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Introduction

Given current elevated market volatility, we think now is a good time to revisit
important value metrics in our four part series. In the third part of this four part value
series we will look at the Dividend Yield ratio.
 
Investors are often looking for ways for their clients to beat the market. If you're one
of those investors, you may want to consider the following strategy that has been
implemented by the investment greats. Some value investors have historically beat
the average annualized returns of the S&P 500, and many have successful track
records spanning several decades to prove it. The most famous value investor, of
course, is Warren Buffett, but there are many others, including Benjamin Graham,
David Dodd, Charlie Munger, Christopher Browne and Seth Klarman.
 
This investment style focuses on four metrics that characterize a value investment.
These four metrics include the Price-to-Earnings Ratio, the Price-to-Cash Flow Ratio,
High Dividend Yield and the Price-to-Book Ratio. These metrics, as you will see, are
strong indicators of an undervalued security. If an undervalued security is brought
back to fair value then we would see positive returns on that security. We will
examine the effect of investing based off of certain characteristics and how their
investment returns are correlated.
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The average size of the glamour stocks is $8.60billion and the value stocks $3.06 billion.
Portfolios are formed on June 30 and rebalanced annually.
 
In this backtest, the two portfolios are weighted by market capitalization, which means that
bigger firms contribute more to the performance of the portfolio, and smaller firms
contribute less. Here we can see that the value decile has outperformed the glamour decile,
returning 10.3 percent compounded (13.4 percent in the average year) over the full period
versus 8.3 percent for the glamour decile (11.3 percent in the average year) (Carlisle-Div, P3).

DIVIDEND YIELD

The dividend yield is a popular value metric for investors for two reasons. First, it’s the
obvious metric for investors favoring income over capital gains. Second, unlike earnings or
cash flow, dividends are actually paid out to shareholders, and therefore independently
verifiable. Where other metrics like price-to-book value, earnings or cash flow rely on
management providing a true accounting of a company’s performance, the dividend is
tangible proof of excess free cash flow. Thus, the argument goes, the dividend yield
provides the most reliable picture of a company’s business performance, and prospects,
which in turn may lead to better investment decisions and investment performance.

Set out to the right, are the results of two Fama
and French (see link here) backtests of the
dividend yield data from 1926 to 2013. As of
December 2013, there were 3,393 firms in the
sample. The value decile contained the 198 stocks
with the highest earnings yield, and
the glamour decile contained the 137 stocks with
the lowest earnings yield (the deciles are smaller
than 1/10th of the stocks in the sample because
1,894 stocks pay no dividend at all) (Carlisle-Div,P2).  
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DIVIDEND YIELD VS. BOOK

These returns are considerably lower than the
returns found for the price-to-earnings and
cash flow ratios discussed previously. The
reason is that the earnings and cash flow back
tests ran back to only 1951, and the dividend
yield data, like the book value return data,
begins in 1926. The difference is partly due to
the 1929 crash, which had an oversized impact
on returns. The crash is visible on the chart, and
striking; it took almost twenty years for the
value decile to fully recover.

To make a comparison possible of dividend yield’s performance to the performance of book,
earnings and cash flow over the same period, I also measured the returns beginning in 1951.
Since 1951 the high dividend yield value decile has generated a compound annual growth rate
(CAGR) of 11.4 percent and an average annual return (AAR) of 13.6 percent (Carlisle-Div, P5).
Over the same period the glamour decile returned a CAGR of 9.6 percent and an AAR of 12.9
percent. These returns are still considerably lower than the returns generated by the low PB,
PCF, and PE studies over the same period.
 
The value premium is the outperformance of the value decile over the glamour decile. This
chart shows the yearly returns of each of the value and glamour deciles, the value premium
(value-glamour) in each year, and the rolling average from the start of the data in 1926.
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VALUE RELATIVE TO GLAMOUR

The rolling average tells a sad story for value relative to glamour: The value premium has
gradually disappeared over time. Over the 73 years of data to 2000 it was actually zero,
but it has slightly recovered since then to be 1.8 percent compounded over the full period
(Carlisle-Div, P7). (The rolling average is the annualized average return for over the 5 yrs
following each year long period (sometimes called a 5-year rolling return)
 
The following chart shows the returns to each of the deciles sorted by dividend yield (1 is
glamour, and 10 is value). This chart shows hat the dividend yield is a fair, but not great,
metric for sorting stocks into value and glamour portfolios. This is due to the fact that
 less than half of all stocks pay dividends (only
44 percent pay dividends). A better
comparison might be the dividend payers
to the 1,894 stocks in the non-dividend paying
cohort. The non-dividend payers
underperformed all the dividend
payers, generating a compound annual
growth rate (CAGR) of 9.0 percent and average
annual return (AAR) of 13.5 percent over the full
period (and, since 1951, a CAGR of 8.4 percent
and an AAR of 13.2 percent) (Carlisle-Div, P8). 



(800) 900-58675

Want to know more about

Value Outperforming

Glamour, call The

Retirement Group to speak

with a fincancial adviser!

VALUE OUTPERFORMING GLAMOUR

As we’ve discussed previously, value’s out
performance over glamour is not a historical
anomaly. If we examine just the period since
1999, we find that value has been the better bet.
Though value started out almost 40 percent
behind in 1999, it outperformed glamour over the
period since 1999, beating it by 5.2 percent
compounded, and 6.5 percent in the average
year–about the same differential for the low PB
study (Carlisle-Div, P10).Market capitalization-
weighted returns are useful for demonstrating
that the outperformance of value over glamour is
not due to the value portfolio containing small
cap stocks. Unless you’re running an index (or
hugging an index), they’re not really meaningful.
The easiest portfolio weighting scheme is to
simply equally weight each position. (If we’re
prepared to put up with a little extra volatility for
a little extra return, we can also Kelly weight our
best ideas). Kelly Weighting is determined by the
Kelly Criterion which is a formula used to
determine what percentage of their capital
should be used in each trade to maximize long-
term growth. There are two key components to
the formula (Kelly % = W- [(1 - W) / R]): the
winning probability factor (W) and the win/loss
ratio (R). The winning probability is the
probability a trade will have a positive return.

https://retirekit.theretirementgroup.com/contact-us
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VALUE OUTPERFORMING GLAMOUR

The win/loss ratio is equal to the total positive
trade amounts divided by the total negative
trading amounts. The result of the formula
will tell investors what percentage of their
total capital that they should apply to each
investment. Here are the equal weight return
statistics for dividend yield.

Since 1951, the equally weighted high dividend
yield value decile has generated a compound
annual growth rate (CAGR) of 13.5 percent and
an average annual return (AAR) of 15.7 percent.
Over the same period the glamour decile
returned a CAGR of 12.5 percent and an AAR of
15.5 percent. These returns are still slightly
lower than the returns generated by PB, PCF
and PE over the same period (Carlisle-Div, P12).

In the equal weight backtest, value generated
12.7 percent compounded return (16.1 percent
on average), beating out glamour’s 11.6
percent compounded return (15.5 percent on
average) (Carlisle-Div, P11). 
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DIVIDEND PAYERS

Again, the value premium was never very large
for the equal weight portfolios, and has gradually
diminished to 1.1 percent compounded over the
full period.
 
We see again that the dividend yield doesn’t do a
great job sorting glamour and value portfolios.
The dividend payers do, however,
comprehensively outperform the non-dividend
paying cohort, which returned a CAGR of 13.4
percent and an AAR of 21.2 percent over the full
period (and, since 1951, a CAGR of 12.4 percent
and an AAR or 18.3 percent) (Carlisle-Div, P14). 

In the equal weight portfolios, value has
slightly outperformed glamour since 1999,
beating it by a 3.9 percent compounded, and 2.8
percent in the average year (Carlisle-Div, P15). 
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"THE IMPORTANCE OF DIVIDEND

YIELDS IN COUNTRY SELECTION"

Michael Keppler, who wrote “The Importance of Dividend Yields in Country Selection”,
focused on the effect of stock returns based on dividend yield. He examined Australia,
Austria, Belgium, Canada, Denmark, France, Germany, Hong Kong, Italy, Japan, The
Netherlands, Norway, Singapore/Malaysia, Spain, Sweden, Switzerland, the United Kingdom
and the United States. The study assumes each quarter an equal weighted portfolio is
composed by dividing each of the 18 Morgan Stanley international equity indexes into
quartiles based on their dividend yield. As seen in the following graph, the highest dividend
yielding quartile significantly outperforms its low dividend paying counterparts.

The highest paying dividend
quartile returned 18.49%
compounded and 19.08%
compounded when adjust to US
dollars. The lowest paying quartile
only returned 5.74% and 10.31%
compounded when converted to
US dollars. The MSCI World Index
returned 12.14% compounded
annually and 13.26% when
converted to US dollars (Tweedy

Browne, p.32). We can see from this evidence that high paying dividend companies
significantly outperform non-dividend paying companies. While there is a slight correlation
that high dividend companies outperform low dividend companies, we must agree that
ultimately it is the fact that dividend paying companies historically outperform non-
dividend paying companies.
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RESEARCH STUDY

In a more recent study by Manning & Napier Advisors, LLC, they find that high
dividend yield stocks still outperform the low to no dividend paying stocks. They look
at the performance, for a 25-year period (1990-2015), of high cash flow yield and high
dividend yield stocks independently as well as how they can be used together.  

As can be seen in Figure 2, screening for
high dividend yield stocks can protect the
downside. This is due to the fact that the
companies that pay higher dividends are
returning capital to their investors which
eliminate the uncertainty that comes with
companies carrying cash. In fact, Figure 3
shows that a significant (over 40%) part of
total return from 1926 to 2015 has come
from dividends as opposed to capital
appreciation.

https://retirekit.theretirementgroup.com/contact-us
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RESEARCH STUDY

In addition, higher dividend yields have
generated better capital stability for investors.
Figure 5 shows that higher dividend yields
have demonstrated lower downside capture
since 1990. This limited downside can
important for retirees looking for both current
income and low volatility. 

As can be seen in these three studies, it is
apparent that by simply screening for high
dividend stocks with no fundamental analysis it
is possible to outperform non-dividend paying
stocks. Unlike the P/E, P/CF ratios and
ultimately the P/B ratio, which are all very useful
metrics for sorting cheap stocks from expensive
stocks, the dividend yield is less useful. This
is likely because only around 44 percent of all
stocks pay dividends. The message seems to be
clear, that expensive stocks and undervalued
stocks that pay dividends outperform all non-
dividend paying stocks. Reinforcing this metric
are the value oriented track records of notable
names such as Warren Buffet, Bruce Berkowitz
and Seth Klarmen who all use the dividend
yield as a supplemental indicator for their
investment universe.
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