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Telling Us Something?

Earlier this week, Eddy Elfenbein has an interesting post discussing the "Bull Market In Dividends."e

"For the third quarter, dividends from the S&P 500 grew by 10.96%. That?s the
strongest growth rate in more than three years. 1t?s the 34th quarter in a row of dividend
growth. Over the last eight years, dividends are up 234%, which is pretty close to
what the S&P 500 price index has done. Considering how simple it is, the S&P 500
has tracked a 2% dividend yield fairly closely for the last several years."
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It is an interesting point particularly when you consider that there are a lot of dividends which have
been "financed" through "cheap debt."There is also the issue of record debt issuance by
companies with marginal balance sheets at best or are walking "zombies" at worst. As John
Coumarionos noted earlier this week.

"Low interest rates have allowed companies that would have otherwise gone out of
business to stay alive, and this has caused a tepid recovery. Chancellor notes the
cumulative default rate on junk bonds during the entire recession was 17%, or ?around
half the level of the two previous downturns.? And while central bankers might view this
as a victory, he views it as the cause of economic weakness. The lessons for investors
are to remain vigilant about stock valuations and higher yielding bonds. At some point,
the zombies will not be able to sustain themselves any longer."

This is an interesting point when you begin to think about the long-term history of dividends and
what they represent with respect to long-term market cycles. Let?s start with the notion thate
?dividends always increase.? First, the statement is incorrect because during market reversione
?cash dividends?+DO NOT increase? but theIELD does because of the collapse in prices.e
But, more to the point, that notion is only true, until it isn?t. During the 2008 financial crisis, more
than 140 companies decreased or eliminated their dividends to shareholders.sYes, many of
those companies were major banks, however, leading up to the financial crisis there were many
individuals holding large allocations to banks for the income stream their dividends generated. In
hindsight, that was not such a good idea. But it wasn?t just 2008. It also occurred dot.com bust in
2000. In both periods, while investors lost roughly 50% of their capital, dividends were also
cut on average of 12%.
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Of course, it wasn?t EVERY company cutting dividends by 12%. Some didn?t. Many did, and some
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even eliminated their dividends entirely to protect creditors.The last point is the most important.
For any company shareholders are a secondary concern. However, access to the debt market is a
far more important consideration when it comes to financial decision making, who gets paid, and
who doesn't. Since 2009, due to the Federal Reserve?s suppression of interest rates, investors
have piled into dividend yielding equities, regardless of fundamentals, due to the beliefthere is no
alternative.?*The resultingddividend chase?¢has pushed the valuations of dividend yielding
companies to excessive levels disregarding underlying fundamental weakness.*As with thee
?Nifty Fifty?eheading into the 19707s, the resulting outcome for investors was less than favorable.
These periods are not isolated events.There is a high correlation between declines in asset
prices and the actual dividends being paid out throughout history.The chart below shows the
history of inflation-adjusted dividends and the S&P 500 going back to 1900. (Data courtesy of Dr.
Robert Shiller.)
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The first thing to note is the extreme deviation of real annual dividends above their long-term linear
growth trend. As you will notice is that such extensions have ALWAYS mean reverted throughout
history. (In other words, the best time to BUY dividend yielding companies is when the dividend has
deviated well below the long-term growth trend.) Here is another way to look at the same data. The
chart below shows the percentage deviation above and below the 5-year average annual cash
dividend. There are two things you should take note of.

1. When deviations have exceeded a 20% deviation it has denoted very overvalued markets.
2. Reversions below the 5-year average have been coincident with secular bear markets.»
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Notice that the current deviation from the 5-year average has already started to decline which is
coincident with the Federal Reserve rate hike campaign.sGiven that much of the dividend issuance
was done through cheap debt over the last decade, it is not surprising that with rising rates, the rate
of dividend issuances has begun to slow. Dividends may well already be telling us of a more
troubling trend for investors is coming.sWhile | completely agree that investors should own
companies that pay dividendstas it is a significant portion of long-term total returns),# is also
crucial to understand that companies can, and will, cut dividends during periods of financial
stress.sDuring the next major market reversion, we will see much of the same happen again. It is
during these times when prices collapse, and dividends are slashed, the?l bought it for the dividend
plan?edoesn?t work out. EVERY investor has a point, when prices fall far enough, that regardless of
the dividend being paid, they WILL capitulate and sell the position.This point generally comes
when dividends have been cut and capital destruction has been maximized. Just something
to think about as you catch up on your weekend reading list.
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?Any fool can buy a stock. It takes a smart investor to know when to sell.?e-
Anonymous

Questions, comments, suggestions ? please email me.
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