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EXECUTIVE SUMMARY 

Dividends have long been an important source of returns for investors and a way for companies to 
share profits in a predictable manner. Whereas majority owners of companies effectively have 
discretionary access to the cash and assets of a firm, one consequence of the wide diffusion of 
ownership in corporate capital structures is that individual investors have no way of unlocking value 
from an investment except through dividends, company liquidation, or selling to a future higher bidder. 

Furthermore, investors need more transparency and consistency from increasingly complex and globally 
interconnected business models with varied accounting methodologies. In the wake of the bursting of 
the technology and housing bubbles and after a lost decade for stock returns, preferences and perceptions 
of the way in which companies create and distribute profits are changing, and companies will need to adapt 
to these changes. 

This paper will argue that dividends are likely to play an increasingly important role in the investment 
landscape over the coming decades, by improving the alignment of interests between management and 
stockholders, catering to shareholder preferences in an era of aging demographics, and as a simple 
consequence of improved profitability, large cash holdings, and a favorable tax environment. High 
yielding stocks have tended to outperform substantially over long time horizons, furthering the case for 
focusing on dividends as a fundamental metric for assessing investments. 

Exhibit 1: S&P 500 Total Returns By Dividend Yield Quintile* 1957-2018 

Source: Siegel, Jeremy, Future for Investors (2005), With Updates to 2018 © Jeremy J. Siegel 

*Each stock in the S&P 500 is ranked from lowest to highest by dividend yield on December 31st of every year and placed into “quintiles” (baskets 
of 100 stocks). The stocks in each quintile are weighted by their market capitalization. The dividend yield is defined as each stock’s net income per 
share divided by its stock price as of December 31st of that year. Past performance does not guarantee future results.
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THE CASE FOR DIVIDENDS 

According to some academic theories such as Modigliani and Miller’s “dividend irrelevance” theorem, 
whether earnings are retained, spent on stock repurchases, or distributed as dividends should have no 
impact on shareholder value, as investors could effectively replicate these events through buying and 
selling shares on the open market. A shareholder should be indifferent to the value of a dollar held on the 
balance sheet, paid out in cash, or spent reducing the number of outstanding shares as they have a fractional 
ownership of the entity which retains the same in each case. 

In a theoretical world without informational and transactional frictions, this theory appears plausible. 
However in the “real world” dividends may add value by reducing agency costs of asymmetric information, 
by improving the reliability of accounting estimates, and by signaling future prospects. 

Asymmetric information can lead to conflicts of 
interest wherein policies which benefit 
management may not be in the best interest of 
shareholders, such as the use of extra company 
funds to splurge on private jets or lavish 
networking events. A dividend policy can help to 
align interests by directing resources toward 
maintaining and growing dividends rather than 
increasing management benefits and power. 

Given the pressure on companies to meet or exceed their quarterly and annual earnings targets, earnings 
quality and the integrity of other accounting metrics are of serious concern to investors. Management can 
smooth earnings by postponing or accelerating the recognition of revenues and expenses. Unlike 
estimates of earnings, cash flows1, and the value of assets on a balance sheet, a dividend check is 
impossible to fake or manipulate. A truly profitable ongoing business venture should generate cash 
flows that can be distributed as an assurance of its fundamental earnings power. Supporting this, a 
2009 study by Douglas Skinner with the University of Chicago and Eugene Soltes with Harvard found 
that earnings consistency from year to year was greater for firms that paid a dividend. 

A recent example that reinforces this idea is the China reverse merger phenomenon that came into the 
media spotlight during 2011 in a variety of accounting scandals. These were Chinese companies which 
listed on US stock exchanges through a backdoor method of acquisition by a US-based shell company, 
allowing them to circumvent regulatory and legal scrutiny. Since the end of 2010, a Bloomberg index of 
these companies has fallen by more than 60%, at least 11 of the firms have had to halt trading, and many 
were accused of fraud – accounting for a quarter of all securities fraud lawsuits filed in the first half of 
2011. Of the 386 listed Chinese Reverse Merger stocks, only 3 currently pay a dividend, 
compared to 389 of the stocks in the S&P 5002. 



The Merits of Dividend Investing 

www.altriuscapital.com 

DIVIDEND SIGNALING 

Dividends may act as a signal into what management expects the future of a company to look like. 
Since presumably company insiders have superior insight into business conditions, this signaling effect can 
impact the degree to which investors feel comfortable about long term investments. Even if a company is 
going through a temporarily difficult time financially, management may have visibility into changes coming 
in the future that will restore profitability, reducing cash flow concerns. A dividend cut can be interpreted 
as a potential red flag concerning the earnings power of the business model. 

This effect can be observed empirically in the reaction of stock prices to changes in dividend policy. A 
2011 study done by Malcolm Baker and Jeffrey Wurgler documented a difference in price reaction to 
surprise dividend cuts of about twice the magnitude of the reaction to similar dividend raises. This implies 
that investors are risk-averse and concerned about the future implications of cuts. 

An example of a company with a successful stable dividend policy is Coca Cola* (KO), which 
has raised its dividend for 49 consecutive years. During that time, earnings increased and 
decreased depending on the year, however the company did not cut their dividend based on these 
fluctuations but instead adjusted the amount of cash returned to its shareholders through different 
amounts of share buybacks. In some years (1999 and 2000), Coca Cola actually issued more stock than 
it bought back on net, while still raising its dividend. Had management been concerned about the 
future stream of cash flows, they may have been unwilling to temporarily issue additional stock while 
maintaining the dividend. Instead, their confidence in the viability of the business enabled them to 
continue increasing payouts even in the absence of strong earnings growth. 

Exhibit 2: Coca Cola (KO) Earnings, Stock Buybacks, and Dividends 1990-2015 

 
 

Source:  Company Filings 
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DIVIDENDS VERSUS SHARE REPURCHASES 

Fama and French documented the decline of dividends and rise in share repurchases in their 2001 
study “Disappearing Dividends,” showing that the proportion of US-listed firms paying dividends 
declined from 67% in 1978 to 21% in 2000. In many cases, dividends have been replaced by an increase 
in stock buybacks, under the argument that the methods are theoretically equivalent. 

In practice, buybacks have come under criticism as executives often appear to buy stock at the wrong time, 
perhaps overpaying for shares. This is because when stock prices are low, a business is usually struggling, 
liquidity is important, and its credit rating may be at risk. Therefore management is likely to repurchase 
shares only when they are fairly- or over-valued by the market. 

A recent case study is that of General Electric* (GE), which has paid a steady and growing dividend 
for over 100 years, interrupted only in 2009 during the depths of the Great Recession when the company 
sliced its payout by more than half. However, from the beginning of 2010 through the end of 2016, 
GE spent over $46.5 billion on share purchases, including $22 billion alone in 2016. Over this same 
time period, GE’s share price rose by 104.5%. 

However, as of March 2018, the company’s shares have fallen 57.3% from their 2016 year-end highs, 
landing below their 2010 beginning levels as GE has shed business segments and announced a commitment 
of $15 billion to GE Capital to cover long-term care insurance liabilities over the next seven years. 
Additionally, in order to free up cash, the company halved its dividend in November 2017 as part of a 
larger restructuring plan. Had leadership not repurchased shares at inflated valuations over the past eight 
years and instead returned cash to investors through dividends or even reinvested it in GE’s operations, the 
company may have avoided its current capital dilemma. 

Exhibit 3: General Electric Buybacks 2010-2018 

Source:  Company Filings, Yahoo Finance 
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CHANGING  INVESTOR PREFERENCES 

Just as companies go through different phases in the business cycle, so too do investors go through 
lifecycle changes and periods of time when they prefer different types of returns. These changes can be 
influenced by age, health, tax status, employment, sentiment, or any of a number of other variables. 

In 2004, Malcolm Baker and Jeffrey Wurgler proposed a “Catering Theory of Dividends,” wherein 
managers pay dividends when investors place a premium in the stock market on companies that do so. The 
idea is that dividends go in and out of style depending on the time period. They found that managers 
do tend to initiate dividends when investors place a relatively higher value on payers while tending to omit 
them when nonpayers are preferred. 

Further research by King Fuei in 2011 demonstrated that periods with high dividend premiums were 
associated with demographic variation as represented by changes in the ratio of older to younger 
members of the population. Essentially the more people entering old age relative to youths the higher the 
premium placed on the stock prices of dividend-payers. 

2011 marked the first year of Baby Boomers entering retirement and also saw the top three deciles of 
dividend-paying stocks return between 5% and 10% each, while the bottom 7 deciles all had negative 
returns. With 10,000+ Baby Boomers turning 65 each day for the next 19 years, the current push 
toward income seems likely to be a long-term secular trend rather than a temporary one. 

Exhibit 4: Dividend Premium and Annual Change of Older/Younger Worker Ratio 

Source: Demographics, Dividend Clienteles, and the Dividend Premium, King Fuei Lee, Schroder Investment Management 

Dividend Premium 
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EVOLVING INVESTMENT LANDSCAPE 

Even as investor preferences are gravitating toward 
a stable yield-focused approach to investing, 
corporations have never been better positioned to 
raise dividends. Capital gains no longer receive 
preferential tax treatment, eliminating a major 
argument for retaining earnings. US corporations 
have over $2 trillion in idle cash, twice what they 
have historically held as a percentage of capital 
expenditures. Companies are running lean from 
technological innovation and cost-cutting through 
the recent years of tight credit conditions. 

The chart below shows returns broken down by their components of inflation, growth in book 
value3, changes in the price multiple, and income from dividends. The stock market bubble in the 
1990s is visible in the large increase in the multiple with little in the way of returns from the other 
components. Given the importance of recent events on investor and management psychology, this 
experience may start to shift the focus away from growing the market valuation of investments and 
toward their income-generating capabilities. 

Exhibit 5: Components of Annual Returns of the MSCI US Index 

Source: What Drives Long-Term Equity Returns? MSCI Barra Research 
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VOLATILITY AND TAX TREATMENT 

Another argument in favor of a yield-focused investment approach stems from the tax advantages of 
dividend income to investors.  While corporations have recently gained an incentive to distribute earnings, 
investors have retained the advantage of lower tax rates on dividend income.  Dividends are taxed at a rate 
of 15% for individuals in the 25-35% income tax bracket and 20% for those in the highest bracket.  For 
those below the 25% tax bracket, all dividend income is collected tax-free. 

On the contrary, all interest income earned from fixed-income securities (other than municipal bond 
interest) is taxed at the investor’s top marginal income tax rate.  In many cases, this results in bondholders 
paying nearly twice as much in taxes on the same income that could be earned in high-yielding stocks. 

We also believe that investors are duly rewarded through not only lower tax rates on dividend income but 
also through higher returns that equities can provide over fixed income instruments.  In his book The Future 
for Investors, Jeremy Siegel illustrates that over long-term horizons, stocks have provided just under 7% 
annualized real, inflation-adjusted return, while bonds have yielded only half that. 

Though it is true that equity investors receive a “risk premium” over bond investors, dividend-paying 
companies in the S&P 500 have been shown to provide greater returns than their non-dividend-
paying peers with less volatility, as measured by standard deviation4. Furthermore, those companies 
that are committed to growing their dividends have outperformed companies that maintain flat 
dividends, and have remarkably done so with a smaller standard deviation. Thus, the extolled theory 
that in order to earn a higher return, one must bear more risk may not hold true when it comes to 
dividend stocks. 

Exhibit 6: Dividends: Risk v. Return (1/31/1972 to 12/31/2016) 

Source: © 2017 Ned Davis Research, Inc. Non-dividend-paying Stocks represents non-dividend-paying stocks of the S&P 500 
Index; Dividend Payers w/ No Change represents all dividend-paying stocks of the S&P 500 Index that maintained their existing 
dividend rate and reflects the reinvestment of all income. The S&P 500 Geometric Equal-Weighted Total Return Index is 
calculated using monthly equal-weighted geometric averages of the total returns of all dividend-paying stocks and non-dividend-
paying stocks.
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CONCLUSION 

Any experienced investment analyst knows the importance of trying to see through the huge amounts of 
data, reports, and commentary published on a company to get to the core of what is happening at the 
transaction level and try to determine the handful of critical issues concerning its competitive value 
proposition. Peter Lynch made famous the approach of becoming familiar with a company’s story by 
simply visiting its stores and using its products. A number of successful investors spend more of their time 
on the phone and meeting with company management than digging through 10-Ks. 

Similarly, the money management industry can also be over-complicated and distorted by the seemingly 
infinite number of ways of analyzing and tracking investments. Many fund managers who make the 
ultimate decisions of which companies to allocate capital to are disconnected from their investors by 
multiple layers of due diligence and research through funds of funds, consultants, open architecture 
platforms, approval committees, distribution and client service employees, and a variety of other 
structures. Often these fund managers may under-appreciate the psychological and informational benefit 
that consistent income to a portfolio provides to the end beneficiary. Even in a down market, stocks that 
generate consistent cash flows can provide peace of mind to investors and who may be subject to 
numerous behavioral biases such as loss aversion, anchoring, myopia, and others that make investing an 
emotional endeavor. 

In light of the role that dividends play in aligning interests in our increasingly complex and interconnected 
world, the ongoing demographic shift towards a preference for income as opposed to gains on capital, 
and changing perceptions of value post financial crisis and in a profitable, cash flush, and tax-advantaged 
business environment, it seems prudent to re-evaluate firms’ dividend policies and the emphasis that fund 
managers place on those policies when making investment decisions. 
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DEFINITIONS

1. Cash flow: The net amount of cash and cash equivalents being transferred in and out of a company.
2. S&P 500 Index: An unmanaged index of 500 common stocks primarily traded on the New York Stock

Exchange, weighted by market capitalization. Index performance includes the reinvestment of dividends and
capital gains.

3. Book value: The net value of a firm's assets found on its balance sheet.
4. Standard Deviation: Standard deviation of returns measures the average a return series deviates from its mean. It

is often used as a measure of risk. When a fund has a high standard deviation, the predicted range of
performance implies greater volatility.

* Learn more about the fund holdings at https://altriusetf1stg.wpengine.com/#Holdings

www.altriuscapital.com 



The Merits of Dividend Investing 

DISCLOSURES 

Investments involve risk. Principal loss is possible. ETFs may trade at a premium or discount to their net asset 
value. Redemptions are limited and often brokerage commissions are charged on each trade which may reduce 
returns.

The Fund invests in dividend paying companies and may hold securities of companies that have historically paid a 
high dividend yield. Those companies may reduce or discontinue their dividends, thus reducing the yield of the 
Fund. Low priced securities in the Fund may be more susceptible to these risks. Past dividend payments are not a 
guarantee of future dividend payments.

Value Investing Risk. The Sub-Adviser may be wrong in its assessment of a company’s value, and the stocks the 
Fund owns may not reach what the Sub-Adviser believes are their true or intrinsic values. The market may not 
favor value-oriented stocks and may not favor equities at all, which may cause the Fund’s relative performance to 
suffer.

Foreign Investment Risk. Returns on investments in foreign securities could be more volatile than, or trail the 
returns on, investments in U.S. securities. Investments in or exposures to foreign securities are subject to special 
risks, including risks associated with foreign securities generally. Those special risks may arise due to differences in 
information available about issuers of securities and investor protection standards applicable in other jurisdictions; 
capital controls risks, including the risk of a foreign jurisdiction imposing restrictions on the ability to repatriate or 
transfer currency or other assets; currency risks; political, diplomatic and economic risks; regulatory risks; and 
foreign market and trading risks, including the costs of trading and risks of settlement in foreign jurisdictions.

New Fund Risk. The Fund is a recently organized management investment company with limited operating history 
and track record for prospective investors to base their investment decision.

There may be periods during which the Fund is unable to find securities that meet its value investment criteria. If 
the Fund is selling investments or experiencing net subscriptions during those periods, the Fund could have a 
significant cash position, which could adversely impact the Fund’s performance under certain market conditions 
and could make it more difficult for the Fund to achieve its investment objective.

Some sectors of the economy and individual issuers have experienced particularly large losses due to economic 
trends, adverse market movements and global health crises. This may adversely affect the value and liquidity of the 
Fund’s investments especially if the fund concentrates its investments in the securities of a particular issuer, 
industry or sector.

Investing in mid-capitalization companies may be more vulnerable to adverse market or economic developments 
and have greater volatility or trade in lower volume than large-capitalization companies.

The Funds' investment objectives, risks, charges, and expenses must be considered carefully before investing. 
Click here for the DIVD Prospectus, and DIVD SAI. All fund documents can be found at https://altriusetf.com/
documents/. A free hardcopy of any prospectus may be obtained by calling +1.215.882.9983. Read carefully 
before investing.

The Funds are distributed by Quasar Distributors, LLC. The Funds' investment advisor is Empowered Funds, LLC 
which is doing business as EA Advisers.
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https://alphaarchitect.com/wp-content/uploads/compliance/etf/statutory_prospectus/DIVD%20Pro.pdf
https://alphaarchitect.com/wp-content/uploads/compliance/etf/sai/DIVD%20SAI.pdf
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