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Q: Do dividend paying stocks generate lower returnsthan non-dividend paying stocks. And if so, should
they smply be a substitute for bonds?

Many investors assume companies pay dividends wWieeoompanies no longer need the cash flow: to gheiv
businesses, fund research and development of reugqts or services, or to open new manufacturiotjtfas.
Many investors assume dividend paying stocks axgbatitute for bonds.

Institutional investors have known for decades thatlend paying stocks have outperformed non-eimtl
paying stocks and have done so with less risk. thear Advisors recently published a study utilizemgumber of
highly regarded sources. They concluded that dnddeaying stocks out performed non-dividend pagtogks
from 1928 to 2010. Dividing the stocks into quiesi) based on dividend yield, the study showedadhelH highest
yielding quintile generated the highest returnerd.5% higher annualized return in comparisorméoldwest
yielding quintile and over 3.2% higher annualizetirn in comparison to non-dividend paying stocks.

Investment returns are as important as investmstwith risk defined as standard deviation —ltwer the
standard deviation, the lower the risk and vicesaeNot only did the fourth highest yielding queenerate the
highest returns, but it did so with below averagk.mhe highest yielding quintile’s standard déweia was over
1.1% lower than lowest yielding quintile and 12.#ver than non-dividend paying stocks.

Yield Traps. Interestingly, the highest yielding stocks weréydhe second best performers and had the highest
risk of all five quintiles. Some of the highestlgiag stocks gained their position when their stpdkes dropped
and their dividend remained static, hurting theremll return. An unusually high dividend yield da@ a

precursor to a dividend reduction or eliminatiomeQvay to evaluate the sustainability of a compsuayidend is
to calculate a company’s payout ratio (dividendsd#id by net income). A high or rising dividendioatan be a
red flag. These yield traps can turn into disaststhe company may reduce or eliminate its dndde

Dividend Paying Stocks are Not a Substitute for Bonds. Bond investors have experienced an unprecedented
bull market in the last 10 years. Realistic bongestors recognize, when the 10-year Treasury Begdelding
less than 2%, the bull market is about to endréieoto replace or enhance the yields they desggna¢ed, many
bond investors have shifted some or all of themdbmvestments into dividend paying stocks without
understanding the tradeoff they have made.

Unfortunately, a 2% dividend yield is very diffetehan a 2% yield on a bond. While non-dividendipgystocks
have exhibited higher risk than dividend payingks) dividend paying stocks have exhibited higiek than
bonds. Furthermore, bonds generate interest tlggnisrally subject to income taxes. Remember:nbtsvhat
you make, but what you keep.
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