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High Dividend Yield Strategy under the Microscope

Today’s ultra-low interest rates have propelled investors into a frantic quest for
higher income. In response, high dividend yield stocks have become the favourite
recommendation of a host of advisors. Yet, an undue focus on income alone obscures
the irreducible fact that long-term investment success is based on the total return of
a portfolio including both income and capital growth. This raises two questions. First,
given its income focus, how has the total return of a high dividend yield strategy
fared relative to the market overall? Second, how does its total return performance
compare to the returns of other possible stock selection strategies?

A high dividend yield strategy is a systematic methodology to buy and hold stocks
where the dividend is high in relation to the stock’s price. In effect, it is a strategy
that selects value stocks since it is actually the low price of the stock relative to the
dividend that primarily creates the high yield. As evidenced in the following graph,
from 1952 through 2011, $1.00 invested in high dividend yield stocks' (in orange) grew
to $1,227, more than three times the $386 in the S&P 500 (in red).
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Over this period, high dividend yield stocks returned 12.6% annually, far outpacing the
10.4% of the S&P 500. The US market is not alone in evidencing a return premium
from high dividend yield stocks. A global review" of dividend yielding stocks in 21
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countries over multiple decades found that high dividend yield stocks outperformed low
yield stocks in 20 of the countries with an overall average premium of 4.1% a year.

However, a high dividend vyield strategy is just one variant of stock strategies that
select value stocks and there is considerable evidence as well as theoretical support
that value stocks outperform both growth stocks and the market over longer periods
of time. (See our July 2009 Commentary Beating the Market at
http://tacitacapital.com/?q=node/29.) In this context, the “yield” premium ascribed
to high dividend strategies is actually a “value” premium.

Other value strategies™ select stocks based on high earnings or high cash flow in
relation to price as well as high book value of equity relative to market value. As
evidenced in the following chart, over the period 1952 to 2011, high dividend yield
stocks, although outpacing the overall market, returned less than value stocks
selected on the basis of earnings, cash flow or book value.
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One likely explanation for the lower return of the high dividend yield stocks versus
stocks selected using other value parameters is that dividend paying stocks tend to be
of larger companies. Non-dividend paying companies, by definition, are excluded from
selection and these tend to be smaller.” Hence, a high dividend yield strategy
foregoes to a greater degree the return premium available from investing in smaller
companies (See our Commentary Good Things Come in Small Packages at
http://tacitacapital.com/?q=node/29.)
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Value stocks selected on the basis of high earnings to price or, as more commonly
known “low price to earnings”, had the strongest performance. This value strategy
can buy non-dividend paying growth companies that are out of favour or whose
prospects are underestimated by the market as well as profitable companies that
have temporarily suspended or reduced dividends'. Apple Inc. at one time was a
classic example of the former. However, as evidenced in Table | in the Appendix, no
single value strategy outperforms consistently over shorter time frames. Hence,
strategy diversification could prove beneficial, especially for impatient investors.

A much cited virtue of high dividend strategies is that they are less volatile than the
market. As evidenced in Table Il, this is true - high dividend stocks are less volatile.
However, as illustrated in Table lll, value stocks based on either earnings or cash flow
had modestly higher risk-adjusted returns than the high dividend yield strategy.

A high dividend strategy does result in less stock turnover than a strategy based on
either cash flow or earnings” and to this extent, it can reduce capital gains taxes.
However, a strategy based on high book to market also reduces turnover and potential
capital gains taxes. Overall, with a focus on regular and significant taxable income
generation, a high dividend strategy is tax inefficient, particularly in countries with
higher tax rates for dividends.

In summary, a high dividend yield strategy possesses several virtues. It is simple,
understandable and appeals to many investors’ innate desire to leave their capital
untouched. It also has the potential of outperforming the market with less volatility.

However, on an absolute basis, its returns have lagged other value strategies. Viewed
through a risk-adjusted prism, its reduced volatility comes at a cost of lower returns.
High income earners and wealthy individuals, in particular, may be disadvantaged by
a high dividend yield strategy. By triggering immediate taxes on unneeded income,
they are creating an unnecessary tax drag on wealth accumulation.

In general, investors, particularly taxable ones, would be better off creating a stream
of cash flow through a systematic withdrawal program from a portfolio that seeks
higher returns from other value strategies rather than relying solely on a high
dividend yield strategy.

September 30, 2012
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APPENDIX

TABLE |
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TABLE Ill

Sharpe and Sortino Ratios
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Tacita Capital Inc. (“Tacita”) is a private, independent family office and investment counselling firm
that specializes in providing integrated wealth advisory and portfolio management services to families
of affluence. We understand the challenges of affluence and apply the leading research and best
practices of top financial academics and industry practitioners in assisting our clients reach their goals.

Tacita research has been prepared without regard to the individual financial circumstances and
objectives of persons who receive it and is not intended to replace individually tailored investment
advice. The asset classes/securities/instruments/strategies discussed may not be suitable for all
investors and certain investors may not be eligible to purchase or participate in some or all of them.
The appropriateness of a particular investment or strategy will depend on an investor's individual
circumstances and objectives. Tacita recommends that investors independently evaluate particular
investments and strategies, and encourages investors to seek the advice of a financial advisor.

Tacita research is prepared for informational purposes. Neither the information nor any opinion
expressed constitutes a solicitation by Tacita for the purchase or sale of any securities or financial
products. This research is not intended to provide tax, legal, or accounting advice and readers are
advised to seek out qualified professionals that provide advice on these issues for their individual
circumstances.

Tacita research is based on public information. Tacita makes every effort to use reliable,
comprehensive information, but we make no representation that it is accurate or complete. We have
no obligation to inform any parties when opinions, estimates or information in Tacita research changes.

All investments involve risk including loss of principal. The value of and income from investments may
vary because of changes in interest rates or foreign exchange rates, securities prices or market
indexes, operational or financial conditions of companies or other factors. There may be time
limitations on the exercise of options or other rights in securities transactions. Past performance is not
necessarily a guide to future performance. Estimates of future performance are based on assumptions
that may not be realized. Management fees and expenses are associated with investing.
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