investors across the board tend to
reassess their positioning, and with deposit rates still above 4%,
the pull toward cash is entirely understandable. For investors
with a longer horizon, however, it may not be the right call.

The role of cash and its limits

Cash has a clear and legitimate role for short-term needs,
emergency reserves or as dry powder. The issue that comes to the
foreis, in our view, cash becomes a default or reflexive response
to uncertainty.

The long-term cost of over-relying on cash is well documented.
Drawing on data from Morningstar and the BoE, we can see thata
one-off £1,000 investment made in April 1999, the year ISAs
launched, would now be worth £6,753 in the average North
American fund. Even UK equity funds, despite two decades

of market challenges, would have grown that original £1,000

to £4,053. This is over twice what you would have if you had
reinvested in the average cash ISA over the same period: £1,948.

Keeping money in cash can feel comfortable, particularly in
periods like the present. But for patient investors willing to
look through the short-term noise, maintaining exposure to a
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diversified pool of quality assets through difficult
times has historically delivered far more over the
long term than cash alone. That does not mean
avoiding cash entirely; it has its place. But equities
have a long-run record of delivering both income
and capital growth that cash struggles to match, and
investment trusts, in our view, are one of the most
compelling vehicles through which to access that
over the long term.

Why investment trusts?

The closed-ended structure of investment trusts
gives them specific advantages that we all know
well. One key advantage is that trusts can retain
up to 15% of annual income each year, building

a revenue reserve that supports continuous
dividend growth even through leaner periods. It

is a mechanism with no equivalent in the open-
ended world, one that has proven crucial in allowing
numerous trusts to grow their dividends every year
for decades, through recessions, financial crises,
multiple wars and a pandemic that saw swathes of
FTSE companies cut or suspend payments entirely.
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The AIC’s Dividend Heroes list is the most tangible
evidence of what that advantage produces. Currently, 21
trusts qualify, having increased their annual dividend for
at least 20 consecutive years, with ten of them doing so
for more than half a century. Yields vary from under 1% to
above 5%, and dividend growth rates vary considerably
too, and it is the growth rate, not the headline yield, that
is the critical metric here. Cash rates are currently above
inflation, but that is a function of an unusually elevated
rate environment, not a permanent feature. Even so, the
dividend growth records of these trusts, by contrast, have
delivered higher growth, also above inflation, across every
kind of rate environment over decades. A trust growing its
dividend at 4% per annum does not necessarily need the
MPC to cooperate. Cash does.

Not every Hero is an income vehicle, though. Scottish
Mortgage (SMT), for instance, has an unbroken record
stretching back 43 years but only yields 0.37%, making it
primarily a capital growth vehicle. The income story sits
predominantly in the equity income sectors, notably the
UK. Within this sector, six trusts featured on the Dividend
Heroes list currently yield above the BoE’s base rate of
3.75%, with an average yield of approximately 4.5%,
broadly in line with the best fixed-rate cash ISA available
today, according to Moneyfacts. On a headline basis, the
numbers look similar. But that comparison only holds if
you treat income as a static thing.

The table below puts that argument in pounds and pence.
For investors tempted by the 4.5% cash ISA, the income
columns show a comparison of what a £10,000 investment
in each trust would actually pay in years one, five and ten,
based on its current yield grown forward at its historic
five-year dividend growth rate. To begin with, neither trust
income nor cash interest is assumed to be reinvested,

UK Equity Income Comparison

isolating the income growth story cleanly. This represents
what the investor drawing down their income would
receive if this historic dividend growth were repeated. The
cash rate is held flat at 4.5% throughout, which we think is
a generous assumption. It is, of course, possible that cash
rates could rise, but looking at current market expectations
for interest rates, even after the outbreak of war, the
expectation is for a couple of modest hikes to the base rate
and then a resumption of a decline. Of course, there are
lots of assumptions being made here, but we think this is a
useful exercise. The income delivered by most trusts starts
close to cash in year one, but the dividend growth rate
does its work steadily, and by year ten, every trust on the
list is paying materially more in annual income than cash.

The income story alone makes a clear case. But investment
trusts are not simply income vehicles; they are actively
managed equity portfolios with a long track record of
capital growth alongside that rising income, and many
investors like to grow their capital by reinvesting dividends
to benefit from the magic of compounding. The right-hand
columns illustrate what £10,000 has grown to over the past
decade on a total return basis, meaning with dividends
reinvested. Of course, past performance is not a reliable
guide to future performance, and the next decade may
deliver very different returns from the past one. Cash rates,
dividend growth rates and capital returns can all look very
different across different market cycles. However, we think
this illustrates the potential in equity income for growth
investors, and it’s worth remembering the past decade
includes the impact of the Brexit vote, the pandemic and
the 2022 spike in inflation, yet UK equity income has
delivered strong absolute returns.

What the data shows is the kind of growth these trusts
have historically delivered alongside their income, and

EIVE-YEAR DIV ANNUAL INCOME ON £10,000 SP GROWTH ANNUALISED
TRUST YIELD .

GROWTH P.A. 10YR SP £10K GROWN

YR 1 YR 5 YR 10 10YR TOTAL RETURN T0

cTY 4.10% 2.30% f410 f449 f503 £4,551 8.90% £23,436
JCH 4.20% 2.20% f420 £458 f511 £4,641 9.50% £24,692
MUT 4.30% 3.20% £430 £488 fr571 £4,975 8.30% £22,176
MRCH 4.80% 1.60% £480 f511 f554 £5,161 9.90% £25,679
SCF 4.20% 3.10% f420 f475 f553 £4,837 8.60% £22,777
AEI 5.60% 2.20% f560 £611 £681 £6,188 5.70% £17,392
Cash ISA 4.50% - f450 f450 f450 £4,500 4.50% f15,530

Source: AIC, Kepler calculations. Data as at 12/05/2026. Income projections are based on current yield grown at
each trust’s historic five-year dividend growth rate on a fixed £10,000 investment, with income not reinvested.
Capital figures reflect historic 10-year annualised share price total return, with dividends reinvested. Cash ISA rate

held flat for illustrative purposes.
Past performance is not a reliable indicator of future results.
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the gap that has opened up versus cash over a meaningful
time horizon. A £10,000 investment in Merchants Trust
(MRCH) ten years ago, for example, with dividends
reinvested, would have grown to £25,679 on that basis,
against £11,971 if it had been reinvested in the average
cash ISA for the past ten years. It’s also better than the
f15,530 that would have been achieved at the much
higher current rate of 4.5% compounded. Overall, it’s that
combination of growing income and capital return potential
that makes the strong case for equity income investment
trusts, in our view.

The equity income heroes in
focus

The data in the table above makes the income growth
argument clear enough. But behind those numbers

sit specific track records. City of London Investment

Trust (CTY) is approaching a landmark that puts the
compounding argument in its sharpest relief: the potential
delivery of its 60oth consecutive year of dividend growth,

a record unmatched in the investment trust sector. That
consistency has not been achieved by accident.

Manager Job Curtis constructs the portfolio with deliberate
balance, combining higher-yielding stocks with companies
capable of delivering stronger long-term dividend and
capital growth, diversifying the income pool in a way

that smooths earnings over time. The trust’s revenue
reserves have provided an additional buffer during lean
periods, most recently during the pandemic, when many
UK companies cut or suspended dividends entirely and
open-ended equity income funds were forced to reduce
distributions. CTY maintained and grew its dividend

over this period, as the chart below illustrates. Notably,
the board has also maintained a traditional approach

to dividend policy. Where others in the sector have
adopted enhanced dividend policies, CTY emphasises

that payments are expected to come from revenue rather
than realised capital gains. This can be really important

in weaker markets, when investors are seldom keen to
receive income funded by their own capital.

Fig.1: DPS & RPS

CTY: Dividend and earnings per share
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Another strong contender is JPMorgan Claverhouse (JCH),
which has achieved 53 consecutive years of dividend
growth. The trust has a distinctive characteristic that

sets it apart from many of its UK equity income peers: it
invests solely in UK-listed equities, without the overseas
allocation that most of its sector peers carry. That focus is
a deliberate choice, with the management trio — Anthony
Lynch, Callum Abbott and Katen Patel — seeing great
opportunity and value on home soil.

The managers have evolved the portfolio meaningfully

in recent years, adopting a more blended approach

that combines higher-yielding stocks with quality
compounders, whilst reducing exposure to utilities and
miners in favour of mid-cap opportunities, where the
balance between yield and growth potential can be more
favourable than in parts of the large-cap market. That
broadening of income and capital sources, combined with
a 53-year dividend growth record, makes JCH a compelling
choice for an attractive income but also a play on recovery
for UK domestics.

Another UK equity income stalwart is Schroder Income
Growth (SCF), which has compounded its dividend at 4.1%
annually since 1996, against inflation of 2.5%, providing
investors real income growth across three decades and
multiple cycles. The board has signalled its intention to
pursue a 31st consecutive year of growth, supported by

a diversified, dividend-generating portfolio and healthy
distributable reserves. Manager Sue Noffke believes

the portfolio is well placed from here: elevated buyback
activity has strengthened dividend cover materially,

and as larger UK companies approach peak repurchase
activity, buybacks look set to continue among smaller and
mid-sized companies, an area SCF is well represented.
Additionally, Sue argues that valuations here remain
undemanding and dividend growth potential looks strong
compared to large-caps. At a current 7.6% discount,

wider than its five-year average of 5.5%, SCF presents an
opportunity for investors to get access to an above-market
yield, backed by a 30-year growth record alongside capital
growth potential.

Fig.2: Discount

SCF: Discount comparison

Five-years to 12/05/2026
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The dividend growth story does not end at the UK border.
Scottish American Investment Company (SAIN) makes
the global dimension of the argument explicit. Managed
by Baillie Gifford, the trust has grown its dividend for 52
consecutive years, with total payouts rising 7% in the
most recent year, more than double the UK inflation rate
over the same period. The long-run numbers are equally
compelling: since 1938, SAINTS has grown its dividend
per share at 8% per annum against UK CPI of 5%, and
since Baillie Gifford took over management in 2003, at
5% per annum against inflation of 2%. That consistent
3% annual margin above inflation, sustained across very
different economic and market environments, is precisely
the trajectory that a cash account cannot replicate. The
trust’s approach centres on identifying companies with
both dependable dividends and earnings growth to sustain
them, a deliberately global opportunity set that produces
a portfolio very different from conventional equity indices,
where income is often dominated by a small number of
cyclical, capital-intensive businesses.

Dividend cultures across Asia have also evolved
considerably over the past decade, driven by corporate
governance reform in Japan, rising payout ratios

across Korea and China, alongside a growing focus on
shareholder returns across the region more broadly. For
investors seeking to diversify income growth potential
beyond UK and global equity income strategies, Schroder
Oriental Income (SOI) and Henderson Far East Income
(HFEL) offer ways to access that evolution.

SOl has grown its dividend for 19 consecutive years,

one year from full Dividend Hero status, and would, if
achieved, become the first Asia-focussed trust to carry

the accolade. Manager Richard Sennitt runs a pure natural
income strategy, focussing on companies paying attractive
or growing dividends rather than relying on enhanced
dividend policies or capital contributions, a profile that

is increasingly differentiated as peers have moved away
from traditional equity income approaches. SOI’s current
discount of 6.3%, wider than its five-year average of 5.0%,
increases the entry yield to approximately 4.3%, alongside
the opportunity for discounted exposure to the structural
growth characteristics of the Asian region. For investors
already anchored in UK equity income, SOI offers a natural
complement, diversifying both capital and income growth
drivers at a valuation that appears somewhat disconnected
when considering its long-run income and capital growth
delivery.

HFEL takes a different approach but arrives at a similarly
compelling income proposition. With a yield approaching
10% and annualised dividend growth of approximately
4.5% since 2007, ahead of its regional benchmark’s CAGR
of around 3.3%, the trust has grown its dividend for 18
consecutive years, putting it two years from full Dividend

Hero status. If achieved, it would be the highest-yielding
trust on the list by a significant margin. Importantly,
though, the income is well supported: around two-thirds
is generated by underlying portfolio dividends, with the
remainder supplemented by a disciplined options overlay
strategy that has proven particularly effective in the
elevated volatility of recent months. Revenue reserves are
also healthy, and the board has clear capacity to continue
raising the dividend. Blending income with increasing
capital discipline and a structural underweight to
technology, HFEL offers a genuinely differentiated income
option, but also a way to access Asian equities.

Fig.3: HFEL Dividend Growth
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Final thoughts

Cash has arole, and in the current environment, its appeal
is rational. We are not arguing against that. What this piece
has tried to show is that the instinct to default to cash,
particularly when uncertainty is elevated and deposit rates
are attractive, carries a cost that is easy to overlook in the
moment. That cost is dividend growth.

The trusts discussed here have compounded their income
year after year, through inflationary shocks, recessions,
financial crises and multiple periods of geopolitical
disruption, supported by the unique structure of
investment trusts not available through cash. Yes, cash
ISA rates of 4.5% look compelling today. But in five- or
ten-years’ time, when those rates have moved on, and the
dividend growth records of these trusts have continued
to compound, the opportunity cost of staying in cash

will be considerably clearer. For patient investors, that
above-inflation growing income stream, combined with
the potential for long-term capital growth, is something

a savings account simply hasn’t matched, making it
potentially too costly to ignore.
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