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Dividend Investing



Why Invest in Dividend-Paying Stocks?
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Presentation Notes
Why Invest in Dividend-Paying Stocks?The current low-interest-rate environment has resulted in historically low yields on Treasuries and cash equivalents as investors flock to safer, higher-quality assets. With rates where they are now, investors can barely keep up with inflation, much less grow their capital base. Right now, a $100,000 investment in a 6-month Treasury bill for a period of one year would yield about $1,540. This same investment 20 years ago would have yielded about $5,440, outlining the current unattractiveness of these saving vehicles.  What can an investor to do in a scenario like this? Well, considering other income-producing assets, such as dividend-paying stocks, may be a solution until interest rates start to rise again. Dividend investing has traditionally not been as popular, especially during the high growth periods of the 1980s and 1990s when corporations used cash for reinvestment opportunities, stock buybacks, and M&A activities. However, dividend investing has become more appealing as corporations may now have record cash on hand, with little reinvestment and M&A opportunities as economic uncertainties prevent corporations from doing so in the near term.Past performance is no guarantee of future results. Dividends are not guaranteed and are paid at the discretion of the stock-issuing company. This is for illustrative purposes only and not indicative of any investment. Government bonds and Treasury bills are guaranteed by the full faith and credit of the United States government as to the timely payment of principal and interest, while stocks are not guaranteed and have been more volatile than the other asset classes. Bonds have varying levels of sensitivity to changes in interest rates. In general, the price of a debt security tends to fall when interest rates rise and rise when interest rates fall. Securities with longer maturities and mortgage securities can be more sensitive to interest-rate changes.About the data 10-year Treasury and 6-month Treasury bill data from the U.S. Federal Reserve.



Impact of Dividend Reinvestment Over Time
Growth of $10,000: Principal Versus Reinvested Distributions

Past performance is no guarantee of future results. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly 
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Impact of Dividend Reinvestment Over TimeFor many investors, the only reward that matters is an increase in share price. But if you look beyond capital gains, you might find a dividend offering significant benefits. A dividend can (1) provide regular income, (2) grow over time through reinvestment opportunities, and (3) offer tax benefits. Prior to the 2003 Jobs and Growth Tax Relief Reconciliation Act, dividends were taxed at ordinary income-tax rate levels. Now investors pay significantly less taxes, ranging from 0% to 20%. Despite these advantages, dividends seem to be an often overlooked component of total returns. The image illustrates the impact that reinvested dividends have on investment returns over time. These paying investments can add value to a portfolio, but keep in mind that it is possible to lose money by investing in them, and that companies cannot always guarantee their dividend payments. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly in an index. Past performance is no guarantee of future results. Returns and principal invested in stocks are not guaranteed. Dividends are not guaranteed and are paid at the discretion of the stock-issuing company. About the dataStocks with dividends reinvested—Ibbotson® Large Company Stock Index; Stocks principal only—Ibbotson® Large Company Stock Index Capital Appreciation Index. 



Trend in Yields Over Time
Difference in Yield Between S&P 500 and Treasuries, 1960-2019*
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Trend in Yields Over TimeFor investors seeking income, one of the most commonly used metrics to compare investments is yields. Hence, when deciding between a stock and a bond (for income), investors often look to see which investment offers a higher yield. Keep in mind that stocks carry a higher risk when compared with bonds.The image graphs the difference between the dividend yield of stocks and the 10-year Treasury bond yield. Since 1960, the difference between the dividend yield and the bond yield fell to a low of negative 8.34% in 1981, but then rose to negative 0.32% in 2019. The trend of a diminishing spread (difference) between the dividend yield of stocks and the 10-year Treasury bond yield has been improving gradually over the past 30 years. In fact, 2012 and 2016 were the only years during the time period analyzed that saw the dividend yield from stocks surpassing bond yields. Keep in mind that the total return of many stocks comes largely from capital appreciation, with little to no dividend yield. Hence, as dividend yields from stocks increase relative to bonds, stocks may become more attractive, given the added potential of return from an increase in stock price. Dividends are not guaranteed and are paid at the discretion of the stock-issuing company. Diversification does not eliminate the risk of experiencing investment losses. Government bonds are guaranteed by the full faith and credit of the United States government as to the timely payment of principal and interest, while stocks are not guaranteed and have been more volatile than the other asset classes.About the data Stocks are represented by the Standard & Poor’s 500®, which is an unmanaged group of securities and considered to be representative of the U.S. stock market in general. Dividend yield for the S&P 500 is from Professor Damodaran’s New York University Stern School of Business website, and the 10-year Treasury yield from the U.S. Federal Reserve. The 2019 S&P 500 dividend yield is based on estimates from Professor Damodaran.



Current Yield Landscape
As of December 2019
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Current Yield LandscapeThe image illustrates the current yields (annualized) for various fixed-income instruments, as well as the average inflation rate over the past 10 years. The yield for short-term Treasuries is currently below the average rate of inflation, while 10-year Treasuries and U.S. stocks have narrowly outpaced average inflation. Too much allocation to these traditional investments in a portfolio may cause investors to forfeit long-term real growth. Faced with the current low-yield environment, investors may wish to diversify into other asset classes such as corporate high-yield bonds, emerging-markets bonds, and preferred stocks.Past performance is no guarantee of future results. Dividends are not guaranteed and are paid at the discretion of the stock-issuing company. Holders of preferred stock are usually guaranteed a dividend payment and their dividends are always paid out before dividends on common stock. In event that the company fails, there's a priority list for a company's obligations, and obligations to preferred stockholders must be met before those to common stockholders. On the other hand, preferred stockholders are lower on the list of investors to be reimbursed than bondholders are. This is for illustrative purposes only and not indicative of any investment. Government bonds and Treasury bills are guaranteed by the full faith and credit of the United States government as to the timely payment of principal and interest, while stocks are not guaranteed and have been more volatile than the other asset classes. With corporate bonds an investor is a creditor of the corporation and the bond is subject to default risk, which is the risk associated with the issuer failing to meet its contractual obligations either through a default or credit downgrade. Corporate bonds are not guaranteed. High-yield corporate bonds exhibit significantly more risk of default than investment-grade corporate bonds. With international bonds, the investor is a creditor of a foreign government or corporation. International investments involve special risks such as fluctuations in currency, foreign taxation, economic and political risks, liquidity risks, and differences in accounting and financial standards. The risk of principal and return in emerging markets may be significantly greater than that of other developed international markets. Emerging-markets debt carries unique risks and may not be suitable for certain investors. International bonds are not guaranteed. Bonds have varying levels of sensitivity to changes in interest rates. In general, the price of a debt security tends to fall when interest rates rise and rise when interest rates fall. Securities with longer maturities and mortgage securities can be more sensitive to interest rate changes. About the data 30-day Treasuries—30-day U.S. Treasury bill; U.S. Stocks Dividend Yield—Professor Damodaran’s New York University Stern School of Business website; 10-year Treasuries—10-year constant maturity U.S. government bond; Corporate Investment-Grade Bonds—Barclays Capital U.S. Corporate Index; Emerging-Markets Bonds—J.P. Morgan Emerging Market Bond Index; Preferred Stocks—Bank of America Merrill Lynch U.S. Preferred Stock Fixed Rate Index; Corporate High-Yield Bonds—Barclays Capital U.S. Corporate High-Yield Index; Inflation—Consumer Price Index. Average inflation is annual, from 2009-2019. Current yields are annualized yields as of December 2019. The 2019 U.S. stock dividend yield is based on estimates from Professor Damodaran.



Dividend Contribution to Total Return
Compound Annual Returns by Decade, 1926–2019
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Dividend Contribution to Total ReturnInvestors often forget that the total return for stocks can be attributed to two factors: dividend yield (income return) and capital appreciation (price return). Since 1926, the U.S. economy has undergone several bull and bear market cycles involving fluctuations in price return. While there have been fluctuations in stock market prices, the income return for stocks has been relatively consistent over time.Dividends play a significant role in contributing to total return. Take, for example, the “lost decade” of January 2000 to December 2009. Although the price return for stocks was negative 2.7%, total return was negative 0.9%. Why is this the case? That is because income return contributed a positive 1.8% during that time period. Without dividends, stocks would have done much worse. While income contribution to total return has fluctuated over the years, it still played an important role in helping to generate return for investors.Although dividends have traditionally been considered an added “icing on the cake” to the capital appreciation benefits of stocks, many mature companies have strong dividend-payout policies and track records of dividend payments. Not only can they generate consistent income but they may also offer the potential for capital appreciation.Past performance is no guarantee of future results. Dividends are not guaranteed and are paid at the discretion of the stock-issuing company. Diversification does not eliminate the risk of experiencing investment losses. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly in an index. Income return and total return are represented by the compound annual return over the given time period.About the dataStocks are represented by the Ibbotson® Large Company Stock Index.



Historical Performance of Dividend Stocks
1998–2019
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Historical Performance of Dividend StocksIncome is important to consider when choosing an investment. Especially important for investors approaching retirement, income can add meaningfully to one’s total return, which comprises income and price return (capital appreciation). Investors can pursue income returns in many ways, including bonds, real estate investment trusts, and stocks. It is important to note that REITs may not be suitable for all investors.Stock income is typically paid in the form of a monthly, quarterly, annual, or special cash dividend, which can be used to finance current consumption or to reinvest. Dividends are typically expressed in terms of yield. Like an interest rate, yield is represented as a percentage rate and is calculated by taking the annual cash dividend divided by a stock’s current price. For example, a stock trading at $20 with a future annual cash dividend of $1 would have a dividend yield of 5%.Although stocks can be a source of income return, not all stocks are created equal in this regard. Some companies distribute significantly more of their profits in the form of dividends than others, and some don’t distribute dividends at all. The following image demonstrates this point. Historically, dividend-paying stocks have had compound annual returns of 8.5%, while stocks have had compound annual returns of 7.6%. Additionally, high-yield dividend-paying stocks have outperformed stocks: They had a compound annual return of 9.5% compared with 8.5% for dividend-paying stocks during the period studied. For investors looking for both income and total returns, dividend-paying stocks can be a reasonable place to invest. 	Keep in mind, though, that there is no guarantee a dividend will be paid, even if a certain company has a consistent dividend-paying track record. A company can increase, decrease, and even eliminate dividends altogether, depending on its financial situation. Furthermore, if a dividend is declared, the company has to pay dividends for preferred shares first, before any common share dividends can be paid.Although higher-yielding stocks have demonstrated an ability to outperform stocks, all that glitters is not gold. Dividends are paid at a company’s discretion, and exceptionally high yields can indicate a potential dividend cut. For example, had investors been lured to many high-yielding bank stocks in late 2008, they would have been sorely disappointed when many banks subsequently cut their dividends as profitability declined during the credit crisis. When looking at dividend-paying stocks, investors should focus on reasonable dividend yields with companies that have the earnings power to increase their dividend distributions over time. Many large companies with recognizable brand names have demonstrated an ability to offer this slow and steady income distribution to shareholders. About the dataStocks—Standard & Poor’s 500®, which is an unmanaged group of securities and considered to be representative of the U.S. stock market in general; Dividend-Paying Stocks—Morningstar Dividend Composite Index; High-Yield Dividend-Paying Stocks—Morningstar Dividend Leaders Index; Inflation—Consumer Price Index. Stocks in both Morningstar indexes have a consistent record of dividend payment, have the ability to sustain their dividend payments and are weighted in proportion to the total pool of dividends available to investors. The Morningstar Dividend Composite Index captures the performance of all stocks in the U.S. Market Index. The Morningstar Dividend Leaders Index captures the performance of the 100 highest-yielding stocks. The start date of January 1998 is constrained by the maximum available historical data for the Morningstar Dividend Leaders Index and Morningstar Dividend Composite Index. 



Income Return Comparison
2010-2019
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Income Return ComparisonThe recent low-interest-rate environment has resulted in lower income from short-term fixed-income investments. Relying on yields alone may not generate the cash flow needed to meet your income requirements in retirement. If you are looking to generate more income, consider adding dividend-paying stocks to your retirement portfolio. Dividend stocks may provide income through dividend payments as well as the potential to benefit from stock price appreciation. Further, these dividend payments may soften losses during turbulent markets, particularly when investors incur negative returns. This means that when dividends are paid out, they act as a cushion and are positive whether stock returns are positive or negative.The image compares the annual income return for stocks, dividend-paying stocks, and high-yield dividend-paying stocks over the past 10 years. As seen in the image, dividend-paying stocks produced higher income returns relative to stocks over this time period. The 10-year average income return for stocks was 2.1%, compared with dividend-paying stocks and high-yield dividend-paying stocks, which returned 3.2% and 4.4%, respectively.Stocks that pay dividends may serve as an income source while also providing investors with exposure to the growth potential of the stock market. Past performance is no guarantee of future results. Dividends are not guaranteed and are paid at the discretion of the stock-issuing company. Diversification does not eliminate the risk of experiencing investment losses. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly in an index. Government bonds are guaranteed by the full faith and credit of the United States government as to the timely payment of principal and interest, while stocks are not guaranteed and have been more volatile than the other asset classes. Income return and total return for the time period 2010-2019 are represented by the compound annual return over this time period. Risk is measured by the annual standard deviation. Standard deviation measures the fluctuation of returns around the arithmetic average return of the investment. The higher the standard deviation, the greater the variability (and thus risk) of the investment returns.About the data Stocks are represented by the Ibbotson® Large Company Stock Index. Dividend-paying stocks are represented by the Morningstar Dividend Composite Index, and high-yield dividend-paying stocks by the Morningstar Dividend Leaders Index. The Morningstar Dividend Composite Index captures the performance of all stocks in the U.S. Market Index that have a consistent record of dividend payment and have the ability to sustain their dividend payment. Stocks in the index are weighted in proportion to the total pool of dividends available to investors. The Morningstar Dividend Leaders Index captures the performance of the 100 highest yielding stocks that have a consistent record of dividend payment and have the ability to sustain their dividend payments. Stocks in the index are weighted in proportion to the total pool of dividends available to investors.



Dividend Stocks: Asset-Class Characteristics
July 1997–December 2019
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Dividend Stocks: Asset-Class CharacteristicsWhen investors think of income, they typically think of bonds. Few are aware that other asset classes, such as REITs and dividend-paying stocks, may potentially offer a stream of income as well. When deciding to add additional income-producing investments to an investor’s portfolio, it is important to consider these investments in the context of the entire portfolio because each investment will have its own risk and return profile. Correlation ranges from  –1 to 1, with –1 indicating that the returns move perfectly opposite to one another, 0 indicating no relationship, and 1 indicating that the asset classes react exactly the same. High correlation suggests that combining assets may do little to lower the risk of a portfolio. In contrast, low correlation illustrates the potential for better diversification.As seen in the image, stocks performed rather poorly on a risk-adjusted basis (Sharpe ratio of 0.46%) over the past 22 and a half years. This is mainly due to the “lost decade,” as investors pulled out of riskier assets and flocked to safer assets. On the other hand, bonds performed well, with a Sharpe ratio of 0.68%. For investors with a larger appetite for risk, both dividend-paying stocks and REITs offer higher risk-adjusted returns than stocks. More important, these income-producing investments have negative correlations with bonds, allowing for greater income diversification benefits for an investor’s portfolio.Past performance is no guarantee of future results. Dividends are not guaranteed and are paid at the discretion of the stock-issuing company. Diversification does not eliminate the risk of experiencing investment losses. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly in an index. Government bonds are guaranteed by the full faith and credit of the United States government as to the timely payment of principal and interest, while stocks and REITs are not guaranteed and have been more volatile than the other asset classes. REITs are subject to certain risks, such as risks associated with general and local economic conditions, interest rate fluctuation, credit risks, liquidity risks and corporate structure. REITs must distribute at least 90% of taxable income annually to shareholders. It is important to note that REITs may not be suitable for all investors.About the dataStocks are represented by the Standard & Poor’s 500®, which is an unmanaged group of securities and considered to be representative of the U.S. stock market in general, REITs by the FTSE NAREIT All Equity REIT Index®, bonds by the 5-year U.S. government bond, dividend-paying stocks by the Morningstar Dividend Composite Index, and high-yield dividend-paying stocks by the Morningstar Dividend Leaders Index. The Morningstar Dividend Composite Index captures the performance of all stocks in the U.S. Market Index that have a consistent record of dividend payment and have the ability to sustain their dividend payment. Stocks in the index are weighted in proportion to the total pool of dividends available to investors. The Morningstar Dividend Leaders Index captures the performance of the 100 highest yielding stocks that have a consistent record of dividend payment and have the ability to sustain their dividend payments. Stocks in the index are weighted in proportion to the total pool of dividends available to investors. Return was calculated by the annual geometric return and risk by the annual standard deviation. Sharpe ratio is a statistic that measures the reward-to-variability ratio. It is particularly useful in comparing investment options to see how much return you could get for the level of risk incurred (return per unit of risk). The start date of July 1997 is constrained by the maximum available historical data for the Morningstar Dividend Leaders Index and Morningstar Dividend Composite Index. 



Dividends and Inflation
Stocks, Bonds, and REITs, 1972–2019
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Dividends and InflationAs an investor nearing retirement, you may ask whether an allocation to dividend-paying stocks or REITs in your retirement portfolio will help counter high inflation. Examining stock and REIT returns during periods of high inflation may help answer this question. Investors often think of stocks and REITs as a capital appreciation vehicle or a tool for growing portfolio wealth. Little do some investors realize, however, that dividend-paying stocks or REITs can also be an income tool. This is especially relevant for investors seeking to manage their portfolios in retirement, when the need for current income takes precedence over the need for capital accumulation. The image illustrates the income potential for bonds, REITs, and stocks historically (1972–2019) as well as during a period of high inflation (1974–1980). The figures in the bars represent the portion of total return that can be attributed to income return (versus capital appreciation). While stocks and REIT prices tend to be volatile, dividends serve as a stable component of total return and may provide better inflation protection compared with bonds. Between 1974 and 1980 (high inflation), the average rate of inflation was 9.3%, much higher than the historical rate (1972–2019) of 3.9%. During this time, bonds yielded 8.4% from income but prices declined by 2.7%, resulting in a total return of 5.6%—way short of inflation. On the contrary, stocks returned a total of 10.0%: 5.0% from dividend income and 4.8% from price return, outpacing inflation for this time period. The income return of REITs alone was 10.4%, higher than the 9.3% rate of inflation. REITs returned a total of 17.9% for this time period.Dividend-paying stocks and REITs can serve as part of a growth investor’s strategy, while also helping to seek the income return requirement for income-oriented investors. These investments can also play an important role in retired investors’ portfolios because of their high potential to generate income. Dividends are not guaranteed and are paid at the discretion of the stock-issuing company. Diversification does not eliminate the risk of experiencing investment losses. An investment cannot be made directly in an index. Government bonds are guaranteed by the full faith and credit of the United States government as to the timely payment of principal and interest, while stocks and REITs are not guaranteed. REITs are subject to certain risks, such as risks associated with general and local economic conditions, interest rate fluctuation, credit risks, liquidity risks and corporate structure. It is important to note that REITs may not be suitable for all investors.About the dataREITs are represented by the FTSE NAREIT All Equity REIT Index®, stocks by the Ibbotson® Large Company Stock Index, bonds by the 5-year U.S. government bond, and inflation by the Consumer Price Index. 



Dividend Income During Downturns
Returns of Stocks, Dividend-Paying Stocks and REITs
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Dividend Income During DownturnsDuring a recession, the stock market can lose significant value. This could have a large impact on portfolio returns. Predicting the duration and extent of recessionary periods is almost impossible. During such times, income-producing investments such as dividend-paying stocks and REITs may soften losses, particularly when investors incur negative returns. This means that, if and when dividends are paid out, they have the potential to act as a cushion and are positive whether stock returns are positive or negative.The image compares the total return and income return for stocks, dividend-paying stocks, high-yield dividend-paying stocks, and REITs for the past two recessions in 2001 and 2007. As seen in the image, dividend-paying stocks and REITs produced higher income returns relative to stocks over the given time periods (however, keep in mind that REITs are far more risky than their typical common stock counterparts). Stocks that pay dividends may serve as an income source while also providing investors with exposure to the growth potential of the stock market. Past performance is no guarantee of future results. Dividends are not guaranteed and are paid at the discretion of the stock-issuing company. Diversification does not eliminate the risk of experiencing investment losses. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly in an index. Government bonds are guaranteed by the full faith and credit of the United States government as to the timely payment of principal and interest, while stocks and REITs are not guaranteed and have been more volatile than the other asset classes. REITs are subject to certain risks, such as risks associated with general and local economic conditions, interest rate fluctuation, credit risks, liquidity risks and corporate structure. REITs must distribute at least 90% of taxable income annually to shareholders. It is important to note that REITs may not be suitable for all investors.About the data Stocks are represented by the Ibbotson® Large Company Stock Index. REITs are represented by the FTSE NAREIT All Equity REIT Index®. Dividend-paying stocks are represented by the Morningstar Dividend Composite Index, and high-yield dividend-paying stocks by the Morningstar Dividend Leaders Index. Income return and total return are represented by the compound annual return over the given time period. The Morningstar Dividend Composite Index captures the performance of all stocks in the U.S. Market Index that have a consistent record of dividend payment and have the ability to sustain their dividend payment. Stocks in the index are weighted in proportion to the total pool of dividends available to investors. The Morningstar Dividend Leaders Index captures the performance of the 100 highest yielding stocks that have a consistent record of dividend payment and have the ability to sustain their dividend payments. Stocks in the index are weighted in proportion to the total pool of dividends available to investors. Recession data is from National Bureau of Economic Research (NBER) and defined by the periods March 2001–November 2001 and December 2007–June 2009. NBER does not define a recession in terms of two consecutive quarters of decline in real GDP. Rather, a recession is a recurring period of decline in total output, income, employment, and trade usually lasting from six months to a year and marked by widespread contractions in many sectors of the economy. 
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Takeaways: Dividend InvestingThe low-interest-rate environment that investors are currently experiencing is unlikely to last forever, and the rates have already began to rise. As a result, dividend-paying stocks can potentially be an attractive opportunity for yield-seeking investors, who may also desire positive real, inflation-adjusted returns when Treasuries, cash, and cash equivalents are unable to offer them. As an important source of total return, dividend-paying stocks are also tax-efficient investments; dividend tax rates fall between 0% and 20%, depending on an individual’s ordinary income tax bracket.Even for those investors not focused on income, dividend-paying stocks offer advantages for long-term capital growth and may complement your investment portfolio. Reinvestment of dividends can add value in the long run, as the effects of compounding will accelerate wealth accumulation and help long-term investors weather market downturns better. When dividends are reinvested during a downturn, investors are able to take advantage of dollar-cost averaging because they will be able to buy more of a stock than before, when it was priced higher.Consult your financial advisor to learn more about adding dividend-paying investments to your portfolio.Past performance is no guarantee of future results. Dividends are not guaranteed and are paid at the discretion of the stock-issuing company. This is for illustrative purposes only and not indicative of any investment. Government bonds and Treasury bills are guaranteed by the full faith and credit of the United States government as to the timely payment of principal and interest, while stocks are not guaranteed and have been more volatile than the other asset classes. Bonds have varying levels of sensitivity to changes in interest rates. In general, the price of a debt security tends to fall when interest rates rise and rise when interest rates fall. Securities with longer maturities and mortgage securities can be more sensitive to interest rate changes. 
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