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Abstract

V

the mathematics of compound
investing makes larger investment
losses even more costly and harder
to recoup. If an investment program
loses 10 percent of its total market
value, it needs an 11-percent return
to get back to even. A 20-percent loss
requires a 25-percent increase to get
back to square one. During each of
the two previous bear markets (the
first starting in early 2000 and lasting
through the end of 2002, and the
second lasting from October 9, 2007,
through March 9, 2009), the S&P 500
declined by 55 percent. This required

Introduction

“

olatility in asset returns acts as
a drag on annualized average
performance and ending
wealth values. Investment strategies
that seek to simultaneously reduce
volatility and earn excess returns offer
the opportunity to improve the returnrisk ratio and the decision framework
of institutional investors. Reducedvolatility equity strategies utilizing
dividend-growth in the stock selection
process are shown to have historically
provided a boost to risk-adjusted
performance.

Most institutional investment committees meet three to four times per year
to review markets and investment performance. These committees typically
will review their asset mix and compare
current to target allocations. While the
investment horizons for these institutional investments are long-term, allocation decisions and potential changes
to an investment program are subject to
much shorter-term scrutiny.
Market volatility makes life difficult
for members of these investment
committees in several ways. First,

through the end of December 2012
the S&P 500 was still 9 percent off of
its recent peak (October 9, 2007).
Impact of Risk on Returns
Greater volatility (as measured by the
standard deviation of returns) reduces
the ending wealth value of investments
and drives a wedge between the annual average return and the geometric
or compounded annual return to an
investment. This is evident in the following comparison of three alternative investments (A, B, and C) over
a twenty-year period (see table 1).

Compar ing two investments with the same

average annual retur n of 8 percent but with
diff erent annual standard deviations (10 percent
and 20 percent), one finds dramatic deviations
in ending wealth values.
a 122-percent increase following the
loss to bring the S&P 500 back to the
same level. While the S&P 500 did
make it back more than 122 percent
following the first bear market,

”

Investment A produces an 8-percent
average (arithmetic) annual return
with a 10-percent standard deviation.
Investment B also earns an 8-percent
average return, but with double the
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TABLE 1: COMPARATIVE EFFECTS OF RISK ON RETURNS
Percent (%)
Year

Investment A
Annual Return

Investment B
Annual Return

Investment C
Annual Return

1

–6.0

–20.0

–7.0

2

12.0

16.0

11.0

3

10.0

12.0

9.0

4

–7.0

–22.0

–8.0

5

14.0

20.0

13.0

6

15.0

22.0

14.0

7

8.0

8.0

7.0

8

13.0

18.0

12.0

9

18.0

28.0

17.0

10

3.0

–2.0

2.0

11

10.0

12.0

9.0

12

6.0

4.0

5.0

13

–12.0

–32.0

–13.0

14

18.0

28.0

17.0

15

–10.0

–28.0

–11.0

16

21.0

34.0

20.0

17

23.0

38.0

22.0

18

7.0

6.0

6.0

19

5.0

2.0

4.0

20

12.0

16.0

11.0

8.0

8.0

7.0

Standard Deviation of
Annual Return

10.1

20.1

10.1

Geometric Annualized
Return

7.5

6.0

6.5

Average Annual
Return

Value of $1 Million
Invested at End of 20
Years

$4,273,985

$3,212,138

$3,542,465

Source: Twin Capital

volatility (20-percent standard deviation). Investment C has Investment
A’s lower volatility, and actually gives
up some return (1 percent) to achieve
that lower volatility. Investment B represents a mean-preserving, variancechanging transformation of Investment A while Investment C represents
a mean-changing, variance-preserving
transformation of Investment A.1
As an approximation, the geometric
or compounded annual return can be
calculated by subtracting one-half of
the variance of returns (the standard
deviation of returns raised to the second
power) from the annual average return.
Comparing two investments with the

same average annual return of 8 percent
but with different annual standard
deviations (10 percent and 20 percent),
one finds dramatic deviations in ending
wealth values. The compounded annual
return is 7.5 percent [0.08 – 0.5 × (0.10)2]
for Investment A while it is only
6 percent [0.08 – 0.5 × (0.20)2] for
Investment B, due to B’s higher volatility.
Over a twenty-year period, a $1-million
investment in the more-risky strategy
would generate an ending market value
of $3.2 million, whereas a $1-million
investment in the less-risky strategy
would produce an ending twenty-year
value of $4.2 million. So over the twenty
years, the extra 10-percent volatility

for the same average return would cost
$1 million, the amount of the original
investment.
In fact, comparing Investment B to
C we see that even if we give up 1 percent of annual average return to reduce
the annual standard deviation, we are
still better off in terms of terminal
wealth value ($3.5 million compared
to $3.2 million). Focusing on reducing
volatility, even at the cost of lowering
average annual return, could improve
the final wealth level for investors.2
Stock Return Volatility Evident on a
Monthly and Daily Basis
Standard deviation measures the
spread around the average return. The
average return to the stock market over
the long term is positive. From 1897
through 2012, the Dow 30 Industrials
Index (price-only) was up in 76 of the
116 years, or 66 percent of the time.
For this period, the annualized (priceonly) return to the Dow 30 Industrials
has been 5.1 percent and its standard
deviation of annual returns has been
21.5 percent. What makes it difficult
for investment committee members
is that they typically meet every three
to six months and while the market
is up two out of every three years (on
average), it experiences significant
declines during most years, as shown
in figure 1.
Figure 1 provides the annual priceonly return to the Dow 30 Industrials
(DJIA) for the past 116 years and the
intra-year decline using monthly data.
We define the intra-year decline as
the maximum decline in the DJIA for
up to a six-month period, because
this is typically the longest stretch of
time between investment committee
meetings. While the simple average
of annual returns to the DJIA since
1897 has been 7.4 percent, the average
intra-year decline (of six months or
less) is 12.4 percent. That means that,
on average, an investor could expect
the DJIA to decline by more than 12
percent during each year even though,
on average, it ends positively.
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FIGURE 1: DOW 30 INDUSTRIALS LONG-TERM RETURNS
Annual Returns & Intra-Year Declines: Dow 30 Industrials
1897–2012
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FIGURE 2: NYSE COMPOSITE RETURNS
Annual Returns & Intra-Year Declines: NYSE Composite
1966–2012
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Applying this intra-year decline
analysis on a daily basis to a much
broader index of stocks (the NYSE)
yields similar results. Figure 2 provides
the annual (price-only) return to the
NYSE using daily returns and the
maximum intra-year decline (covering
126 days or less) from January 1966
through December 2012. The NYSE
has advanced in thirty-three of the
forty-seven calendar years since 1966,
or roughly seven out of every ten years.
It has produced an average annualized
(price-only) return of 6.1 percent
with a standard deviation of annual
returns equal to 16.6 percent. Most
importantly, it has generated an average
of the largest intra-year declines of
14.8 percent. So it is reasonable for
an investment committee member to
see that a portion of the total portfolio
(U.S. domestic equities) declines by
almost 15 percent at some point during
a typical calendar year.
Having bigger intra-year declines
makes it difficult for investment
committees to compare current to
target asset allocations and evaluate the
investment program, and it also reduces
the ending wealth of the investments by
raising overall volatility.
Unfortunately, daily volatility spiked
during the financial crisis. Table 2 provides the twenty biggest daily returns
and the twenty worst daily returns
to the NYSE from January 3, 1966,
through December 31, 2012. Of these
forty extreme days for the stock market,
twenty-nine occurred since the Lehman
Brothers bankruptcy in mid-September
2008. Unfortunately, extreme daily
returns did not stop in 2008. In fact,
four of the twenty-one trading days
in August 2011 made the top-twenty/
bottom-twenty list.
Extreme daily returns increase
volatility of returns and reduce ending
wealth values, and they also make it
more difficult to implement allocation
changes over a short period of time.
Moving money from another asset
class into or out of U.S. stocks on
one of these extreme return days can

Intra-Year Decline

Sources: FactSet and Twin Capital

generate a large gain or loss depending
on the direction of the market and
cash flow.
So what is an institutional investor
supposed to do? It’s fairly simple
in theory: Reduce volatility of
investments without dramatically
lowering the average annual return.
This will increase the ending wealth
value of the investment program.
But at the same time, institutional
investors still have a required rate

of return that requires more-risky
(equity) exposures. If you must invest
in U.S. equities, the only way to reduce
overall volatility is to invest in lessvolatile or more-defensive equities
compared to the overall stock market.
The Low-Volatility Returns Effect
In addition to the notion of lowering
volatility to increase ending wealth
values, recent research has suggested
that there is a low-volatility anomaly.
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TABLE 2: EXTREME DAYS ANALYSIS
NYSE Composite Index—Daily Performance (Dividends Omitted), January 1966–December 2012
Best Days

Worst Days

Rank

Date

Level

Rank

Date

Level

1

13-Oct-2008

6401.0

Change (%)
12.2

1

19-Oct-1987

1360.0

Change (%)
–19.2

2

28-Oct-2008

5733.4

10.3

2

15-Oct-2008

5760.0

–9.7

3

21-Oct-1987

1533.4

9.0

3

1-Dec-2008

5092.7

–9.0

4

13-Nov-2008

5715.8

7.4

4

29-Sep-2008

7204.0

–8.7

5

23-Mar-2009

5185.9

7.3

5

26-Oct-1987

1352.2

–8.1

6

24-Nov-2008

5313.8

7.1

6

9-Oct-2008

5810.0

–7.9

7

21-Nov-2008

4959.8

6.6

7

20-Nov-2008

4651.2

–7.2

8

10-Mar-2009

4499.4

6.5

8

8-Aug-2011

6896.0

–7.1

9

20-Oct-2008

6287.6

5.7

9

22-Oct-2008

5630.5

–7.0

10

16-Dec-2008

5805.0

5.6

10

19-Nov-2008

5012.0

–6.6

11

24-Jul-2002

4791.5

5.3

11

27-Oct-1997

4897.9

–6.6

12

19-Sep-2008

8187.1

5.3

12

31-Aug-1998

5081.7

–6.2

13

9-Aug-2011

7258.0

5.3

13

20-Jan-2009

5058.1

–6.1

14

27-May-1970

419.3

5.2

14

8-Jan-1988

1448.9

–6.1

15

29-Jul-2002

5125.2

t5.2

15

13-Oct-1989

1962.1

–5.8

16

10-May-2010

7257.6

4.9

16

6-Nov-2008

5667.4

–5.7

17

16-Mar-2000

6708.4

4.9

17

12-Nov-2008

5320.7

–5.6

18

4-Nov-2008

6345.1

4.8

18

2-Mar-2009

4361.0

–5.5

19

30-Nov-2011

7484.5

4.7

19

7-Oct-2008

6388.4

–5.4

20

11-Aug-2011

7257.6

4.6

20

4-Aug-2011

7428.4

–5.4

Red = All occurrences since September 2008. Blue = All occurrences in October 1987.
Sources: Twin Capital and FactSet

Baker et al. (2011) said, “Contrary to
basic finance principles, high-beta
and high-volatility stocks have long
underperformed low-beta and lowvolatility stocks.” The authors argue
that the low-volatility anomaly can
be attributed partly to the fact that
institutional investors’ typical mandate
is to outperform a fixed benchmark,
which in turn discourages arbitrage
activity in both high-alpha, low-beta
stocks and low-alpha, high-beta stocks.
Baker et al. (2011) claim that irrational
investors happily overpay for high risk
and shun low risk and that investment
managers generally are not incentivized
to exploit this mispricing because a lowrisk portfolio has tracking error that
is too high relative to the benchmark
portfolio.
The low-volatility anomaly is
not just evident in the U.S. market.
In an international study of relative

performance, Baker and Haugen
(2012) found that low-risk stocks
outperformed high-risk stocks across
twenty-one countries over the past
twenty years. While Baker et al. (2011)
attribute the low-volatility anomaly
to fixed benchmarks as a limit to
arbitrage, many other researchers have
attempted to explain the excess returns
to lower-volatility stocks on the basis
of behavioral elements. One such
argument is that mutual fund investors
tend to chase returns over time and
across funds due to an extrapolation
bias. This forces fund managers to care
more about outperforming during
bull markets than underperforming
during bear markets, thereby increasing
demand for high-beta stocks and
reducing their required returns
(Karceski 2002). Whether the reasons
for this anomaly are behavioral and/or
related to arbitrage, the case for buying

less-volatile stocks in the hopes of
outperforming the market is evident.
Defensive Stocks via
Dividend Growth
There are a number of ways of focusing
on more defensive, less-volatile stocks.
An investor could focus on lower-beta
stocks that move less than the market
or on stocks with lower historical standard deviations. One problem with
these approaches is that beta and volatility of stocks change over time. For
example, at the end of December 2012,
the beta of the S&P 500 Value Index
was 1.05. Before the financial crisis in
2008, the beta of the S&P 500 Value
Index typically was below 1.0 while
the S&P 500 Growth Index exhibited a
beta above 1.0. Value stocks used to be
considered more defensive due to their
lower beta. Now the S&P Growth Index
has a beta less than 1.0. Does that mean
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“

S p e c i f i c a l ly, o u r re s e a rc h i n d i c a t e s t h a t

c o m p a n i e s t h a t h ave ex h i b i t e d c o n s i s t e n t
g row t h i n t h e i r c a s h d iv i d e n d p ay m e n t s
ove r t i m e a re l e s s vo l a t i l e c o m p a re d t o
c o m p a n i e s t h a t a re l e s s c o n s i s t e n t i n
d e l ive r i n g d iv i d e n d - g row t h a n d s i g n i f i c a n t ly
l e s s r i s ky c o m p a re d t o c o m p a n i e s t h a t d o
n o t p ay d iv i d e n d s .

”

that growth stocks are now less risky
than value stocks?
Minimum-variance portfolios
represent one approach to generating
less-volatile equity returns.3 While
focusing on finding optimal portfolios
with the lowest level of volatility of
returns, beta is lowered significantly
(typically in the 0.6 to 0.7 range for
long-only minimum-variance strategies) with no notion of alpha or valueadded at the stock level. While these
long-only portfolios are optimized to
have the lowest standard deviations,
the lack of some source of fundamental valuation (or reason for less
variability in returns) leaves room for
improvement in alpha. If these improvements in alpha more than offset
the cost of having slightly higher than
minimum variance in returns, it would
be a more profitable and still lessvolatile approach than investing in a
market index fund.
One approach to isolate stocks
with less return variability is to focus
on those stocks that have consistently
grown their dividends. Companies
that have consistently grown their cash
dividend payments over a long period
of time also have demonstrated less
earnings variability and more consistent
(though not necessarily high) earnings
growth. As a result, these stocks tend to
have less-volatile price movements.
Before Standard & Poor’s and
Russell created the first style indexes
in the early 1990s, investors tended to

distinguish between value and growth
stocks by looking at a firm’s price/book
(P/B) ratio, price/earnings (P/E) ratio,
or dividend yield. Growth firms tended
to have high P/B and P/E ratios with no
dividend payments. Value firms tended
to pay dividends and have lower P/B
and P/E multiples. Considering how
both S&P and Russell have gone from
single-rule classifications of valuegrowth stocks to multiple-factor and
multiple-classification schemes, it is no
surprise to find that style investing can
be misleading. However, investors can
distinguish riskiness between dividendgrowing stocks and non-dividend
payers as well as dividend payers that do
not exhibit growth.

Specifically, our research indicates
that companies that have exhibited
consistent growth in their cash
dividend payments over time are
less volatile compared to companies
that are less consistent in delivering
dividend-growth and significantly less
risky compared to companies that do
not pay dividends.
Dividend History and Controversy
Of the 500 constituents in the S&P 500
Index, as of December 2012, 404 pay
investors a dividend. This number is
up from 393 at year-end 2011. From a
corporate finance perspective, whether
or not a company should issue a dividend always has been somewhat of an
academic controversy. A company must
look at dividends from the perspective
of its potential investors. Capital gains
are deferred until a stock is sold, but
before the Bush tax cuts of 2001,
dividends had been taxed as ordinary
income upon distribution. This “tax effect” of dividends is the predominant
reason investors shy away from holding
equity in dividend-paying companies.
On the other hand, investors often
appreciate some form of steady income,
leading them to invest in companies
with high dividend yields. Ross et al.
(2002) noted that when it comes to

TABLE 3: COMPONENTS OF S&P 500 RETURN
Annualized Returns

Period

S&P 500
Total Return

S&P 500
Price-Only
Return

S&P 500
Income Return

Percent of
Income Portion
of Total

1926–1929

19.2

13.9

5.3

28%

1930–1939

–0.1

–5.3

5.2

100%

1940–1949

9.2

3.0

6.2

67%

1950–1959

19.4

13.6

5.8

30%

1960–1969

7.8

4.4

3.4

44%

1970–1979

5.9

1.6

4.3

73%

1980–1989

17.6

12.6

5.0

28%

1990–1999

18.2

15.3

2.9

16%

2000–2009

–0.9

–2.7

1.8

100%

2010–2011

8.2

6.0

2.2

26%

1926–2011

9.8

5.5

4.3

44%

Sources: Ibbotson SBBI (2004) and Twin Capital
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FIGURE 3: COMPARATIVE YIELDS OF U.S. STOCKS AND TREASURY BONDS
April 1953–December 2012
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FIGURE 4: CONSISTENT DIVIDEND GROWERS LESS RISKY
3-year Rolling Annualized Standard Deviation Of Returns
January 1981–December 2012
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Dividends’ Importance Has
Changed Over Time
Over the eighty-six year period from
1926–2011, investors’ income from dividends represents more than 40 percent
of the S&P 500’s annualized total return
(see table 3). However, the extent of
importance has changed somewhat over
time with economic factors and market cycles. Most investors’ interest in
dividends has varied over time, largely
paralleling the fluctuation in dividends’
return as a percentage of the S&P 500’s
total income. In decades where the S&P
500 has achieved a large positive return,
the importance of dividends diminished.

For example, during the strong upmarket decades of the 1950s, 1980s, and
1990s, the percentage that dividends
represented of the S&P 500 total return was at its smallest. But in the two
decades in which the S&P 500 price
declined (1930s and the first decade of
the new millennium), dividend income
accounted for 100 percent of the S&P
500 total return.
From an investor’s perspective,
with yields on Treasury securities (see
figure 3) and other fixed-income assets
still so low, dividend-paying stocks
have become more attractive. Not
since the late 1950s have investors

© 2013 Investment Management Consultants Association Inc. Reprinted with permission. All rights reserved.
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The Case for Dividends
So why do a majority of the S&P 500
companies decide to pay dividends?
Back in 1956, Linter wrote a seminal
article on dividend policy that included
management interviews with twentyeight companies and found that “firms
followed a fairly stable dividend policy
that could be characterized by a longterm dividend payout ratio which would
be approached through time as managers would look to avoid sudden and
large changes in their payout policy.”
Further, a case study found that Linter’s
results applied to the broader market
(Gerber 1988). Through a comprehensive research review that included a
cross-section regression study on the
determinants of dividend policy along
with interviews with corporate executives of eleven large dividend-paying
firms, Gerber (1988) concluded that
“many different approaches to the determination of the effect of dividend policy
on stock prices and returns jointly seem
to indicate that market price reflects
an investor’s preference for dividends
which at least in considerable part offsets the negative personal tax effect of
dividend payout.”4 Friend (1986) studied
dividends from a corporate and investor
standpoint and concluded that his data
“support[ed] the notion that there is a
market preference for dividend income.”

1965
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0

1953

a company’s dividend decision, “unfortunately, no empirical work has
determined which of these two factors
dominates.” They warned of an additional corporate downside to dividends
in that cutting an established dividend
likely will lead to a drop in a stock’s
price. But, they also cited additional
benefits including the increase in stock
price that usually accompanies an announcement of a new or increased
dividend and a dividend’s ability to affirm positive company results. Because
of the countering reasons to pay and to
not pay a dividend, Ross et al. (2002)
surmised that “much empirical evidence and logic suggests that dividend
policy does not matter.”
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generated more income from dividends
on the S&P 500 Index compared to
the five-year Treasury-bond yield.
While some investors were concerned
in late 2012 that the preferential tax
treatment on dividends would vanish,
their preference for dividend income
increased at the margin with the fiscal
cliff agreement. As a result of the lastminute budget deal at the beginning of
2013, households earning more than
$450,000 a year, or $400,000 for a single
person, will be taxed on dividends and
capital gains at a 23.8-percent rate, up
from the previous 15 percent. While
these households will pay a higher
tax rate on dividends in 2013, it is
considered a bonus compared with the
new top ordinary income tax rate of
39.6 percent.
Many formidable companies such
as Cisco and Wellpoint have initiated
dividends recently. It took the passing of
Steve Jobs and a tremendously large cash
stockpile in 2012 for Apple to announce
its first cash dividend since 1995. In
fact, the amount of cash that has been
stockpiled by nonfinancial companies
has drawn a lot of attention recently.
Profits have been strong but firms have
been reluctant to fund new capital
expenditures. According to Capital
Economics, United States Economic
Focus on April 4, 2012, corporate cash
reserves rose from $42 billion at the end
of the recession in mid-2009 to $672
billion at the end of 2011. As a share of
all nonfinancial corporate assets, cash is
at a forty-year high of 2.2 percent while
liquid assets are at a near fifty-year high
of 7.5 percent.
Companies can spend stockpiled
liquid assets several ways other
than increasing dividend payments.
They can undertake new capital
expenditures, repurchase shares, or
make acquisitions. If firms cannot find
these alternatives very productive,
they may consider increasing
dividends. Given the historically low
levels of interest rates and increased
cash, many companies increased
their regular dividend payments in

TABLE 4: ANNUAL EXCESS RETURNS RELATIVE TO S&P 500 STOCKS
Year

Consistent Dividend
Growers Stocks

Other DividendPaying Stocks

Non-DividendPaying Stocks

1981

–3.29

5.53

–7.33

1982

–2.65

0.63

10.93

1983

–0.74

1.28

7.42

1984

2.26

–0.67

–16.98

1985

1.12

0.09

–9.99

1986

3.71

1.37

–18.78

1987

–1.99

0.98

6.97

1988

–0.28

–0.21

–0.56

1989

5.20

–2.68

–7.37

1990

4.12

–1.41

–19.21

1991

7.81

–9.17

1.43

1992

–4.05

4.73

9.43

1993

–7.22

7.56

7.08

1994

0.88

–1.05

1.03

1995

3.69

–3.42

–5.06

1996

–0.61

1.67

–5.87

1997

4.96

–7.09

–3.95

1998

–3.76

–5.98

30.42

1999

–11.42

–9.87

57.09

2000

21.64

1.19

–26.38

2001

4.61

1.65

–12.92

2002

5.38

0.76

–13.77

2003

–4.35

–0.18

17.19

2004

–2.08

2.74

0.88

2005

–2.03

4.72

–3.85

2006

2.01

–0.19

–6.62

2007

–2.63

1.18

3.13

2008

6.62

–5.75

–3.90

2009

–12.64

4.77

25.73

2010

–0.03

–0.37

2.18

2011

8.85

–5.66

–8.82

2012

–5.69

1.18

8.10

Red = Best performing group
Source: Twin Capital

2012. In anticipation of the Bush
tax cuts expiring at the end of 2012,
some corporations even provided
shareholders with a special or one-off
dividend payment in 2012. But as our
research indicates, not all dividend
payments are treated the same.
Distinguishing Among
Dividend-Paying Stocks
Our research study focused on dividing
the historical S&P 500 into the following three distinct groups:
1. Companies that are consistent
dividend growers

2. Companies that pay dividends but
are not consistent growers
3. Companies that do not pay dividends
To be included in the subset of
consistent dividend growers, a stock’s
dividend history must exhibit consistent growth in dollars of payments over
a ten-year horizon with no dividend
cuts at the sampled intervals. Furthermore, the company’s indicated annual
dividend must be less than recent
reported trailing twelve-month operating earnings and the twelve-month
forward consensus analyst earnings
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estimate (i.e., the company must have
the ability to pay the current dividend
rate). If a dividend-paying company
does not meet all the criteria (i.e., consistent dollar growth and an ability to
pay the dividends at the current rate),
it is placed in the second category
(dividend payers but not consistent
growers).5 The list of consistent dividend growers is a custom collection
of companies with a rising dividend
stream thought to be less at-risk than
the stream from typical dividendpaying stocks.
In our analysis, all S&P 500 stocks
are assigned to one of these three
groups on a quarterly basis starting at
the end of December 1980 (dividend
history starting in 1971). Monthly
returns for the three portfolio groups
are calculated starting in January 1981
and cumulated for an annual calendar
return.6 The excess returns (relative to
S&P 500) for these three groups are
provided in table 4.
Over the most recent full thirtytwo calendar years (1981–2012), the
consistent dividend growers have
produced the largest return above the
S&P 500 fourteen times while nondividend-paying stocks have generated
the largest excess return relative to the
market twelve times. Other dividendpaying stocks (but not consistent
growers) have produced the highest
excess return six times. In 2012, the nondividend-paying stocks were the leaders
following strong performance from the
consistent dividend growers in 2011.
While historical returns are no
certain indicator of future returns, it is
clear that over the complete 384 months
of analysis, the portfolio of consistent
dividend growers is the only one of
the three groups that outperformed
the S&P 500, as table 5 indicates.
Not only did this group generate the
highest compound annual return, it
also exhibited the lowest standard
deviation of returns over the long term
as well as all sub-periods studied. Our
results are significant in that focusing
on the subset of stocks in the market

TABLE 5: COMPARATIVE PERFORMANCE
Consistent
Dividend
Growers
Stocks

Other
DividendPaying
Stocks

NonDividendPaying
Stocks

11.39

10.23

9.12

10.63

14.13

16.24

23.38

15.26

0.81

0.63

0.39

0.70

Jan-2012–Dec-2012 (1Y)

10.49

17.36

24.29

16.18

Jan-2010–Dec-2012 (3Y)

12.02

8.97

10.66

10.81

Jan-2008–Dec-2012 (5Y)

2.40

–0.32

4.27

1.86

Jan-2003–Dec 2012 (10Y)

6.60

6.84

9.17

7.18

Jan-2012–Dec-2012 (1Y)

7.36

12.28

15.05

10.45

Jan-2010–Dec-2012 (3Y)

12.09

18.20

17.48

15.28

Jan-2008–Dec-2012 (5Y)

15.72

22.30

21.65

18.85

Jan-2003–Dec 2012 (10Y)

12.38

17.11

17.99

14.63

1.43

1.41

1.61

1.55

Annualized Return (%)
Jan-1981–Dec-2012

Annualized Risk (%)
Jan-1981–Dec-2012
Return/Risk Ratio

Annualized Returns (%)

Annualized Risks (%)

Return/Risk Ratios
Jan-2012–Dec-2012 (1Y)
Jan-2010–Dec-2012 (3Y)

0.99

0.49

0.61

0.71

Jan-2008–Dec-2012 (5Y)

0.15

–0.01

0.20

0.10

Jan-2003–Dec 2012 (10Y)

0.53

0.40

0.51

0.49

Source: Twin Capital

that have consistently paid and grown
their dividends produces positive alpha
(relative to the market) and much lower
standard deviation over the long-term.
Consistent dividend growers will
not necessarily be the least-volatile
stocks in the S&P 500, but they are
consistently less risky compared to the
group of non-dividend-paying stocks.
As indicated in figure 4, the three-year
rolling annualized standard deviation
of (monthly) returns for the consistent
dividend growers is always less than the
corresponding risk measure for nondividend-paying stocks.
One reason that the portfolio of
consistent dividend growers produces
a higher long-term ratio of return per
unit of risk relative to the two other
portfolio groups and to the market
overall is that these companies produce an earnings stream that is less
volatile compared to their peers. If
these companies did not produce

consistent earnings over time, they
likely would not meet the criteria to be
included in the consistent dividendgrowth subset.
An advantage of focusing on dividend
growth to build a more defensive portfolio compared to a minimum-variance
approach is that the sector composition
can be much more dynamic. Figure 5
and figure 6 provide the Standard and
Poor’s Global Industry Classification
Standard (GICS) sector weights of the
portfolio of consistent dividend growers
and the S&P 500, respectively.
As indicated in figure 5, before the
financial crisis in 2008 many financial
companies exhibited consistent dividend growth but, as a result of cutting
their dividends, financial companies
now make up a much-smaller portion of the consistent dividend growers portfolio compared to the overall
market. Using a minimum-variance
approach, the weight of financial stocks
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Conclusions
The mathematics of investment compounding makes it difficult to offset
significant losses and as a result, risk
matters. Lowering a portfolio’s standard deviation of returns will move the
compounded annual return up, closer
to the average annual return. In light of
heightened market volatility (that began

FIGURE 5: CONSISTENT DIVIDEND GROWERS: SECTOR COMPOSITION
Consistent Dividend Growers—Sector Capitalization Weights
Derived GICS Scheme
January 1981–December 2012
100%
Utilities
90%

Telecommunication
Services

80%

Materials

Percent (stacked)

70%

Information Technology

60%

Industrials

50%

Health Care

40%

Financials

30%

Energy

20%

Consumer Staples

10%

Consumer Discretionary
2011

2009

2007
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1987
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Sources: Twin Capital and Ford Equity Research

FIGURE 6: S&P 500 CONSTITUENTS: SECTOR COMPOSITION
S&P 500—Sector Capitalization Weights
Derived GICS Scheme
January 1981–December 2012
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also would decline as those stocks
became more risky, but the response
would be much slower compared to
the changes in the consistent dividendgrowth portfolio resulting from an immediate dividend cut.
Another interesting feature of the
companies in the collection of consistent dividend growers is that they
display characteristics of both value
and growth stocks. The P/E ratio of
consistent dividend growers tends to
be slightly lower than the market’s
multiple, but its P/B ratio tends to be
market-like or higher than the market’s
ratio. From an earnings perspective,
the consistent dividend growers are
likely to be cheap, but from a book
value perspective they can be viewed
as slightly expensive or more growthoriented.
As demonstrated in figures 5 and 6,
the sector composition of the consistent
dividend growers can vary significantly
over time and differs dramatically from
the sector exposures of the S&P 500. As
a result, a portfolio of consistent dividend growers has a high tracking error
relative to the S&P 500 as it places more
weight in less-volatile sectors.
These less-volatile companies do
not keep pace with the S&P 500 when
the market is rising significantly, but
they do provide significant downsideprotection (see figure 7). A portfolio of
consistent dividend growers historically
has captured 89 percent of the market’s
upside return and 84 percent of the
downside return. Over 384 months
(January 1981–December 2012) the collection of consistent dividend growers
has outpaced the S&P 500 Index by 0.80
percent annually.

Sources: Twin Capital and Ford Equity Research

during the Internet bubble of the late
1990s and increased substantially as a
result of the financial crisis in 2008), the
need to reduce portfolio risk becomes
even more paramount.
Given that most institutional investment programs have some core
exposure to large-cap, domestic stocks,
it may make sense to move a portion
of this core exposure (which may be
managed passively rather than actively)
into a less-volatile, dividend-growingbased strategy. Our research indicates

that companies meeting several screens
on dividend growth and ability to pay
produce less-volatile portfolio returns
compared to the market and also outperform the broader market over the
long term. This sort of defensive equity
strategy should be of interest to any
institutional investment committee,
as long as committee members are
willing to accept the higher tracking
error inherent in an overall lower-risk
strategy.
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FIGURE 7: RETURNS IN UP AND DOWN MARKETS

States Economic Focus (April 4). http://

January 1981–December 2012

us-economics-focus/could-a-surge-in-

Annualized Average Return (%)

60

www.capitaleconomics.com/us-economics/
dividends-boost-the-economy.html.
Clarke, Roger, Harinda de Silva, and Stephen

40

Thorley. 2006. Minimum-Variance
Portfolios in the U.S. Equity Market.

20

Journal of Portfolio Management 33, no. 1
(fall): 10–24.

0

Friend, Irwin. 1986. Some Comments on
Dividend Policy. Presentation to Southern

–2 0

Methodist University (May). Dallas, Texas.
Gerber, Geoffrey. 1988. An Investigation of the

–4 0

All
Months (384)

S&P 500 Index Up
Months (243)

Consistent Dividend Grower

S&P 500 Index Down
Months (141)

S&P 500 Index

Determinants of Dividend Policy and the
Effects of Dividends on Stock Returns. PhD
dissertation. University of Pennsylvania.
ProQuest Digital Dissertation, Publication

Source: Twin Capital

No. AAT8816173.
Karceski, Jason. 2002. Returns-Chasing

Ge off r e y G e rb e r, Ph D , i s th e fo un d e r
and pr e side n t o f Tw in C ap i t al
Managem e n t , In c . C o n t a ct him a t
g e off@t w in c ap i t al . co m .

4

See Gerber (1988), p. 3, 5, 7–8, 26.

Behavior, Mutual Funds, and Beta’s Death.

5

Our research included testing different

Journal of Financial and Quantitative

periodicities to measure dividend growth
with and without the ability-to-pay criteria.

Acknowledgments
The author would like to express deep
appreciation to Pasquale Rocco for
his contribution to the key ideas and
write-up of this paper. The author also
would like to thank Jessica Gerber and
Jeffrey Jaffe for their helpful input and
discussions. The paper also benefits
from many valuable comments from
the anonymous reviewers. The author is
responsible for all remaining errors.

ing subsets and their resulting performance.
The S&P 500 Index is a float-capitalizationweighted representative measure of leading

Jeffrey Jaffe. 2002. Corporate Finance. New
York: McGraw-Hill Irwin.

growers, the other dividend-paying, and the
non-dividend-paying portfolios are constructed and maintained as hypothetical portfolios
and are not publicly available indexes. Stock
weights reflect market capitalization. Overly

“Hypothetical returns and performance” section in the disclosures to this article.

References

from each calendar year’s return to reduce

Baker, Malcolm, Brendan Bradley, and Jeffrey

the annual average return to 7 percent and

Wurgler. 2011. Benchmarks as Limits to

preserves the 10-percent standard deviation.

Arbitrage: Understanding the Low-Volatility

If we subtract 1.5 percent from Invest-

Anomaly. Financial Analysts Journal 67,

10.1-percent standard deviation, Investment

no. 1 (spring): 40–54.
Baker, Nardin, and Robert Haugen. 2012.

A would generate the same ending value

Low Risk Stocks Outperform within All

($3.2 million) at the end of twenty years as

Observable Markets of the World.

Investment B.

LowVolatilityStocks.com.

The seminal article on minimum-variance
portfolios is Clarke et al. (2006).

Associates.
Ross, Stephen, Randolph Westerfield, and

by Standard & Poor’s. The consistent dividend

standard deviation and preserves the

ment A’s annual return and maintain the

Review 56, no 3 (May): 97–113.
SBBI Yearbook. 2004. Chicago: Ibbotson

large-cap companies created and maintained

diversification purposes. Please refer to the

transformation (C) subtracts 1 percent

3

Earnings and Taxes. American Economic

The first transformation (B) doubles the
8-percent arithmetic mean and the second

2

Corporations among Dividends, Retained

impact the number of stocks and the sector

large weights are capped at a threshold for

Endnotes
1

Changing these parameters can dramatically
composition between the two dividend-pay6

Analysis 37, no. 4 (December): 559–594.
Linter, John. 1956. Distribution of Incomes of

Capital Economics. 2012. Could a Surge in
Dividends Boost the Economy? United

Disclosure: Any strategies discussed in
this paper are strictly for illustrative and
educational purposes and are not to be
construed as an endorsement, recommendation, or solicitation to buy or sell
securities nor as a solicitation or any
offer to buy shares or interests in any
investment fund. The information is not
intended to provide investment advice.
Past performance is no guarantee of future results. There are risks
involved with investing, including possible loss of principal. Risk controls, asset allocation models, and proprietary
technology do not promise any level of
performance or guarantee against loss
of principal. The information included
in this paper has been taken from trade

© 2013 Investment Management Consultants Association Inc. Reprinted with permission. All rights reserved.

10

T h e J o u rnal o f

Investment Consulting

A S S E T A L L O C AT I O N

and other sources considered reliable.
No representation is made that this
information is complete and should not
be relied upon as such. Any opinions
expressed in this publication reflect the
author’s judgment at this date and are
subject to change without notice.
Hypothetical returns and performance. The performance presented for
the consistent dividend growers, other
dividend-paying and non-dividendpaying groupings of stocks, and other
custom benchmarks is calculated by
TWIN Capital Management Inc. and
is hypothetical. Interested parties are
advised to consider a number of important factors when reviewing this type of
back-tested information. The reported

performance was derived from the
retroactive application of sets of rules
with the benefit of hindsight. There are
inherent limitations with this type of
data (e.g., performance results do not
represent actual trading) and results are
sensitive to the period of analysis chosen.
The trading strategies were not offered
throughout the entire periods presented
and different economic conditions might
have impacted the advisor’s decisionmaking when using the rules to manage
actual client accounts. While the sets of
rules have been applied consistently to
generate the latest results, these rules
and associated trading strategies have
evolved over time. The performance
presented does not reflect the deduction

of advisory fees, brokerage or other commissions, mutual fund exchange fees,
and other expenses a client would have
paid. Interested parties are reminded of
the potential for loss as well as profit.
The performance data provided
in Tables 1, 4, and 5 and Figures 4
and 7 does not include the impact of
investment management fees. To illustrate
an example, the effect of investment
management fees on the total value of a
client’s portfolio assuming (a) quarterly fee
assessment, (b) $1,000,000 investment,
(c) portfolio return of 8 percent a year, and
(d) 1-percent annual investment advisory
fee would be $10,416 in the first year, and
cumulative effects of $59,816 over five
years and $143,430 over ten years.
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