

















EXHIBIT 8

Annualized Growth in Dividends Before Rebalance in the First Five

Years, 1963-2010

growth advantage of the growth stocks is
offset by the yield drop from rebalancing
the portfolio into new high fliers. The only
exception is 1979-1994 when the growth

in income of the value portfolio underper-

First Year Second Year Third Year Fourth Year Fifth Year
Value 4.55% 5.14% 5.01% 4.84%
Market 6.85% 6.62% 6.62% 6.38%
Growth 11.24% 9.92% 9.57% 9.54%

5410,  forms the growth portfolio by only 67 bps.
6.61%  Because this advantage for growth is smaller
8.13%  than the yield advantage of the value port-

riods, we split the original sample into three shorter
16-year samples: 1963-1978, 1979-1994, and 1995-
2010. Exhibit 9 reports that the value portfolio outper-
forms the growth portfolio in all three subperiods. In
the three 16-year spans, the value portfolio outperforms
the growth portfolio by 3.15%, 2.31%, and 2.90% per
year, respectively. In terms of valuation levels, all three
portfolios show a negative return in the first 16 years,
but positive returns in the next 32 years. Confirming
the evidence in Exhibit 2, the value portfolio shows
higher returns from dividend payments in all three sub-
periods, yielding more than the growth portfolio by
2.42%, 2.72%, and 0.87% per year.

The return component from growth in dividends
also confirms the earlier results. First, in all three sub-
periods, the rebalance effect continues to provide a tail-
wind for the value portfolio and a headwind for the
growth portfolio. Before the rebalance, the growth port-
folio outgrows the value portfolio by 4.09%, 7.65%, and
8.37%. In two of the three spans, however, the dividend

folio, growth still loses.

GLOBAL EVIDENCE

To show that our results are not particular to U.S.
stocks and portfolios, we use the decompositions in
Equations (2) and (3) on an international sample span-
ning the 23 countries in the MSCI Developed ex-U.S.
portfolio, including the 1,000 largest market-cap com-
panies in the 23 nations. Exhibit 10 reports the results.
The U.S. results are also shown in italics for ease of com-
parison. Between 1983 and 2010, in the 23 developed
international markets, the value portfolio outperforms
the market and growth portfolios by 2.46% and 5.20%,
respectively. The value portfolio has higher return from
dividends as well as higher dividend growth, but the
differences relative to the growth portfolio are smaller
than those in the U.S.: 101 bps and 19 bps (see Exhibits
2 and 9). More importantly, the rebalancing still affects
the portfolios in the same way, that is, by hurting the

EXHIBIT 9

Annualized Total Return and Its Components, 1963-2010 (three subperiods)

Return from Growth Growth
Rising Return from Growth in Before From
Total Return Valuations Dividends Dividends Rebalance Rebalance

1963-1978
Value 8.07% -3.45% 4.80% 6.80% 5.07% 1.65%
Market 6.59% -2.79% 3.60% 5.84% 6.40% —0.53%
Growth 4.92% -1.90% 2.38% 4.46% 9.16% —4.30%
1979-1994
Value 16.05% 4.20% 5.38% 5.70% 4.04% 1.59%
Market 14.88% 4.17% 4.02% 6.02% 6.53% —0.48%
Growth 13.74% 4.17% 2.65% 6.37% 11.68% —4.76%
19952010
Value 10.44% 2.30% 2.22% 5.62% 4.54% 1.03%
Market 9.17% 1.95% 1.78% 5.21% 7.61% -2.24%
Growth 7.55% 1.42% 1.35% 4.62% 12.91% ~7.34%

SUMMER 2012

THE JOURNAL OF PORTFOLIO MANAGEMENT






ExHIBIT 12

Valuation-Indifferent Indices Sorted by Average Dividend Yield, 1964-2009

Return from Growth Growth
Total Rising Return from Growth in Before From
Return Valuations Dividends Dividends Rebalance Rebalance

Growth, Cap Weight 8.17% 0.81% 2.15% 5.04% 11.26% -5.59%
Equal Weighting 11.69% 1.11% 2.82% 7.43% 7.23% 0.19%
Diversity Weighting 10.15% 0.71% 3.06% 6.13% 6.79% —0.62%
Market, Cap Weight 9.79% 0.76% 3.15% 5.63% 6.72% —1.02%
Maximum Diversification 11.82% 1.98% 3.32% 6.12% 8.22% —1.94%
Fundamental Weighting 11.57% 0.80% 3.83% 6.60% 4.84% 1.68%
Value, Cap Weight 11.14% 0.78% 4.17% 5.87% 4.41% 1.40%
Minimum Variance 11.22% 0.88% 4.43% 5.57% 5.40% 0.16%

best known of these strategies are likely equal weighting
and minimum variance, both originally promoted in
the 1980s and 1990s. Equal weighting selects the 1,000
largest-cap stocks each year and then attributes the same
weight to all 1,000 stocks. Minimum variance uses a
Markowitz-based optimization to find the portfolio
with the lowest possible variance. Both strategies present
positive, but near-zero growth from rebalancing because
they do not systematically focus turnover on the compa-
nies with the most extreme performance (up or down)
relative to fundamentals. Minimum variance also favors
the lowest-beta companies, which tend to be high-yield
stocks. Note that minimum variance has the highest
return from dividend income among all strategies in
Exhibit 12.

More recent additions to the valuation-indifferent
opportunity set include Intech’s Diversity-Weighted
Index, Research Affiliates’ Fundamental Index® strategy,
and TOBAM’s Maximum Diversification Index®. The
Fundamental Index assigns weights to companies in
proportion to fundamental measures of their economic
footprint.* Its value tilt relative to the cap-weighted
stock market is well known. With considerably less value
tilt than the value portfolio we use here, it garners a
higher return. Its low turnover is dominated by the
sale of the companies with the greatest rise in valuation
multiples—the most beloved companies—and purchase
of the companies with the largest drop in valuation mul-
tiples—the most feared and loathed companies. So, even
with less value tilt than our value portfolio, it adds more
from the rebalancing discipline than the value portfolio
does.
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The Intech Diversity-Weighted Index defines its
portfolio weights as

Wy, = @)
NTRY

where W, is the market-capitalization weight, and
p € (0,1) is a parameter that allows the manager to
select a desired level of tracking error relative to the
market portfolio. These weights are basically a com-
promise between equal weighting (p = 0) and capital-
ization weighting (p = 1). The portfolio implemented
by Chow et al. [2011] uses p = 0.76, which is Intech’s
choice for its U.S. large-cap portfolio and, therefore,
has return sources between the two extremes on most
dimensions.

The TOBAM Maximum Diversification Index
solves the following (simplified) optimization problem
to find its vector of weights, w,

ITdxX w,G 5
o) v

where ¢ is the vector of standard deviations, and X is the
variance—covariance matrix. Equation (5) shows that the
portfolio is tilted toward companies with high volatility
and low covariance with other stocks (beta), which leads
it strongly in the direction of stocks with strong relative
idiosyncratic performance (idiosyncratic momentum).
It should come as no surprise that relative idiosyncratic
outperformance will tend to correlate with relatively
higher prices relative to fundamentals and, therefore,
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relations above 0.98. Using alternative definitions results in
minor changes only and does not affect our conclusions. As
an example, see our results for portfolios constructed using
the Fama and French [1993] definition of value and growth
discussed in the “Other Portfolios” section of this article.

’Readers may wonder why we did not partition by divi-
dends, given that we are examining the dividend growth for the
growth and value stocks. There are two main reasons. Much of
the literature uses book-to-price partitioning; very little relies
on dividend yield. Also, many companies would generally be
seen as “deep value” (e.g., troubled companies that cannot
afford to pay a dividend) and would therefore be dropped into
the growth camp if we were to use dividend yield as the basis
for building our growth and value portfolios. Our results are,
therefore, even more surprising than if we had partitioned on
dividend yield. Growth stocks based on book-to-price exhibit
much faster growth in subsequent dividends.

"The implicit assumption that we make is that monthly
dividends are reinvested in the portfolios at the end of each
month and that annual dividends measure total reinvested
dividends. We also calculated total returns with dividends
reinvested only at the end of the year. Obviously, this alterna-
tive definition results in minor changes in the total perfor-
mance of the portfolios, but all our conclusions remain the
same. We prefer the first definition because it more accurately
reflects actual portfolios.

8See Arnott and Bernstein [2002] for an example with
the market portfolio.

This is not to say that the valuation multiples are the
same. Rather, it means that the spread in price-to-dividend
ratios for growth and value is not dissimilar to the spread in
1962.

1t is beyond the scope of this article, but this systematic
ratcheting downward in the market portfolio’s dividends may
be a major contributor to Siegel and Schwartz’s [2006] finding
that the buy-and-hold S&P 500 outperforms the actual S&P
500 since the launch of the S&P 500 Index in 1957. It may
also help to explain the difference between the performance
of the S&P 500 and the Fortune 500, as explored by Arnott
and Kuo [2011].

One rather interesting subtlety is found by consid-
ering these growth rate differences in the context of a two-
stage dividend discount model (DDM). Suppose we have a
growth stock and a value stock, each representing the mean
for their style. Our growth and value stocks have dividend
yields of 2.13% and 4.12%, respectively. To make up for the
dividend yield difference, they have growth of 11.24% and
4.55%), respectively. In a two-stage DDM, we assume that
they enjoy this growth rate for »n years. After » years, both
companies converge to a market dividend yield and growth
rate of 3.13% and 6.85%, respectively. How large must » be,
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before the dividends of the growth stocks surpass the divi-
dends of the value stocks? Eleven years. How long in order
for the DDM internal rate of return of growth to beat value?
Thirteen years. Unless we believe, contrary to Little [1962],
that we can forecast superior growth (for fully half of the
market, undiminished for 16 years!), this yield difference is
too large to allow growth and value stocks to deliver the same
internal rate of return.

12\We recognize that the cap-weight indexers do not like
the words “index” or “passive” attached to portfolios that are
not capitalization weighted. Accordingly, we use the word
“index” advisedly to reflect its dictionary meaning, not its
CAPM meaning.

B\We thank the authors for providing us with the annual
weights for the strategies we study here. Minor differences in
results are due to simulation details and revised data.

¥The term Fundamental Index® is used with permis-
sion from Research Affiliates, LLC.
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