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RECENT MARKET HISTORY
Though stocks are not necessarily a substitute for bonds, U.S. Treasuries and money market
funds, the current payout of the S&P 500 (1.8%) is still very generous compared to the income
provided by fixed income. To be sure, we appreciate the income provided by equities, but we
are always seeking capital appreciation as our primary investment objective, so we like what the
long-term numbers have to say about returns for dividend-payers, while those worried about
the volatility inherent in stocks should be excited about what the standard deviation metrics
show.
There is little doubt that stocks will remain more volatile than fixed income assets, but those
who have the patience and discipline to ride through the ups and downs historically have been
well rewarded, which is why we continue to be optimistic about the long-term prospects of our
broadly diversified portfolios of what we believe to be undervalued stocks. While we think that
Corporate America will be cautious in comments regarding the outlook for sales and earnings
in 2020, we like the extraordinarily low interest rate environment, the generally healthy balance
sheets and income statements for our companies, the modestly growing U.S. economy and the
friendly Federal Reserve.

LOUSY TRADITIONAL OPTIONS FOR INCOME
No doubt, numerous folks today are still more concerned with return of capital than return on
capital and they are sitting in the safety of cash and cash-like investments. Cash is the proper
vehicle for those that can’t stomach any risk, but placing one’s money into the modern-day
equivalent of the mattress allows the chance to earn about 0.06% per annum in either a Schwab
Bank Sweep account or a Schwab One Interest account, as of 12.31.19. Growth of capital is obviously not the objective, but at the current cash investment rate, money will double in some 1,155
years!
Obviously, there are other “cash” options available with money market funds yielding 1.5% or
so, while investors might prefer U.S. Treasuries, where the yield on the 10-Year note is currently
hovering around 1.9% and the yield on the 30-year bond is in the 2.3% range. Considering that
inflation has averaged 2.9% per annum over the past nine decades, those willing to accept the
current yields on 10- and 30-year Treasuries are likely to see a reduction in purchasing power
and little in the way of real return if they hold to maturity. And should they wish to cash out
prior to 2029 and 2049, respectively, they risk capital losses.
Of course, we prefer Dividend-Paying Value stocks, which currently sport higher yields than
the S&P 500. The Russell 3000 Value index, for example, boasts a yield of 2.5% plus offers the
potential for capital appreciation.
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F IG U RE 1
U.S. Equities vs. U.S. Treasury
From 07.31.26 through 09.30.19.
S&P 500 trailing 12-month yield. The
Russell 3000 Value yield series begins
in 1995. Source: Kovitz using data from
Bloomberg Finance, L.P.

DIVIDEND YIELDS ARE FAVORABLE
We do not mean to imply that equity investors have nothing to fear, especially as the impeachment drama on Capitol Hill
remains front and center. And, the tariff battle with China is hardly over even as significant progress on trade seems to have
ben made. Of course, there are other potential trade hot spots around the world, while the Brexit resolution remains a wild
card.
Obviously, the past is not always prologue, but we note that a recent early-October 2019 downturn proved to be very much
short-lived, with stocks by Halloween recouping those declines and then some, before going on to post an even better
month of November that sent the equity indexes to record highs the day before Thanksgiving. And the rally continued
in December with stocks ending 2019 with massive gains. An OK corporate earnings season, a lack of new hostilities with
China and solid economic statistics no doubt played a role, but we also note that a low Institute for Supply Management
Manufacturing PMI reading, such has been seen the last couple of months, has been a major buy signal for equities. Believe
it or not, the 183 times that the PMI has been 48.1 or lower, Value Stocks have had a 26.6% average annual return over the
next 12 months and a 20.3% average annualized return over the next three years, with only one negative 36-month period.
What’s more, corporations have actually been boosting their payouts, as 361 members of the S&P 500 either raised or initiated a dividend in 2019 and 380 did the same in 2018. And we do not see any reason for that trend to change, as Standard &
Poor’s (as of December 17, 2019) estimates that (bottom-up) operating EPS will rise from $151.60 in 2018 to $158.14 in 2019 and
$175.65 in 2020, while corporate balance sheets continue to be loaded with record levels of cash.
Value stocks (those trading for lower fundamental valuation metrics) are providing even more generous income streams.
Breaking down our benchmark Russell 3000 index into its Value and Growth components, one finds the former sporting a
current forward yield of 2.5%, as of December 31, 2019, compared to 1.1% for the latter. The forward yield of the Dow Jones
Industrials is currently 2.2%, so the attractive payouts are also available in the most well-known index.
While some may be less enthused about yields on stocks these days, dividends and their reinvestment have long been a
substantial contributor to the total return on equities. The series was discontinued in 2013, but Morningstar calculated that
from 1927 through the end of 2012, the income component of total return amounted to 42% for Large-Cap Stocks, 36% for
Mid-Caps and 31% for Small-Caps.
LONG-TERM EVIDENCE
More importantly, freely available (http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/-data_library.html) numbers
we’ve crunched from Fama and French dating back more than eight decades reveal that dividend payers historically have
outperformed non-dividend payers over the long term. As Figure 2 shows, annualized returns dating back to 1927 using the
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value-weighted monthly return series from Fama and French for dividend-paying stocks have averaged 10.5% compared to
8.8% for non-dividend payers.
F IG U RE 2
Returns since 1927
From 06.30.27 through 10.31.19.
Logarithmic scale. Source: Kovitz using
data from Professors Eugene F. Fama
and Kenneth R. French.

Not simply content to take the word of the good Professors, we performed our own calculations looking at returns for the
Russell 3000 constituent list since 1992. It is not easy to find accurate historical numbers as companies merge, issue spin-offs
and go out of business, but we have done our best to divide the Russell 3000 membership into dividend- and non-dividendpaying groups each year on July 31. We then created two sets of return series, the first consistent with each stock’s weighting
in the index and the second utilizing an equal-weighted methodology. Interestingly, we found that on a capitalization-weighted basis, as shown in Figure 3, non-dividend payers returned 10.6% per annum, versus 9.1% for dividend payers. No doubt,
the tremendous returns of Internet and other computer-related stocks, most of which did not pay a dividend, accounted for
much of the outperformance during the Tech bubble. Back then, the Russell included and heavily weighted many high flying,
non-dividend paying stocks while they were rising, but excluded or lightly weighted these companies as they quickly crashed
and burned.
FIG U RE 3

Our Calculations:
Returns since 1992
From 06.30.92 through 11.29.19.
Capitalization-weighted portfolios.
Source: Kovitz using data from
Thomson Reuters and Bloomberg.

Of course, few of us invest on a cap-weighted basis. After all, one would have to own 16 times as much Apple as opposed to
Target or Caterpillar to match the current weights in the Russell 3000. Indeed, since our founding in 1977, we have worked
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within an equal-weighting framework for our initial purchases. True, over time a big gain in stock X will mean that it outweighs stock Y which has fallen in price, but we find equal-weighting portfolios to be very germane.
F IG U RE 4
Our Calculations:
Returns since 1992
From 06.30.92 through 11.29.19.
Equally-weighted portfolios. Source:
Kovitz using data from Thomson
Reuters and Bloomberg.

The Russell differences in our equal-weighted study are quite dramatically in favor of dividend-payers. As Figure 4 illustrates,
dividend payers have enjoyed a nearly 400 basis point better total return per annum over the last 27 years. The significant
long-term performance advantage of the equal weighted numbers over the cap-weighted illustrates the opportunities available to even average stock pickers!
HIGHER RETURNS... AND LOWER RISK
Even more important to some, we also reviewed the annualized standard deviation of the trailing 36-month returns for the
long-term, value-weighted Fama-French (combining the dividend payers) data set to determine the spread of the numbers.
Standard deviation is the square root of the variance, with the variance defined as the average of the squared differences from
the mean. In simpler terms, the greater the standard deviation, the more volatile the return and the higher the risk that the
return will deviate from the norm. As shown in Figure 5, dividend payers, despite their strong return characteristics, actually
have had meaningfully lower standard deviation.

F IG U RE 5
Standard Deviation
since 1992
From 06.30.27 through 10.31.19.
Trailing annualized 3-Year standard
deviation. Source: Kovitz using data
from Professors Eugene F. Fama and
Kenneth R. French
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Given the historical evidence, we believe that dividend-payers deserve a large portion of any equity allocation, and we’ve been
incorporating dividends into our valuation analytics for a long time now. However, we remain equal opportunity stock pickers and we won’t discriminate against an undervalued company that chooses not to currently pay a dividend. Our long-time
holding of Apple, which only in 2012 initiated a payout, provides one such example.

IN CONCLUSION
We do not simply accept conventional wisdom—we do our own homework and crunch our own numbers to ensure that what
we believe philosophically actually corresponds to what has proven to be successful from a historical perspective. While past
performance can never predict future results, our long-time emphasis on undervalued dividend-paying stocks is validated by
more than nine decades of market history. Not quite the Holy Grail of investing, but it is nice to see that over the long term,
dividend-paying stocks on average historically have outperformed non-paying stocks and they have done so with lower volatility!

FOR MORE INFORMATION, PLEASE CONTACT:
marketing@kovitz.com
We screen potential investments primarily by their relative valuation metrics and our assessments of stock-specific risk. We recommend only those stocks we believe are undervalued along several lines
relative to their own trading history, those of their peers, or that of the market in general. The prices at which we’ll recommend purchases or sales of stocks incorporate a range of fundamental risks (e.g.
credit, customer and competitive dynamic) that we believe the companies may face over our normal 3-to-5-year investing time horizon.
Past performance may not be indicative of future results. Therefore, you should not assume that the future performance of any specific investment or investment strategy will be profitable or equal
to corresponding past performance levels. Investing involves risk, including possible loss of principal. Diversification does not protect against loss in declining markets. Payment of dividends cannot be
guaranteed.
Opinions expressed are those of the AFAM Division of Kovitz Investment Group Partners, LLC (“KIG”). They are subject to change without notice and are not intended to be a forecast of future events, a
guarantee of future results, or investment advice. Nothing presented herein is, or is intended to constitute, investment advice, nor sales material, and no investment decision should be made based on
any information provided herein. Information provided reflects KIG’s views as of a particular time and uses data from independent sources believed reliable. However, accuracy is not guaranteed and
has not been independently verified. Such views are subject to change at any time, and KIG shall not be obligated to provide notice of any change. Investment recommendations provided herein are
subject to change. Those recommendations are provided for informational purposes only and are not provided as a recommendation to buy or sell any one security.
The dividend-weighted portfolio data is from Eugene F. Fama and Kenneth R. French. The dataset is broken into five groups: non-dividend paying, top 30% of dividend payers, middle 40% of dividend
payers, bottom 30% of dividend payers and all dividend payers (weighted 30% of top dividend payers, 40% of middle dividend payers and 30% of low dividend payers). Non-dividend payers are stocks
that do not pay dividends. Dividend payers are stocks that pay dividends. The capitalization and factor-based (book value-to-price) portfolio data is from Eugene F. Fama and Kenneth R. French. The
dataset is broken into four groups: large value, large growth, small value and small growth. A large value stock is a type of large-cap stock investment where the intrinsic value of the company’s stock is
greater than the stock’s market value. A large growth stock is a growth stock of a company with a market capitalization value of more than $5 billion. A small value stock is a value stock of a company with
a relatively small market capitalization. A small growth stock is a growth stock of a company with a relatively small market capitalization. The total return values presented in Figure 1 from Morningstar’s
Ibbotson Associates are grouped into small- and large-capitalization stocks.
The Russell 3000 index measures the performance of the largest 3,000 US companies representing approximately 98% of the investable US equity market. The Russell 3000 Value Index measures the
performance of the broad value segment of U.S. equity value universe. It includes those Russell 3000 companies with lower price-to-book ratios and lower forecasted growth values. The Russell 3000
Growth Index measures the performance of the broad growth segment of the U.S. equity universe. It includes those Russell 3000 companies with higher price-to-book ratios and higher forecasted
growth values. A value stock is a stock that tends to trade at a lower price relative to its fundamentals (e.g., dividends, earnings and sales) and thus considered undervalued. A growth stock is a company
whose earnings are expected to grow at an above-average rate relative to the market.
Large-cap stocks are represented by the Morningstar-Ibbotson Associates SBBI Large Stock Total Return index. Small-cap stocks are represented by the Morningstar-Ibbotson Associates SBBI Small
Stock Total Return index. Short-term bonds are represented by the Morningstar-Ibbotson Associates SBBI U.S. 30-Day T-Bill Total Return index. Intermediate-term bonds are represented by the Morningstar-Ibbotson Associates SBBI U.S. Intermediate-Term Government Total Return index. Long-term bonds are represented by the Morningstar-Ibbotson Associates SBBI U.S. Long-Term Government
Total Return index.
KIG. is registered with the Securities & Exchange Commission, is editor of The Prudent Speculator (TPS) newsletter and is the Investment Advisor to certain proprietary mutual funds and individually
managed client accounts. Registration of an investment advisor does not imply any level of skill or training.
KIG employees hold, purchase, and sell any of the stocks that appear in this presentation, subject to KIG’s Code of Ethics, Insider Trading, and Personal Trading policies.
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