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A bird in the hand is worth two in the bush.l

In investing, this describes 1investors’ preference for dividends (the bird in the hand)
relative to future price appreciation (two in the bush).

while this preference 1is undeniable, the -1impact of dividends on company valuation
represents a fault line between a traditional finance view and a behavioral finance view
of markets:

e From a traditional finance standpoint-where all investors are rational and markets
efficient-the relevance of dividends on firm valuation can be tenuous because
investors should be indifferent between dividends and capital gains.

e A behavioral finance perspective gives license to the impact of dividends on firm
value because 1investors may prefer firms that pay dividends, assigning value to a
steady payout and thus increasing the value of these companies.

To get a sense of how much investors care about dividends, consider this: according to
Bank of America Research, 46% of actively managed equity fund assets is in yield-focused
funds, up from less than 20% in 2010.2

In short, investors-both professional and retail-care about dividends. A Tlot.
Modigliani-Miller and Dividend Irrelevance

Franco Modigliani and Merton Miller both won Nobel prizes 1in part for their “dividend
irrelevance” theory.3 The theory states that firms that pay more in dividends will have

less price appreciation, resulting in the same total return to shareholders regardless
of dividend payout.

while the Modigliani-Miller Model has several assumptions that don’t necessarily hold up
in a real-world setting (no taxes or trading costs, to name two), the «creakiest
assumption is that investors are indifferent between dividends and price appreciation.

Since their theory was published in the early 1960s, there have been profound changes in
interest rates and demographics that have accelerated investor demand for cash
dividends.

In 1962, the nominal 10-Year Treasury vyield was around 4%. The nominal 10-Year
government yield today is around 1.60% and the real yield is negative 60 basis points.
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Sources: WisdomTree, FRED, 12/31/1962-3/5/2021. Real yield measured by 10-Year Treasury Inflation-Indexed Security
with data starting in 2003. Past performance is not indicative of future returns.

In 1960, 9% of the population was above 65. In 2019, that portion of the US population
was 16% and steadily climbing each year with the aging of Baby Boomers.
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The population today has a greater percentage of retirement-aged individuals, and inflat
jon-adjusted rates on government Treasuries are negative. This paradox means there are
more retired investors with passive income needs at a time when fixed income returns
after inflation may be negative.

But what about the notion that investors can sell an equivalent of shares to manufacture
their own dividend?

Richard Thaler and Mental Accounting

while traditional finance tells us that money 1is fungible and all cash flows should be
viewed as one account, almost everyone uses some mental bucketing with their cash
inflows and outflows.

Richard Thaler won the 2017 Nobel Prize for his research 1into behavioral economics,
which included the study of what is called mental accounting.*

Most people use mental accounts (or buckets) to guide their financial decisions. Wwhile
this disn’t perfectly rational, these heuristics are how humans make sense of complex
Tife decisions.
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For many retirees, when their main source of cash flow -a paycheck-goes away, it is
replaced by the steady, recurring income received from dividends and dinterest in a
retirement account.

Mental Accounting Example

Sources of Cash Flow

Paycheck Tax Return
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The Dividend Anomaly

So, dividends matter to investors—perhaps now more than ever—even if purely academically
speaking a dividend can be manufactured by selling shares.

when Tooking at the long-term returns and volatility of dividend payers, it is also
clear that an anomaly exists in the outperformance and Tlower volatility of higher
dividend payers relative to companies that pay Tow or no dividends at all.

Traditional finance theory would say there is no justification for this anomaly to
persist:

o Remember, dividends should be irrelevant to investors versus capital appreciation
e Companies with less risk should have lower expected returns

Behavioral finance gives us an alternative theory to support the persistence of this
outperformance:

e Empirically, investors do care about dividends

e Loss aversion tells us that 1dinvestors feel the pain of Tloss more than the
satisfaction of gains. Therefore, when equities are in a drawdown, investors are
more 1likely to hold onto high dividend stocks because they are still receiving the
dividend and don’t want to realize a loss.

To be clear-we are not implying that dividends are a free Tunch. A dividend paid reduces
a company’s cash balance and retained earnings from which future {investments are
funded.

But what 1is clear 1is that over the long run, companies with high dividend yields have
offered attractive risk-adjusted returns relative to the broader market, and today’s low
-yield environment is creating even greater demand for dividend-focused investing.

Dividend Yield Quintiles (1957-2020)
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Source: Kenneth French Data Library, 12/31/1957—-12/31/2020. Universe is U_5-listed equities grouped on the basis
of dividend yield. Market refers to Kenneth French’s measure of return on the market, which is based on the
value-weight return of all CRSP firms incorporated in the U.S. and listed on the NYSE, AMEX or NASDAQ. Past

performance is not indicative of future results.

IThe “bird in hand” theory of dividends is attributed to Myron Gordon and John Lintner
from the early 1960s. Its detractors refer to it as the “bird in the hand fallacy” as a
reminder to investors that a dividend paid should be associated with a price drop.

2gank of America Research, “How Secure Are Your Dividends?” 4/7/20.

3Merton H. Miller and Franco Modigliani, “Dividend Policy, Growth and the valuation of
Shares,” The Journal of Business, October 1961, vol. 34, No. 4, pp. 411-433.

4Thaler, Richard. “Mental Accounting Matters,” 1999, Journal of Behavioral Decision
Making, 12, 183-206.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is intended for electronic use only. Individuals who intend to print and
physically deliver to an investor must print the monthly performance report to accompany
this blog.

For more investing insights, check out our Economic & Market outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. 1dinvestors only: Click here to obtain a WisdomTree ETF prospectus which
contains investment objectives, risks, charges, expenses, and other information;
read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign
investing involves currency, political and economic risk. Funds focusing on a single
country, sector and/or funds that emphasize 1investments 1in smaller companies may
experience greater price volatility. Investments in emerging markets, currency, fixed
income and alternative investments include additional risks. Please see prospectus for
discussion of risks.

Past performance is not 1indicative of future results. This material contains the
opinions of the author, which are subject to change, and should not to be considered or
interpreted as a recommendation to participate in any particular trading strategy, or
deemed to be an offer or sale of any investment product and it should not be relied on
as such. There is no guarantee that any strategies discussed will work under all market
conditions. This material represents an assessment of the market environment at a
specific time and is not intended to be a forecast of future events or a guarantee of
future results. This material should not be relied upon as research or investment advice
regarding any security in particular. The user of this information assumes the entire
risk of any use made of the information provided herein. Neither WisdomTree nor 1its
affiliates, nor Foreside Fund Services, LLC, or 1its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal advisor.
Unless expressly stated otherwise the opinions, interpretations or findings expressed
herein do not necessarily represent the views of WisdomTree or any of its affiliates.

The MSCI information may only be used for your internal use, may not be reproduced or
re-disseminated in any form and may not be used as a basis for or component of any
financial dinstruments or products or indexes. None of the MSCI information is intended
to constitute investment advice or a recommendation to make (or refrain from making) any
kind of investment decision and may not be relied on as such. Historical data and
analysis should not be taken as an 1indication or guarantee of any future performance
analysis, forecast or prediction. The MSCI information is provided on an “as is” basis
and the user of this information assumes the entire risk of any use made of this
information. MSCI, each of 1its affiliates and each entity involved in compiling,
computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly
disclaims all warranties. with respect to this information, in no event shall any MSCI
Party have any Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss profits) or any other damages (www.msci.com)

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,
Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph
Tenaglia, Jeff weniger, Matt wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,
and Brian Manby are registered representatives of Foreside Fund Services, LLC.

wisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Dividend : A portion of corporate profits paid out to shareholders.

valuation : Refers to metrics that relate financial statistics for equities to their

price Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.

Capital gains : Positive difference between the sale price of an asset and the original
purchase price.

Active manager : Portfolio managers who run funds that attempt to outperform the market
by selecting those securities they believe to be the best.

face value.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

10- Year Treasury : a debt obligation of the U.S. government with an original maturity
of ten years.

Inflation : Characterized by rising price levels.
operating cash flow : Measure of the amount of cash generated by a company’s normal
business operations, calculated by adjusting net income for items 1ike depreciation and
changes in inventory and receivables.

volatility : A measure of the dispersion of actual returns around a particular average

Tevel.&nbsp.

Risk-adjusted returns : Returns measured in relation to their own variability. High
returns with a high Tevel of risk indicate a Tower probability that actual returns were
close to average returns. High returns with a Tow level of risk would be more desirable,
as they indicate a higher probability that actual returns were close to average returns.
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