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2 Get Rich with Dividends

the people who already know how to save and are trying to make
that money work as hard as they do.

As far as saving money is concerned, the only advice I’ll offer
can be found in one of my favorite finance books, The Richest Man in
Babylon, by George S. Clason. In that book, first published in 1926,
Clason writes: “For every ten coins thou placest in thy purse take out
for use but nine. Thy purse will start to fatten at once and its increas-
ing weight will feel good in thy hand and bring satisfaction to thy
soul.”

Many personal finance gurus proclaim the same advice, but with
a more modern bent to it, stating, “Pay yourself first.”

Even if you are not able to save 10% of your current income,
saving anything is crucial. As you will see, the money you save and
invest using the ideas in this book will grow significantly over the
years. So if you can save only 8% or 5% or even 2%, start doing it
now. And if you get a raise or an inheritance or win the football pool,
do not spend a dime of it until you have put away 10% of your total
income.

Here’s a scary statistic. According to a 2013 survey by the
Employee Benefit Research Institute and Mathew Greenwald & Asso-
ciates, 57% of American workers had less than $25,000 saved for
retirement, with half of those people reporting less than $1,000 saved
(see Table 1.1).1

Table 1.1 Total Savings and Investments Reported by Workers
in 2013 (not including value of primary residence or defined
benefit plans)

Amount Saved Percentage of Workers

Less than $1,000 28%
$1,000 to $9,999 18%
$10,000 to $24,999 11%
$25,000 to $49,999 9%
$50,000 to $99,999 10%
$100,000 to $249,999 12%
$250,000 or more 12%

Source: Employee Benefit Research Institute and Mathew Greenwald &
Associates, 2013 RCS Fact Sheet #3: Preparing for Retirement in America,
2013, accessed November 15, 2014, www.ebri.org/files/Final-FS.RCS-
13.FS 3.Saving.FINAL.pdf
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Figure 1.1 1929–2010: $100 Original Investment
Source: Chart: Marc Lichtenfeld; data: Ned Davis Research

equipment, and, one hopes, profits. They’re not just three- or four-
letter ticker symbols that you enter into Yahoo! Finance once in a
while to check on the stock price.

And these real businesses can create a significant amount of
wealth for shareholders, particularly if the dividend is reinvested.

According to Ed Clissold of Ned Davis Research, if you’d invested
$100 in the S&P 500 at the end of 1929, it would’ve grown to $4,989 in
2010 based on the price appreciation alone. However, if you’d rein-
vested the dividends, your $100 would’ve grown to $117,774. Clissold
says that 95.8% of the return came from dividends.3 (See Figure 1.1.)

Marc Lichtenfeld’s Authentic Italian Trattoria

Years ago, my wife and I were in Ashland, Oregon. We loved the town
and started talking about escaping the rat race, moving to Ashland,
and opening a pizza place. We’ve repeated that conversation on trips
to Banff in the Canadian Rockies; Asheville, North Carolina; and
even Tel Aviv, Israel.

Considering that I know nothing about the restaurant business,
would not be happy if not in close vicinity to a major American city,
and am a lousy cook, the pizza joint remained a happy fantasy.

But for the purposes of this book, Marc Lichtenfeld’s Authentic
Italian Trattoria will serve as an example of a business with revenue
and profits. We’re also going to assume that I’m your brother-in-law
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22 Get Rich with Dividends

For example, Tompkins Financial Corp. (NYSE: TMP) is a Divi-
dend Champion. Tompkins, a small bank based in Ithaca, New York,
has a market cap of just $665 million and trades an average of 30,000
shares per day. Compare that with an Aristocrat, such Kimberly Clark
(NYSE: KMB), which has a market cap of $40 billion and trades
1.3 million shares a day.

As we look at Table 2.1, the list of Champions includes—but is
not limited to—Dividend Aristocrats. Typically, the Champions list
has more than twice the number of stocks as the Aristocrats.

Dividend Aristocrats are always Dividend Champions because
they’ve raised their dividend for 25 years in a row—but a Dividend
Champion might not be a Dividend Aristocrat if the stock is not in
the S&P 500.

Some of the stocks on the Champions list offer benefits to individ-
ual investors that may not be attainable by professional money man-
agers. Some Champions are rather small, so an institutional investor,
such as a mutual fund manager, would not be able to buy stock
without moving the price considerably. Additionally, the manager
might have a tough time selling the stock because of liquidity issues.

For example, if a mutual fund manager wanted to own a few mil-
lion shares of California Water Service Group (NYSE: CWT), it would
be tough to either accumulate or sell stock when the time comes,
considering that it trades fewer than 140,000 shares per day.

Table 2.1 Perpetual Dividend Raisers

Name List Maintained By Requirements Notes

Dividend
Aristocrats

Standard & Poor’s Annual dividend raised
25 years in a row
Member of S&P 500
Liquidity requirements

Included on
Champions list

Dividend
Champions

DRiP Resource
Center

Annual dividend raised
25 years in a row

Includes Aristocrats

Dividend
Achievers

Nasdaq OMX Annual dividend raised
10–24 years in a row
Liquidity requirements

Included on
Contenders list

Dividend
Contenders

DRiP Resource
Center

Annual dividend raised
10–24 years in a row

Includes Achievers

Dividend
Challengers

DRiP Resource
Center

Annual dividend raised
5–9 years in a row

Source: Standard & Poor’s, Nasdaq OMX, and DRiP Resource Center
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However, it’s important to understand that because Champions
are either more mature or have more mature dividend programs,
their yields and dividend growth rates are often (but not always)
lower than those of Contenders.

For example, as of August 2014, the average yield for a Cham-
pion was 2.64% versus 2.76% for a Contender and 3.00% for a Chal-
lenger. The most recent average dividend increases were 8.15%,
8.22%, and 12.69%, respectively. The current growth rates of Cham-
pions are higher than their 10-year average, but Contenders’ and
Challengers’ most recent dividend hikes are lower than their aver-
age 10-year growth rates.

The difference seems small but gets magnified as the years go on.
(See Table 2.2.)

As you can see from Table 2.2, if you invest in the average Cham-
pion, and each year the dividend grew by the same amount as in
2014, after 10 years your dividend yield would be 5.3%. In the case
of the Contender, your yield would increase to 5.8%. If your original
investment were $10,000, based on the given assumptions, in 10 years
you’d collect $4,942 in income with the Contender and $4,728 from
the Champion.

The Challengers, with their much higher dividend growth rates,
blow away their more mature peers. After 10 years, the dividend
yield surges to 8.6%, and the investor would have collected $5,372
in income.

As with most investments on Wall Street, the seemingly safer
investment typically offers a lower yield and growth prospects—
in this particular situation, I’m talking about dividend growth, but
often share price growth is less for safer companies than those with
more risk.

Table 2.2 Champions, Contenders, and Challengers

Average Yield
Average Most Recent

Dividend Increase Yield in 10 Years∗

Income Received over
10 Years ($10K

invested)∗

Champions 2.64% 8.02% 5.3% $4,728
Contenders 2.76% 8.64% 5.8% $4,942
Challengers 3.00% 12.42% 8.6% $5,372

∗Estimated
Source: DRiP Resource Center and Marc Lichtenfeld
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Investors have to weigh their need for safety against their need
for income or growth. A Dividend Contender or Achiever can still be
a relatively safe stock. A company like Atmos Energy (NYSE: ATO),
a Dallas-based natural gas distribution and transportation company,
has boosted its dividend every year for 26 years. Since 1989, the stock
has risen at a compound annual growth rate of 10.8% (not including
dividends).

In the Challenger category, a company such as Columbia
Sportswear (Nasdaq: COLM) has raised its dividend every year for
nine years. During that time, the stock has risen 77%, or a compound
annual growth rate of 6.6% per year.

Challengers, being earlier into their dividend-raising histories,
tend to lift their dividends at a faster pace than Champions and Con-
tenders. (See Table 2.3.)

Survivorship

From the statistics just cited, you might automatically think that
investing in the Challengers is the better way to go. After all, they
offer a higher yield and higher dividend growth rate. Besides, for the
most recent dividend increases, their 1-, 3-, 5-, and 10-year dividend
growth rates are higher as well.

However, you need to take into account survivorship—the fact
that the companies we are examining are the ones that did not get
dropped from the list of Challengers. In other words, there are some
companies that you may have invested in years ago, expecting a
never-ending increase in the dividend, that were cut because they
failed to raise the dividend.

For example, up until February 2009, financial services firm
F.N.B. Corp. (NYSE: FNB) had a 35-year history of raising its divi-
dend. In the 10 years prior, the company grew its dividend by an
average of 7.8% per year.

Table 2.3 Annual Dividend Growth Rates as of August 2014

1 Year 3 Year 5 Year 10 Year

Champions 8.4% 7.5% 6.6% 7.9%
Contenders 9.8% 10.0% 8.9% 11.7%
Challengers 14.6% 18.6% 16.2% 19.0%

Source: DRiP Resource Center
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Performance of Perpetual Dividend Raisers

It was never my thinking that made the big money for me. It was always
my sitting.

—Jesse Livermore, legendary investor

Numerous studies show that companies that raise dividends have
stocks that outperform those that don’t.

According to Ned Davis Research, companies that raised or initi-
ated dividends from 1972 to 2010 did significantly better than those
that didn’t. And the companies that did not pay a dividend or, heaven
forbid, cut their dividend, weren’t even in the same ballpark as the
dividend payers and raisers.

After 38 years, the dividend cutters were worth only $82 after a
$100 original investment, a compound annual growth rate of –0.52%.
The nonpayers were worth a whopping total of $194, for a minuscule
1.76% annual return. Companies that paid a dividend but kept it flat
were worth $1,610, or 7.59% annually. But the dividend raisers and
initiators generated a compound annual growth rate of 9.84% and
were worth $3,545. (See Figure 3.1.)

There’s nothing wrong with 9.84% annually over 38 years. But a
little later on, I show you how to generate at least 12% annual returns,
which would turn that $100 into nearly $7,500 in the same period.
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Figure 3.1 1972–2010: $100 Original Investment
Source: Ned Davis Research
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Historically, the S&P Dividend Aristocrats index has outper-
formed the S&P 500. Since inception in 1990, Aristocrats have
returned 901% versus the S&P 500, which returned 469%.

Interestingly, the only period the Aristocrats underperformed
the overall market was during the late 1990s, when the dot-com
bubble inflated nearly everything. Stable, so-called boring dividend
stocks were out of favor as investors rushed into anything that
had risk.

It was a “new paradigm,” many experts said. “This time is differ-
ent,” they declared. You’d be throwing your money away investing in
traditional blue chip companies. How could you invest in Coca-Cola
(NYSE: KO) when you have the opportunity to invest in a white-hot
growth stock, like Pets.com?

You can see from Figure 3.2, as soon as the market reversed
and investors recovered their sanity, Aristocrats significantly outper-
formed the S&P from thereon after.

Additionally, Dividend Aristocrats outperformed the S&P 500
with less risk. Over the past 10 years, the index’s standard deviation—
a measure of volatility—was 13.6% versus the S&P 500s 14.7%, indi-
cating that the Aristocrats are less volatile (risky) than the general
market.
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Figure 3.3 The Power of Unfixed Income
Source: Chart: Alan Gula, Dividends and Income Daily; Data: Ned Davis Research

And you can see in Figure 3.3, which was created by Alan Gula at
Dividends and Income Daily, that for the past 40 years, stocks that cut or
didn’t pay dividends had a lower rate of return, while investors had
to endure greater risk as measured by standard deviation. Dividend
growers and initiators (declaring dividends for the first time) had the
highest return and lowest risk.

Another way to measure performance is the Sharpe ratio. With-
out getting into the complicated math, the Sharpe ratio measures
how much return you are getting for the amount of risk you are
taking.

It’s a way of comparing investment returns when risk is consid-
ered. The higher the number, the better the risk-adjusted return.

The S&P Dividend Aristocrats index also outperformed the S&P
500 when it came to the Sharpe ratio, meaning that the Aristocrats
outperformed the market not only on an annualized basis (11.8%
versus 7.0% over 10 years) but also on a risk-adjusted basis. And
the Aristocrats did so with less risk, as measured by the standard
deviation.
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Measuring Risk

There are various ways of measuring an investment’s reward versus risk, includ-
ing standard deviation and the Sharpe ratio. Standard deviation represents how
much the stock’s price will fluctuate within a 95% probability.

The Sharpe ratio is a numeric representation of how much reward an
investor received versus the risk that was taken. The higher the number, the
better.

It makes sense that investors who buy a biotech penny stock should expect
a huge return on investment if it works out because they are taking on a large
amount of risk. You wouldn’t invest in a biotech penny stock to achieve 8%
returns per year. You could achieve that by owning much less risky blue chip
stocks.

Table 3.1 compares the risk and reward versus risk of the S&P
Dividend Aristocrats index and the S&P 500.

As you can see from Figure 3.4, both the returns and the Sharpe
ratio were higher for Dividend Aristocrats than for the S&P 500. This
is important because not only are you making more money, but on a
risk-adjusted basis, you are also outperforming the market.

Based on the data, you could say that over 10 years, Aristocrats
returned three times as much as the S&P 500, when risk is taken into
account.

It makes sense when you think about it. The extra dividend yield
lifts total return and attracts income-oriented investors, which can
increase demand for the stock. Additionally, the decades-long track
record of raising dividends represents stability.

So not only are you taking less risk, but you’re also making more
money. Usually in the market it’s the other way around. Riskier invest-
ments tend to have bigger payoffs (and more of a chance of a loss).

Let’s look at an example of one Aristocrat.

Table 3.1 Aristocrats: Outperformance with Lower Risk, 2001–2011

S&P Dividend Aristocrats Index S&P 500 Index

Annualized total return 7.1% 2.9%
Standard deviation 18.4% 21.3%
Sharpe ratio 0.12 0.04



JWBT1479-c03 JWBT1479-Lichtenfeld Printer: Courier Westford January 22, 2015 11:29 Trim: 6in× 9in

36 Get Rich with Dividends

20

15

10

5

−5 −0.1
3-year 5-year 10-year 3-year 5-year 10-year

0
−0.25

17.84

S&P 500 Dividend Aristocrats Index

Annualized total returns (%) Annualized Sharpe Ratios*

S&P 500 Index

14.11

4.59

7.10

2.92

0.4

0.3

0.2

0.1

0.0 0.00

0.28

0.23

0.08

0.12

0.04

S&P 500 Dividend Aristocrats Index S&P 500 Index

*Dates as of December 31, 2011

Figure 3.4 Better Returns, Both Absolute and Risk-Adjusted
Source: Legg Mason, Carpe Dividends, www.leggmason.com/individualinvestors/documents/
sales idea/D9741-CarpeDividends˙InvestmentIdea EIB CBAX013016 public.pdf and Standard &
Poor’s

Chevron (NYSE: CVX) has raised its dividend every year for the
past 27 years. Over the past 10 years, the dividend growth rate has
averaged nearly 11% per year.

Including dividends, Chevron outperformed the S&P 500
154.9% versus 78.6% over the past decade. And while the yield on
the stock as I write this is just 3.4%, the yield on the price you would
have paid 10 years ago is 8.6%. (See Figure 3.5.)

So, if you had bought shares of Chevron 10 years ago, not only
would your stock have doubled the return of the S&P 500, but you’d
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Figure 3.5 Chevron
Source: Yahoo! Finance
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To understand why Perpetual Dividend Raisers are able to gen-
erate such enormous returns over time, it is necessary to understand
the concept of compounding.

Let’s say you own 1,000 shares of a $10 stock that pays a $0.40 per
share dividend, or a yield of 4%. In the first year, you will collect
dividends of $400.

If the following year the company raises its dividend by 10%, you
will collect $0.44 per share, or $440. In year 3, the company again
boosts the dividend by 10%, so you receive $0.484 per share, or $484.
Year 4 sees another 10% hike, so that year’s dividend totals $0.5324,
or $532.40. And so on.

Compounding is all about momentum. The first several years, it
seems like not much is going on, but watch what happens once you
get a few more years out.

Table 3.2 shows what your dividend, income, and yield would be
each year if you owned the stock for 20 years and the dividend grew
10% per year.

You can see that it takes a little while for the dividend to grow
significantly. In year 5, the yield has grown only 47%. But each year

Table 3.2 Watch What Happens if You Give Compounding Time

Year Dividend per Share Yearly Income Yield on Original Investment

1 $0.40 $400 4%
2 $0.44 $440 4.4%
3 $0.484 $484 4.8%
4 $0.5324 $532 5.3%
5 $0.5856 $586 5.9%
6 $0.6442 $644 6.4%
7 $0.7086 $709 7.1%
8 $0.7795 $780 7.8%
9 $0.8574 $857 8.6%

10 $0.9432 $943 9.4%
11 $1.0375 $1,038 10.5%
12 $1.1412 $1,141 11.4%
13 $1.2554 $1,255 12.6%
14 $1.3809 $1,381 13.8%
15 $1.5190 $1,519 15.2%
16 $1.6709 $1,671 16.7%
17 $1.8380 $1,838 18.4%
18 $2.0218 $2,022 20.2%
19 $2.2240 $2,224 22.2%
20 $2.4464 $2,446 24.4%
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Table 3.3 20 Years of Reinvesting Quarterly Dividends

Quarter Quarterly Dividend per Share # of Shares Owned Total Quarterly Dividend Stock Price Value

Y1 Q1 $0.10 1,010 $100 $10 $10,100
Y1 Q2 $0.10 1,020.1 $101 $10 $10,201
Y1 Q3 $0.10 1,030.301 $102.01 $10 $10,303
Y1 Q4 $0.10 1,040.604 $103.03 $10 $10,406
Y2 Q1 $0.11 1,052.051 $114.47 $10 $10,521
Y2 Q2 $0.11 1,063.623 $115.73 $10 $10,636
Y2 Q3 $0.11 1,075.323 $117 $10 $10,753
Y2 Q4 $0.11 1,087.152 $118.29 $10 $10,872
Y3 Q1 $0.121 1,100.306 $131.55 $10 $11,003
Y3 Q2 $0.121 1,113.62 $133.14 $10 $11,136
Y3 Q3 $0.121 1,127.095 $134.75 $10 $11,271
Y3 Q4 $0.121 1,140.733 $136.38 $10 $11,407
Y4 Q1 $0.1331 1,155.916 $151.83 $10 $11,559
Y4 Q2 $0.1331 1,171.301 $153.85 $10 $11,713
Y4 Q3 $0.1331 1,186.891 $155.90 $10 $11,869
Y4 Q4 $0.1331 1,202.688 $157.98 $10 $12,027
Y5 Q1 $0.14641 1,220.297 $176.09 $10 $12,203
Y5 Q2 $0.14641 1,238.163 $178.66 $10 $12,382
Y5 Q3 $0.14641 1,256.291 $181.28 $10 $12,563
Y5 Q4 $0.14641 1,274.685 $183.93 $10 $12,747
Y6 Q1 $0.161051 1,295.214 $205.29 $10 $12,952
Y6 Q2 $0.161051 1,316.073 $208.60 $10 $13,160
Y6 Q3 $0.161051 1,337.269 $211.95 $10 $13,373
Y6 Q4 $0.161051 1,358.805 $215.37 $10 $13,588
Y7 Q1 $0.177156 1,382.878 $240.72 $10 $13,829
Y7 Q2 $0.177156 1,407.376 $244.99 $10 $14,073
Y7 Q3 $0.177156 1,432.309 $249.33 $10 $14,323
Y7 Q4 $0.177156 1,457.683 $253.75 $10 $14,577
Y8 Q1 $0.194872 1,486.089 $284.06 $10 $14,861
Y8 Q2 $0.194872 1,515.049 $289.60 $10 $15,150
Y8 Q3 $0.194872 1,544.573 $295.24 $10 $15,445
Y8 Q4 $0.194872 1,574.672 $300.99 $10 $15,746
Y9 Q1 $0.214359 1,608.426 $337.54 $10 $16,084
Y9 Q2 $0.214359 1,642.094 $344.78 $10 $16,421
Y9 Q3 $0.214359 1,678.122 $352.17 $10 $16,781
Y9 Q4 $0.214359 1,714.094 $359.72 $10 $17,141
Y10 Q1 $0.235795 1,754.511 $404.17 $10 $17.545
Y10 Q2 $0.235795 1,795.882 $413.70 $10 $17,959
Y10 Q3 $0.235795 1,838.227 $423.46 $10 $18,383
Y10 Q4 $0.235795 1,881.572 $433.44 $10 $18,882
Y11 Q1 $0.259374 1,930.375 $488.03 $10 $19,304
Y11 Q2 $0.259374 1,980.444 $500.59 $10 $19,804
Y11 Q3 $0.259374 2,031.812 $513.68 $10 $20,318
Y11 Q4 $0.259374 2,084.512 $527 $10 $20,845
Y12 Q1 $0.285312 2,143.985 $594.74 $10 $21,440
Y12 Q2 $0.285312 2,205.156 $611.70 $10 $22,052
Y12 Q3 $0.285312 2,268.071 $629.16 $10 $22,681

(Continued)
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Table 3.3 (Continued)

Quarter Quarterly Dividend per Share # of Shares Owned Total Quarterly Dividend Stock Price Value

Y12 Q4 $0.285312 2,332.782 $647.10 $10 $23,328
Y13 Q1 $0.313843 2,405.995 $732.13 $10 $24,060
Y13 Q2 $0.313843 2,481.505 $755.10 $10 $24,815
Y13 Q3 $0.313843 2,559.385 $778.80 $10 $25,594
Y13 Q4 $0.313843 2,639.71 $803.24 $10 $26,397
Y14 Q1 $0.345227 2,730.84 $911.29 $10 $27,308
Y14 Q2 $0.345227 2,825.116 $942.76 $10 $28,251
Y14 Q3 $0.345227 2,922.646 $975.31 $10 $29,226
Y14 Q4 $0.345227 3,023.544 $1,008.98 $10 $30,235
Y15 Q1 $0.37975 3,138.363 $1,148.19 $10 $31,384
Y15 Q2 $0.37975 3,257.542 $1.179.91 $10 $32,575
Y15 Q3 $0.37975 3,381.247 $1,237.05 $10 $33,812
Y15 Q4 $0.37975 3,509.65 $1,284.28 $10 $35,097
Y16 Q1 $0.417725 3,656.257 $1,486.07 $10 $36,565
Y16 Q2 $0.417725 3,808.988 $1,527.30 $10 $38,099
Y16 Q3 $0.417725 3,968.099 $1,591.10 $10 $39,681
Y16 Q4 $0.417725 4,133.856 $1,657.57 $10 $41,339
Y17 Q1 $0.459497 4,323.806 $1,899.50 $10 $43,238
Y17 Q2 $0.459497 4,522.483 $1,986.78 $10 $45,225
Y17 Q3 $0.459497 4,730.29 $2,078.07 $10 $47,303
Y17 Q4 $0.459497 4,947.646 $2,173.56 $10 $49,477
Y18 Q1 $0.505447 5,197.723 $2,500.77 $10 $51,977
Y18 Q2 $0.505447 5,460.441 $2,627.14 $10 $54,604
Y18 Q3 $0.505447 5,736.437 $2,759.96 $10 $57,364
Y18 Q4 $0.505447 6,026.383 $2,899.47 $10 $60,264
Y19 Q1 $0.555992 6,361.445 $3,350.62 $10 $63,614
Y19 Q2 $0.555992 6,715.136 $3,536.91 $10 $67,151
Y19 Q3 $0.555992 7,088.492 $3,733.56 $10 $70,885
Y19 Q4 $0.555992 7,482.607 $3,941.14 $10 $74,826
Y20 Q1 $0.611591 7,940.236 $4,576.29 $10 $79,402
Y20 Q2 $0.611591 8,425.854 $4,856.18 $10 $84,259
Y20 Q3 $0.611591 8,941.171 $5,153.18 $10 $89,412
Y20 Q4 $0.611591 9,488.005 $5,468.34 $10 $94,880

Soon that becomes $2,000, then $3,000 per quarter. After 20
years, your original $10,000 investment is growing in value by $5,000
per quarter—a 200% annual return on your original investment!

So, in a flat market, through the power of reinvesting dividends,
your $10,000 investment goes up more than 800% in 20 years.

Now imagine what happens if the market actually goes higher, as
it typically does.

Over the past 50 years, not including dividends, the S&P 500’s
annual growth rate has been 7.84%.
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Table 3.4 Making Money Even in a Bear Market

Quarterly Dividend # of Shares Total Quarterly
Quarter per Share Owned Dividend Stock Price Value

Y11 Q1 $2.438 1,205.285 $707.53 $15.90 $19,160.14
Y11 Q2 $2.438 1,251.499 $734.86 $15.90 $19,894.80
Y11 Q3 $2.438 1,299.485 $762.83 $15.90 $20,657.62
Y11 Q4 $2.438 1,350.469 $792.07 $15.54 $20,908.77
Y12 Q1 $2.682 1,408.751 $905.47 $15.54 $21,886.24
Y12 Q2 $2.682 1,469.548 $944.54 $15.54 $22,830.78
Y12 Q3 $2.682 1,532.969 $985.31 $15.54 $23,816.09
Y12 Q4 $2.682 1,600.664 $1,027.83 $15.18 $24,303.29
Y13 Q1 $2.95 1,678.417 $1,180.54 $15.18 $25,483.03
Y13 Q2 $2.95 1,759.947 $1,237.88 $15.18 $26,721.71
Y13 Q3 $2.95 1,845.437 $1,298.01 $15.18 $28,019.73
Y13 Q4 $2.95 1,937.161 $1,361.01 $14.84 $28,744.05
Y14 Q1 $3.245 2,043.073 $1,571.59 $14.84 $30,316.33
Y14 Q2 $3.245 2,154.776 $1,657.51 $14.84 $31,973.85
Y14 Q3 $3.245 2,272.586 $1,748.13 $14.84 $33,721.98
Y14 Q4 $3.245 2,399.723 $1,843.71 $14.50 $34,800.20
Y15 Q1 $3.57 2,547.398 $2,141.54 $14.50 $36,941.75
Y15 Q2 $3.57 2,704.160 $2,273.33 $14.50 $39,215.07
Y15 Q3 $3.57 2,870.57 $2,413.23 $14.50 $41,628.30
Y15 Q4 $3.57 3,051.323 $2,561.73 $14.17 $43,245.07
Y16 Q1 $3.927 3,262.07 $2,995.34 $14.17 $46,240.41
Y16 Q2 $3.927 3,488.657 $3,202.81 $14.17 $49,443.21
Y16 Q3 $3.927 3,730.297 $3,424.65 $14.17 $52,867.87
Y16 Q4 $3.927 3,994.674 $3,661.86 $13.85 $55,329.68
Y17 Q1 $4.319 4,306.101 $4,313.52 $13.85 $59,643.15
Y17 Q2 $4.319 4,641.807 $4,649.81 $13.85 $64,292.46
Y17 Q3 $4.319 5,003.684 $5,012.31 $13.85 $69,305.27
Y17 Q4 $4.319 5,402.835 $5,403.07 $13.54 $73,135.11
Y18 Q1 $4.751 5,876.925 $6,417.03 $13.54 $79,552.60
Y18 Q2 $4.751 6,392.615 $6,980.16 $13.54 $86,553.22
Y18 Q3 $4.751 6,953.557 $7,593.15 $13.54 $94,126.37
Y18 Q4 $4.751 7,577.893 $8,259.44 $13.23 $100,249.14
Y19 Q1 $5.23 8,326.325 $9,901.13 $13.23 $110,150,27
Y19 Q2 $5.23 9,148.677 $10,879.02 $13.23 $121,029.28
Y19 Q3 $5.23 10,052.25 $11,953.48 $13.23 $132,982.77
Y19 Q4 $5.23 11,068.12 $13,134.07 $12.93 $143,098.13
Y20 Q1 $5.75 12,298.51 $15,907.33 $12.93 $159,005.66
Y20 Q2 $5.75 13,665.68 $17,675.89 $12.93 $176,681.55
Y20 Q3 $5.75 15,184.82 $19,640.84 $12.93 $196,322.39
Y20 Q4 $5.75 16,912.06 $21,824.82 $12.64 $213,690.09
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If your money is invested in actively managed mutual funds, you
are paying a fund manager to, in all likelihood, make you less money
than you could have simply buying an index fund or ETF.

And according to the Wall Street Journal, a study conducted by
Dresdner Kleinwort showed that the forecasts of investment pros
“were terrible.” But they found something fascinating:

. . . an almost perfect lag between forecasts and actual results.

Analysts would wait until stock prices rose and then forecast that
stock prices were about to rise. After interest rates fell, analysts
would forecast that interest rates were due to fall.

Analysts are terribly good at telling us what has just happened
but of little use in telling us what is going to happen in the
future.5

So, if these men and women who spend 10 hours a day or more
in the markets can’t succeed, isn’t it highly unlikely that you’ll be a
better stock picker than they will?

The data shows that you won’t—at least when it comes to timing.
According to the DALBAR Quantitative Analysis of Investor

Behavior (QAIB) study, from 1990 to 2010, the S&P 500 gained an
average of 9.14% per year while the average equity fund investor saw
profits of only 3.83% per year—not even enough to keep up with
inflation (see Figure 3.6).

10%

0%
S&P 500 Mutual Fund Investors

2%

4%

6%

8%

Figure 3.6 1990–2010: Equity Mutual Fund Investors’ Poor Timing Leads to Subpar Results
Source: DALBAR, Inc., Quantitative Analysis of Investor Behavior, 2011
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Figure 3.7 Asset Class Returns vs. The “Average Investor” 20 Years Annualized (12/31/1993–
12/31/2013)
Note: Total returns in USD. Average investor is represented by Dalbar’s average asset allocation,
which utilizes the net of aggregate mutual.
Source: Richard Bernstein Advisors, “Toward the Sounds of Chaos,” Insights, August 2014,
www.rbadvisors.com/images/pdfs/toward the sounds of chaos.pdf

What the study in Figure 3.6 shows us is that mutual fund
investors are buying and selling at the wrong times. They buy when
the markets get hot and sell when they fall, the exact opposite of what
they should be doing.

Need more proof? See Figure 3.7.
Figure 3.7 shows the returns of 44 sectors and asset classes over

the past 20 years, including the return of the average investor. Of the
44 categories, the average investor came in 41st, mostly because of
buying at market highs and selling near market lows.

Still not convinced? Figure 3.8 shows how investors pulled lots of
money out at the bottom and continued to remove money from the
market, failing to take advantage of the strong rebound.

The remedy is to not be an active stock picker. To be successful,
buy stocks that fit the criteria in this book, and leave them alone for
10 or 20 years. Trying to trade in and out of the market is a fool’s
game. Do you really know when Intel is going to miss earnings or
when the market is about to tank? Let me answer that. You don’t.
Neither do I. And neither does that lady from Goldman Sachs or
that guy from Fidelity.

Invest in great companies that raise their dividends every year.
In several years you will have many times more money than if you
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$20 billion

Bad Timing

Investors pulled money out of U.S.-stock mutual funds in recent years even as stock
prices climbed.
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−40−50
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Monthly flows into and out of U.S.-stock
mutual funds

S&P 500 total return

5.7%

−$13.8
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Figure 3.8 Bad Timing
Note: Data through July 31.
Source: Chart: Morgan Housel, “Three Mistakes Investors Keep Making Again and Again: Suc-
cessful Investing Requires Avoiding Common Mental and Emotional Pitfalls,” Wall Street Journal,
September 12, 2014, http://online.wsj.com/articles/three-mistakes-investors-keep-making-again-
and-again-1410533307; Data: Investment Company Institute (flows) and Morningstar (returns).

try to trade the market or put your investment capital in an actively
managed mutual fund.

One other thing to consider in light of the fact that I just shat-
tered your self-image as the next Warren Buffett: When you invest in
dividend-paying stocks, you’re often more than halfway to matching
the market’s return.

The market historically appreciates an average of 7.84% per
year. If you own a stock with a dividend yield of 3.8%, you’re just
about halfway there. You don’t have to be Warren Buffett. In fact,
you can be a lousy stock picker, one who invests in stocks that go
up only half as much as the market, and you’ll match the mar-
ket’s performance. And if you reinvest the dividends, you’ll do even
better.

If you invest in a stock with a 5% yield, you only need a gain of a
few percentage points during the year to beat the market and the vast
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Table 4.1 Stock Buybacks Can Increase EPS

Net Income EPS P/E Stock Price

20 million shares $20 million $1 15 $15
18 million shares $20 million $1.11 15 $16.65

million shares of stock, the $20 million in earnings is now divided
by 18 million shares, which equals $1.11 per share.

Let’s assume the stock trades at a price–earnings (P/E) ratio of
15. In the first scenario, it would trade at $15 (15 P/E × $1 EPS).
In the second, if it maintained the 15 P/E after a buyback, it would
trade at $16.65 (15 P/E × $1.11 EPS).

But here’s why management teams love the share buyback pro-
gram: Not only can it increase EPS, but the executives are also in
complete control of the funds.

So if the economy turns south, there is a hiccup in the busi-
ness, or executives simply want to hoard cash, they don’t have to buy
back any shares. All that they have announced is an authorization to
repurchase stock. It doesn’t mean the company has to, just that it is
allowed to.

Very often, companies don’t repurchase all of the stock in the
plan. Then they extend the agreement when it expires. So if a com-
pany said it is authorized to buy up to $100 million worth of stock
or two million shares by December 31, 2015, and it’s bought only
half that amount, in late 2015, it may extend the repurchase autho-
rization to 2017 and even the amount of shares, upping it to another
two million (probably knowing full well it will not purchase the entire
amount). Nevertheless, the market will treat this as good news and
likely give the stock a bump higher—decreasing the chance of the
company actually buying back the stock, as management wants to buy
its shares when they’re cheap. However, will any investors complain
that the stock is higher and management is not buying back shares?
Probably not.

Furthermore, a buyback can be used to manipulate earnings. For
example, according to Barron’s, in January 2012, Jarden (NYSE: JAH)
suspended its dividend to buy back $500 million worth of stock.1

Barron’s estimated that the buyback would boost earnings from $3.78
per share to $4.50.

Sounds good for the investor, right?
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Figure 4.1 Eaton Vance Beats the S&P by Nearly 10,000%
Source: Yahoo! Finance

Clearly it did. Over the past 25 years, when dividends are rein-
vested, Eaton Vance’s stock outperformed the S&P 500 by over
9,780%!

As Freyman and Faust appreciate, a dividend that is consistently
climbing keeps existing shareholders happy and attracts new ones.

Stocks that have a lot of momentum and whose price is rising
rapidly also attract new shareholders, but are they the right share-
holders?

Ultimately, management wants long-term investors as owners of
the company. These investors will typically be those who understand
the big picture and won’t get bent out of shape if the company’s earn-
ings fail to meet expectations one quarter. They will likely be more
patient shareholders than those who are in it for a quick buck.

Investors usually understand the company’s business. As long as
there has been no fundamental change to the business, shareholders
will stay invested, particularly if they are receiving a growing dividend.

Other investors with a shorter time horizon often bail out of a
stock that fails to meet earnings expectations during a quarter. Stocks
that miss analysts’ estimates frequently fall in price immediately after
the earnings report is released, triggering a stampede out of the
stock.

But shareholders who do not panic have the opportunity to buy
more shares or reinvest their dividends at a lower price as a result.
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Table 5.1 How Much Can You Save?

Investment Fees (20 Years) Total $ (5 Years) Total $ (10 Years) Total $ (20 Years)

10 dividend
stocks

$10,000 $100 ($10
commission ×
10 trades)

$17,873 $32,627 $116,855

Mutual fund $10,000 $6,097 $16,086 $25,499 $61,655

The expenses of mutual funds are a hidden cost because you
don’t actually see the money taken out of your account. Rather, the
expense fees hurt performance. So if your fund’s holdings went up
6% in value during the year but the fund has a 1% expense ratio,
your return would be only 4.94%. (If the account value started at
$100,000 and grew by 6% to $106,000, and management took a 1%
fee, the portfolio would be left with $104,940.)

Even worse is if you’re paying a financial advisor 1% per year.
That’s money that actually does come out of your account and is no
longer available to invest.

If you have a $500,000 account, growing at 10% per year, after 10
years, you’ve paid over $83,000. Of course, if your advisor is helpful
in planning for retirement, your kids’ education, insurance products,
asset allocation advice, and the like, and his or her advice makes you
an extra $84,000 over that time or enables you to sleep at night, it
will be worth paying the yearly management fee.

But if all your broker does is peddle you stock opportunities, stick
you in some underperforming or index funds, or execute your ideas,
you’re better off investing with a discount broker and keeping those
fees for yourself, so they can compound over the years to make you
even more money.

Let’s assume that instead of paying out the $83,000 in fees over
10 years, you invested with a discount broker.

Growing at 10% per year, your money would increase to
$1,296,871 after 10 years and no fees versus $1,172,867 if you paid
your advisor 1% per year. That’s a difference of over $124,000. So it’s
not just the $83,000 you’re paying to the advisor; it’s also costing you
another $40,000 in profits.

I don’t want to make it sound like I’m totally against finan-
cial planners. A good one who helps you achieve your financial
goals better than you can do it yourself is worth what you’re pay-
ing him or her. But there are many who are merely salespeople
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Table 5.2 How Much Money Do You Want to Make?

Initial Yield Dividend Growth Rate Stock Price Growth Value After 5 Years Value After 10 Years Value After 20 Years Time to Double(years) Time to Triple (years)

4% 8% 1% $13,199 $19,062 $60,732 10.75 14.75
4% 10% 1% $13,320 $20,104 $89,294 10 13.75
4% 8% 5% $15,716 $25,484 $75,049 8 12
4% 10% 5% $15,842 $26,551 $93,890 7.75 11.25
4% 8% 8% $17,862 $31,908 $101,815 6 10
4% 10% 8% $17,994 $33,013 $118,654 6 9.75
5% 8% 1% $13,967 $21,821 $90,200 9.25 13
5% 10% 1% $14,126 $23,317 $145,504 8.75 12
5% 8% 5% $16,549 $28,479 $97,118 7 11
5% 10% 5% $16,716 $29,972 $128,348 7 10.25
5% 8% 8% $18,751 $35,161 $123,631 6 9
5% 10% 8% $18,923 $36,685 $149,619 6 9

78
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Figure 5.1 Dendreon’s Wild Price Swings
Source: Yahoo! Finance

Dividend-paying stocks are often considered boring stocks. Insur-
ance companies, real estate investment trusts, big consumer products
companies, and utilities don’t have the sizzle of the hottest new tech-
nology or biotech stocks. And, of course, everyone can point to the
companies that were enormously successful, such as Google (Nasdaq:
GOOG) and Apple (Nasdaq: AAPL). But for every one of those, there
are many, many companies, like Real Networks (Nasdaq: RNWK),
that have never consistently made money and whose shareholders
have taken a beating.

Consider a high-beta company like Dendreon (Nasdaq: DNDN)
with a beta of nearly 4 (see Figure 5.1). Over the past 10 years, Den-
dreon’s stock price has been all over the place, possibly making for-
tunes for investors or traders lucky enough to be on the right side of
the trade but also losing gobs of money for those who got it wrong.

In comparison, the S&P 500 Dividend Aristocrats index has a beta
of 0.91, which means its price change should be only 91% of that of
the S&P 500.

Table 5.3 shows a list of some “boring” Aristocrats/Champions
and their betas.

Now let’s look at Table 5.4, which shows these same boring stocks
and how they have performed over the past 10 years. Note that this
list is price only, not including dividends.

As you can see, some of these boring stocks outperformed the
S&P 500, of which they’re a part.

admin
Highlight
Dendreon https://www.youtube.com/watch?v=B-pcGikVv4o
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Table 5.3 Aristocrats/Champions and Their Betas

Company Beta

Coca-Cola (NYSE: KO) 0.41
Consolidated Edison (NYSE: ED) –0.02
ExxonMobil (NYSE: XOM) 0.89
Illinois Tool Works (NYSE: ITW) 1.15
Kimberly-Clark (NYSE: KMB) 0.04
McDonald’s (NYSE: MCD) 0.45
Procter & Gamble (NYSE: PG) 0.35
Wal-Mart (NYSE: WMT) 0.34
S&P 500 1.00

Source: Yahoo! Finance

Now, when we include reinvested dividends, look what happens
(see Table 5.5).

Going back to my earlier idea that investors became traders in
the late 1990s and seemed to have forgotten how to invest for the
long haul, somehow the notion of a 10% to 15% annual return isn’t
sexy anymore. They want to double or triple their money on the next
great stock.

Believe me, I like a good speculation as much as the next guy.
And I absolutely love researching tiny biotech companies that could
be the next 5 or 10 bagger (a stock that goes up 5 or 10 times the
original investment).

But those trades are for the money that you’d take to Vegas.
That’s not investing unless you really know something about the com-
pany that Wall Street does not. And even then, they’re a big risk.

Table 5.4 Low Beta Doesn’t Mean Poor Performance

Company Beta Performance

Coca-Cola (NYSE: KO) 0.41 87%
Consolidated Edison (NYSE: ED) –0.02 37%
ExxonMobil (NYSE: XOM) 0.89 115%
Illinois Tool Works (NYSE: ITW) 1.15 93%
Kimberly-Clark (NYSE: KMB) 0.04 65%
McDonald’s (NYSE: MCD) 0.45 246%
Procter & Gamble (NYSE: PG) 0.35 48%
Wal-Mart (NYSE: WMT) 0.34 43%
S&P 500 1.00 81%

Source: Yahoo! Finance
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And I absolutely love researching tiny biotech companies that could
be the next 5 or 10 bagger (a stock that goes up 5 or 10 times the
original investment).

But those trades are for the money that you’d take to Vegas.
That’s not investing unless you really know something about the com-
pany that Wall Street does not. And even then, they’re a big risk.

Table 5.4 Low Beta Doesn’t Mean Poor Performance

Company Beta Performance

Coca-Cola (NYSE: KO) 0.41 87%
Consolidated Edison (NYSE: ED) –0.02 37%
ExxonMobil (NYSE: XOM) 0.89 115%
Illinois Tool Works (NYSE: ITW) 1.15 93%
Kimberly-Clark (NYSE: KMB) 0.04 65%
McDonald’s (NYSE: MCD) 0.45 246%
Procter & Gamble (NYSE: PG) 0.35 48%
Wal-Mart (NYSE: WMT) 0.34 43%
S&P 500 1.00 81%

Source: Yahoo! Finance
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Table 5.5 Reinvested Dividends Provide Great Returns in Low-Beta Stocks

Company Beta Total Return

Coca-Cola (NYSE: KO) 0.42 147%
Consolidated Edison (NYSE: ED) 0.27 124%
ExxonMobil (NYSE: XOM) 0.53 170%
Illinois Tool Works (NYSE: ITW) 1.10 143%
Kimberly-Clark (NYSE: KMB) 0.34 134%
McDonald’s (NYSE: MCD) 0.34 368%
Procter & Gamble (NYSE: PG) 0.47 95%
Wal-Mart (NYSE: WMT) 0.43 77%
S&P 500 1.00 123%

Source: Yahoo! Finance

If you don’t think that an annual return of 10% to 15% is solid,
you’ll never be satisfied. You’re the guy who goes out to a great meal
and complains that the valet took too long to get your car. You’re the
woman who’s married to the handsome prince and complains about
his mother.

Look at Table 5.6 and see what you can do with an average return
of 10% to 15% per year.

Impressive numbers, right? As Tom Petty sang, “The waiting is
the hardest part.”

It’s tough to get those double-digit returns, particularly the ones
north of 13%, after just five years. For example, if you buy a stock with
a 5% dividend that has 10% annual dividend growth and 5% stock
price appreciation, after five years your average compounded annual
growth rate will be 10.82%. Because of the power of compounding,
that average annual growth rate rises to 11.60% over 10 years and
13.61% over 20.

Table 5.6 $100,000 Turns into . . .

Average Annual Years to
Starting Amount Return 5 Years 10 Years 20 Years $1 Million

$100,000 10% $161,051 $259,374 $672,750
$100,000 11% $168,505 $283,942 $806,231
$100,000 12% $176,234 $310,584 $964,629
$100,000 13% $184,283 $339,456 $1,152,308 19
$100,000 14% $192,541 $370,722 $1,374,348 18
$100,000 15% $201,135 $404,555 $1,636,653 17
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Table 5.6 $100,000 Turns into . . .

Average Annual Years to
Starting Amount Return 5 Years 10 Years 20 Years $1 Million

$100,000 10% $161,051 $259,374 $672,750
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$100,000 13% $184,283 $339,456 $1,152,308 19
$100,000 14% $192,541 $370,722 $1,374,348 18
$100,000 15% $201,135 $404,555 $1,636,653 17



JWBT1479-c06 JWBT1479-Lichtenfeld Printer: Courier Westford January 22, 2015 11:31 Trim: 6in× 9in

Get Higher Yields (and Maybe Some Tax Benefits) 89

Figure 6.1 Closed-End Funds Association Site
Source: Closed-End Fund Association and Lipper, a Thomson Reuters Company

When researching a closed-end fund, you always want to know
whether it is trading at a premium or discount to its net asset value
(NAV)—the value of the assets in the fund.

To find the NAV, you usually have to go to a site that focuses on
closed-end funds or one that has a section dedicated to them. You
won’t find NAVs on Yahoo! Finance or in the stock quotes in your
newspaper. (See Figure 6.1.)

I usually go to the website of the Closed-End Fund Association
(CEFA; www.cefa.com). The CEFA is a trade organization for closed-
end funds, and the website has a lot of useful information besides
just NAVs.

Figure 6.1 is a snapshot of the website. The fund we’re looking at
is Central GoldTrust (NYSE: GTU), which is a closed-end fund that
holds gold bullion.

Toward the upper right-hand corner, it says the NAV is $64.86
and the market price is $65.94.

That means the value of the assets in the fund is $64.86 per share.
However, to buy it, you’d have to pay more than that—$65.94 to be
exact.



JWBT1479-c06 JWBT1479-Lichtenfeld Printer: Courier Westford January 22, 2015 11:31 Trim: 6in× 9in

Get Higher Yields (and Maybe Some Tax Benefits) 91

Let’s look at another fund, Deutsche Municipal Income Trust
(NYSE: KTF). Even though this is a municipal bond fund, it trades
like a stock. On the CEFA website is a chart that shows the fluctuation
of the discount or premium for all closed-end funds. It’s on the bot-
tom half of the page on the left-hand side and is seen in Figure 6.2.

The light grey line is the important one as that represents the
actual discount and premium of the fund. The black line represents
the class of funds (in this case municipal bond funds) so that you can
compare the fund with its peers.

You can see that the fund started out with about a 1.52% dis-
count and quickly rose to a 3.48% premium. Over the next 10 years,
it traded mostly at a discount, hitting a low of a 16.52% discount in
late 2008. At that time, you could have bought $100 in assets for less
than $84.

The 10-year average discount is 4.917% (the minus sign means
discount). The five-year average discount is 5.503%, and year to date,
the average discount is 0.38%.

3.48

–1.52

–6.52

–11.52

–16.52
1/1/2002

Fund 1 Month

Premium/Discount History

Premium/Discount

10 YR Avg 5 YR Avg YTD Avg

Class 1 Month

1/1/2006
1/1/2004

Graph reflects most recent month-end data.

1/1/2008
1/1/2010

–4.917% –5.503% –0.380%

Figure 6.2 Deutsche Municipal Income Trust
Source: Closed-End Fund Association and Lipper, a Thomson Reuters Company
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10 YR 5 YR 1 YR YTD

Market Return 2.23%

34

2.99%

25

–2.86%

84

0.61%

38

4.18%

67

6.36%

38

2.18%

60

2.27%

34

Lipper Pct. Rank

Lipper Pct. Rank

NAV Return

Figure 6.3 Average Annual Total Return %
Source: Closed-End Fund Association and Lipper, a Thomson Reuters Company

Let’s look at one more picture so that you can see how the NAV
and the stock price don’t always move at the same pace.

We’ll zoom in on the CEFA website and look at another closed-
end fund. On the top half of the page on the left under the chart, we
see a table that looks like the one in Figure 6.3.

The fund is the Liberty All-Star Growth Fund (NYSE: ASG). In
each of the periods shown, the NAV outperformed the fund’s price
(market return is the return of the fund based on its price, not
NAV). Over the past year and year to date, the difference has been
significant—over 2% in the past one year and more than 3% year to
date. In fact, the NAV was actually positive (barely) year to date, while
the price of the fund lost 2.86%.

The difference between the returns of the NAV and the price
goes back to supply and demand for the fund itself. The fund’s price
will outperform the NAV as more investors clamor to buy the fund.
When that occurs, existing owners raise their price, just as with any
stock.

In Liberty All-Star’s situation, that was not the case year to date.
Although the NAV rose, there were likely more sellers than buyers as
the price of the fund fell nearly 3%.

Quite a few closed-end funds pay significant yields. Many of them
combine investments, such as common stocks, preferred stocks,
and fixed income, to provide a fairly high regular dividend. There
are many bond funds to choose from in nearly every category—
mortgage-backed securities, corporates, government, foreign gov-
ernment, foreign corporates, business loans, bank loans, and so on.
About the only thing missing is a fund that invests in loans made by
Jimmy “Knuckles” at the bar on the corner. And rumor has it the First
American Loan Shark Interest Trust fund is debuting next year.



JWBT1479-c07 JWBT1479-Lichtenfeld Printer: Courier Westford January 15, 2015 12:49 Trim: 6in× 9in

116 Get Rich with Dividends

Depreciation
Adjustments To Net Income
Changes In Accounts Receivables
Changes In Liabilities
Changes In Inventories
Depreciation
Changes In Other Operating Activities

Total Cash Flow From Operating Activities

Total Cash Flow From Investing Activities

57,511
27,962
(2,430)
(29,336)

4,133
6,709

178,090

55,010
35,392

(16,575)
38,872
(5,814)

(41,448)

189,087

56,195
53,430
10,197
(8,438)
1,101

(34,927)

181,930

View: Annual Data � Quarterly Data All numbers in thousands

Period Ending Jun 30, 2014 Jun 30, 2013 Jun 30, 2012

Net Income

Operating Activities, Cash Flows Provided By or Used In

Capital Expenditures
Investments
Other Cash flows from Investing Activities

(24,822)
-

(417,461)

(442,283) (76,159) (284,682)

(25,969)
-

(50,190)

(35,718)
-

(248,964)

Total Cash Flow From Financing Activities

Change in Cash and Cash Equivalents

Dividends Paid
Sale Purchase of Stock
Net Borrowings

(75,392)
(19,341)
365,000

273,106 (111,074)

8,913 1,854

100,851

(1,901)

(70,527)
(15,215)
(30,000)

(62,994)
(20,973)
185,000

Other Cash Flows from Financing Activities

Effect Of Exchange Rate Changes

(2,016) (770) (677)

- - -

113,541 123,650 104,372

Investing Activities, Cash Flows Provided By or Used In

Financing Activities, Cash Flows Provided By or Used In

Figure 7.1 Statement of Cash Flow, Meredith Corp.
Source: Yahoo! Finance

Payout Ratio

The payout ratio is the ratio of the dividends paid versus net income.
For example, if a company makes $100 million in profit and pays out
$30 million in dividends, its payout ratio is 30%.

Payout ratio = Dividends paid/Net income

Notice that the payout ratio has nothing to do with yield or divi-
dends per share. We can figure out the payout ratio by looking at the
financial statements—the statement of cash flow, to be exact.

Figure 7.1 is the statement of cash flows for Meredith Corp.
(NYSE: MDP). Meredith is the publisher of magazines, such as Ladies’
Home Journal, Parents, and Family Circle.

You can see that in the fiscal year ending June 30, 2014, Meredith
Corp. paid out $75,392,000 in dividends against $113,541,000 in net
income, for a payout ratio of 66%.
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any actual cash that was laid out this year. We paid for the equipment
in previous years but now claim depreciation as an expense against
our operating profit.

Depreciation: An accounting method that lets a business expense the cost of
equipment over its useful life.

Example: The trattoria buys $1 million worth of equipment and pays for it
in the first year. If the equipment should last 10 years, we can take $100,000 as
an expense off our profits every year for 10 years, even though we paid the $1
million in the first year.

Let’s create a very simplified statement of cash flow where we add
back in the depreciation. (See Table 7.2.)

For simplicity’s sake, I didn’t include other variables that can alter
cash flow, so let’s just assume that the cash flow from operating activ-
ities is the total cash flow from the business.

You can see that while the net income that will be reported to the
government for tax purposes is $100,000, the cash flow—the amount
of cash the business actually generated—is $200,000.

Going back to our real-life example with Meredith Corp., while
it was unprofitable in 2009, it was able to pay the $39,730,000
in dividends because its cash flow from operating activities was
$180,920,000.

Even though the company lost over $107 million during the year,
its business generated $181 million in cash, which enabled it to pay
the dividend.

Calculating the payout ratio based on the cash flow from opera-
tions gives us a ratio of just 22%.

Table 7.2 Marc Lichtenfeld’s Authentic Italian Trattoria 2014
Statement of Cash Flows

Net Profit $100,000

Depreciation $100,000
Total cash flow from operating activities $200,000
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Company
25 or more Straight Years Higher Dividends

(and American Depository Receipts) (excluding Special/Extra Dividends)
*A/D=Accelration/Deceleration (5-year average)

(DGR=Dividend Growth Rate)

U.S. Dividend Champions Dividends Paid by Year

Name
1st Source Corp.
3M Company
ABM Industries Inc.
AFLAC Inc.
Air Products & Chem.
Altria Group Inc.
American States Water
Archer Daniels Midland
AT&T Inc.
Atmos Energy
Automatic Data Proc.
Becton Dickinson & Co.
Bemis Company
Black Hills Corp.
Bowl America Class A
Brady Corp.
Brown-Forman Class B
C.R. Bard Inc.
California Water Service
Carlisle Companies
Chevron Corp.
Chubb Corp.
Cincinnati Financial
Cintas Corp.
Clarcor Inc.
CIorox Company
Coca-Cola Company
Colgate-Palmolive Co.
Commerce Bancshares
Community Trust Bancorp.
Computer Services Inc.
Connecticut Water Service
Consolidated Edison
Diebold Inc.
Donaldson Company
Dover Corp.
Eagle Financial Services
Eaton Vance Corp.
Emerson Electric
Energen Corp.

Ticker
Symbol
SRCE
MMM
ABM
AFL
APD
MO
AWR
ADM
T
ATO
ADP
BDX
BMS
BKH
BWL_A
BRC
BF-B
BCR
CWT
CSL
CVX
CB
CINF
CTAS
CLC
CLX
KO
CL
CBSH
CTBI
CSVI
CTWS
ED
DBD
DCI
DOV
EFSI
EV
EMR
EGN

5/10
A/D*
0.443
0.724
0.795
0.484
0.844
0.810
1.555
0.645
0.488
0.029
0.615
0.694
0.532
0.693
0.615
0.654
0.764
0.930
1.396
1.023
0.857
0.672
0.233
0.982
1.327
0.885
0.823
0.984
0.543
0.295
0.748
1.253
1.068
0.525
0.956
1.023
0.349
0.414
0.801
0.814

DGR
1-yr

3.0
7.6
3.4
6.0

10.8
7.8

19.7
8.6
2.3
2.5

10.1
10.0
4.0
2.7
2.3

8.6
11.1
4.2
1.8
2.1

2.7
10.5
5.1
1.6

10.5
11.1
6.8
1.7

20.3
16.2
8.9
9.8
9.0
6.5
1.6

13.2
2.1
1.7
0.9

42.9
9.0
4.1
5.1
3.1
3.6

2.8
9.7
5.4
2.5
8.4

11.2
5.8
1.2

17.1
13.1
8.7
8.4
9.4
5.2
1.5

13.5
1.9
1.1
2.1

26.4
10.7
3.3
7.5
7.1
3.7

8.4
12.2
3.4
1.7
1.9
4.3
7.8
5.8
1.8
7.0
9.0
6.2
1.5

10.9
11.7
9.4
8.1

11.3
3.8
1.7

12.7
2.2
1.0
2.8

17.6
10.0
2.6
6.3
6.2
3.9

13.7
17.6
6.4
2.4
3.1
6.6

10.2
6.2
1.3
6.8

10.6
9.2
6.4

11.0
8.9

10.7
9.8

11.4
7.0
5.9

17.0
1.7
0.9
5.4

18.4
9.8
7.3

15.2
7.7
4.7

8.2
13.5
8.2
2.3
1.8

9.2
8.7
7.9
2.4
1.7

11.4
5.6

12.2
4.9
1.7

DGR
3-yr

DGR
5-yr

DGR
10-yr

3.7
6.5
3.6
7.6

13.0

3.2
4.9
3.7
8.1

10.3

7.3
6.8
4.7

16.8
12.2

Figure 7.2 U.S. Dividend Champions
Source: DRiP Resource Center
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Table 7.3 Brady Corp.’s Dividend History

Year Dividend % Raise

2004 $0.425 4.9%
2005 $0.46 8.2%
2006 $0.53 15.2%
2007 $0.57 7.5%
2008 $0.62 8.8%
2009 $0.685 10.5%
2010 $0.705 2.9%
2011 $0.725 2.8%
2012 $0.745 2.8%
2013 $0.765 2.7%
Average 6.6%

Source: Brady Corp.

boost never went above 3%. If you’d owned the stock for a number of
years, somewhere around 2012, you might’ve seriously taken a look
at what was going on and why the annual dividend raise had slowed
to a crawl.

Is it a new policy? Is the payout ratio too high? Has cash flow dried
up? Once you understand the various pieces of information, you’ll be
better equipped to decide if you’re going to keep the stock in your
portfolio or punt it and move on to something else.

Companies don’t always post their entire history of dividends;
sometimes they choose to just show the past few years. But you can
call the company’s investor relations department to get the full data.

A free website, www.dividata.com, offers dividend history data as
well. It has the dividend histories for most companies, although it
doesn’t go all the way back for every company.

For example, the site has data on Genuine Auto Parts (NYSE:
GPC) going back to 1983, although the company has raised its divi-
dend every year since 1956.

In Johnson & Johnson’s (J&J) case, the data goes back to 1970,
whereas J&J’s own investor relations page on its corporate site goes
back only to 1972.

If you want to see all of the dividends going back 30 or 40 years
just for fun, knock yourself out. But it’s not really relevant to whether
the stock is an appropriate investment today. It doesn’t matter that
the company raised its dividend 11% in 1971. What we’re most inter-
ested in is the past few years because that is likely the best indicator
of what we can expect in the near future.
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Of course, things can change. A company can find itself with a
hot product and see a meaningful increase in cash flow, which might
spur management to grow the dividend more than it has in the past.
Or the opposite might occur. The company goes through a slump,
and the previous 10% dividend hikes get cut to just 1% (to keep its
streak alive).

But, generally speaking, if you want an idea of which direction
dividend growth is moving and how much growth you can anticipate,
take a look at the last 1-, 3-, 5-, and 10-year averages for a ballpark
figure.

It’s a good measuring stick for how the company is performing.
If over the past 1, 3, 5, and 10 years, a company has averaged at least
10% dividend growth, and then this year it climbs only 2%, you may
want to take a hard look at it to assess whether it is likely to provide
you with the growth in income that you desire.

If the following year it also hikes the dividend only by 2%, it might
be time to pull the plug and find an alternative that offers much
higher growth.

Special Dividends

A special dividend is exactly what it sounds like. It’s a dividend that’s,
well, special. Any questions?

A special dividend is usually a one-time payment, often much
more than the regular dividend.

Look at the dividend chart (Figure 7.3) and data (Figure 7.4) on
American Eagle Outfitters (NYSE: AEO). You can see that in 2009

$0.70

$0.52

$0.35

$0.18

$0.00
1110100908080706050504

2Y 5Y1Y MAX

(AEO) Dividend History

Figure 7.3 American Eagle Outfitters Dividend History
Source: Dividata.com
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Sep 22, 2011

Ex-Dividend Date Dividend Amount

Jul 6, 2011

Mar 24, 2011

Dec 9, 2010

Sep 23, 2010

Jun 24, 2010

Mar 25, 2010

Dec 23, 2009

Oct 7, 2009

Jul 1, 2009

$0.110000

$0.110000

$0.110000

$0.610000

$0.110000

$0.110000

$0.100000

$0.100000

$0.100000

$0.100000

Figure 7.4 Dividend Payment History for American Eagle Outfitters
Source: Dividata.com

through March 2010, American Eagle paid shareholders $0.10 per
share quarterly. It raised the dividend to $0.11 in June 2010.

Then in December the dividend spiked to $0.61 but immediately
went back down to $0.11.

On December 2, American Eagle declared a special $0.50 per
share dividend on top of its regular $0.11 quarterly dividend. So
shareholders received $0.61 per share that quarter.

A company may declare a special dividend for a number of rea-
sons. One of the most common is because shareholders demand it.
We saw that in 2004, when Microsoft, sitting on billions of dollars
in cash, paid shareholders a special dividend of $3 per share. The
payout barely put a dent in the company’s cash stash but somewhat
appeased investors, who were unhappy that the company was hoard-
ing cash and not putting it to use acquiring other companies or for
other growth initiatives.

Investors who demand special dividends do so because they feel
that the company is holding their cash. If management isn’t going to
do something with it, the company might as well give it back.

As you can imagine, management rarely agrees with this opinion,
but sometimes when the clamoring gets too loud, it throws investors
a bone with a special dividend.

The reason I bring this up is because you don’t want to include
a special dividend in any annual dividend growth calculations.
These are special one-time items. Unless the company specifies
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Don’t get bent out of shape if the company has a bad year or two,
particularly if the payout ratio is low enough that the dividend isn’t
threatened. But if a company has year after year of negative sales,
earnings, or cash flow growth, you might want to start looking else-
where. It’s not going to be the healthiest company, even if the payout
ratio is low and the dividend continues to grow.

In a perfect world, I’d like to see 10% or more growth in sales,
earnings, and cash flow, but that is not always easy to find, particu-
larly in mature, stable companies that have a long history of dividend
growth. So be sure to keep an eye on the company and look for at
least some growth in those areas.

By following the payout ratio and noticing that it’s redlining
(75%+), particularly if it has risen in a hurry, you should be able
to bail out before things hit the fan.

Let’s look at an example of a company that cut its dividend and
see whether we could see any warning signs.

Table 8.1 and Figure 8.1 show the dividends paid out by Vulcan
Materials Company (NYSE: VMC), which cut its quarterly dividend
in half in the third quarter of 2009 to $0.25 from $0.49 per share.
I’ve included the payout ratios based on net income, cash flow from
operations, and free cash flow.

Free cash flow: Cash flow from operations minus capital expenditures. Including
capital expenditures as a cost of doing business on the cash flow statement
makes sense because it is cash that is being spent to run or grow the business.

Could we have foreseen a cut coming?

Table 8.1 Vulcan Materials Company’s Payout Ratios (Dollar Amounts in Millions)

2004 2005 2006 2007 2008 2009 2010

Dividends $106 $118 $144 $181 $215 $171 $128
Net income 287 389 468 451 (4) 30 96
Payout ratio 37% 30% 31% 40% NM 570% 133%
Cash flow/operations $581 $473 $579 $708 $435 $453 $203
Payout ratio 18% 25% 25% 26% 50% 38% 63%
Free cash flow $377 $258 $144 $225 $82 $343 $116
Payout ratio 28% 46% 100% 80% 262% 50% 110%
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Figure 8.1 Vulcan Materials Company Dividends
Source: Chart: Marc Lichtenfeld; Data: Morningstar

You can see that the payout ratios, according to net income and
cash flow from operations, were all in a very safe area until 2008,
when, because of a net loss, the payout ratio based on earnings is not
meaningful (and falls to zero on the chart). Based on cash flow from
operations, it was still 50%, which is normally fairly stable. However,
this sudden doubling of the payout ratio rather than a nice steady
trend upward should have set off some alarm bells.

Free cash flow gave us a warning even earlier, when the pay-
out ratio hit 100% of free cash flow in 2006. That should have put
investors on alert. Dropping down to 80% in 2007 may have changed
it to a code yellow from code red, but shareholders still ought to
have been watching it carefully. Then in 2008, dividends exceeded
free cash flow. At that point, investors should’ve thought very care-
fully about whether Vulcan was a stock that still belonged in their
portfolios.

Of course, 2008 was when the financial crisis hit, and it was a bad
year for everyone. But the sudden pops in the payout ratio served as
a warning that the dividend was in jeopardy.

Notice that the dividend wasn’t cut until the second half of 2009.
When things get bad, management typically is reactive instead of
proactive. It will try hard not to cut the dividend even if bad earnings
numbers are expected. Companies often wait until the last possible
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Dividend Growth: 10% or Higher

There aren’t that many companies out there with dividend growth
of 10% or more. In fact, out of the 346 companies that have raised
their dividends every year for the past 10 years, only 162 have
boosted the dividend by an average of 10% per year for that 10-year
period.

Obviously, you’d like as much growth as you can possibly get. But
it’s okay to sacrifice a little bit of growth for a higher starting yield—
providing that the dividend is safe. It is not okay to buy a stock with a
13% yield that is unsustainable.

But if you start out with a higher yield, you can give up a few per-
centage points of annual growth. Of course, there’s no guarantee of
what future growth will be; we can only go off what the company has
done in the past and any statements it has made regarding dividend
policy.

For example, in an earnings or dividend announcement, the
company might state that it remains committed to 9% to 10% div-
idend growth for the foreseeable future.

Again, no guarantees, but that should give you a good frame of
reference on which to base your forecast.

If you can’t find any stated dividend policy in a company’s press
releases or corporate presentations on its website, call investor rela-
tions and ask whether it has one.

Take a look at what happens if we increase the starting yield but
lower the growth forecast. We’ll assume we invested $10,000 and the
stock price never moves. (See Table 8.2.)

As you go farther out to 15 and 20 years, the stocks with the higher
growth rate surpass those with the higher starting yield and lower
growth rate. See Table 8.3.

Table 8.2 Growth Is Important, but a Decent Starting Yield Is, Too

Yield
Dividend Growth

Rate Yield Year 5 Yield Year 10

Value with
Reinvested Dividends

Year 5

Value with
Reinvested Dividends

Year 10

4% 10% 5.9% 9.4% $12,746 $18,815
4.5% 9% 6.4% 9.8% $13,066 $19,690
5% 8% 6.8% 10% $13,379 $20,493
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Table 8.3 In Later Years, Dividend Growth Is More Important Than Starting Yield

Yield
Dividend Growth

Rate Yield Year 15 Yield Year 20

Value with
Reinvested Dividends

Year 15

Value with
Reinvested Dividends

Year 20

4% 10% 15.2% 24.5% $35,096 $94,880
4.5% 9% 15.0% 23.1% $36,878 $96,058
5% 8% 14.7% 21.8% $38,224 $94,891

Also, it’s interesting to note that reinvesting dividends for 20 years
achieves the same results with a 4% starting yield and 10% dividend
growth as you get with a 5% starting yield with only 8% growth.

So in this case, higher dividend growth made up for the lower
starting yield. And it certainly did when you don’t reinvest dividends
and simply look at what the yields turn into by compounding the
growth rate.

Of course, no stock is static, so the fluctuations in the stock price
will influence the value after reinvesting dividends.

But these tables are here to show you that while dividend growth
is very important to keep up with inflation and serve as the fuel for
the compounding machine, you also need a decent starting yield to
get the process moving.

Certainly look for a 10% growth rate, but don’t sweat it if you
can’t find exactly what you’re searching for. Since the growth rate
will fluctuate depending on management’s decisions, what it will be is
really not completely knowable. The starting yield is certain, however,
and the past payout ratio that signals whether the dividend is safe is
also known.

You need the growth to make this process work, but put a bit
more weight on the yield and payout ratio.

It also helps to have a company that is growing earnings and cash
flow. As you saw from the section on payout ratio, to continue to
increase the dividend without getting into dangerous territory, the
company needs to increase the pool of money from which it is paying
dividends.

Even with a low payout ratio, a company whose earnings and cash
flow have stalled will have a difficult time justifying a dividend raise
year after year. You don’t need superhot growth. Even single-digit
growth often will suffice to ensure there is enough cash to grow the
dividend by a meaningful amount every year.



JWBT1479-c08 JWBT1479-Lichtenfeld Printer: Courier Westford January 15, 2015 8:53 Trim: 6in× 9in

The 10–11–12 System 143

Numbers

In the next tables, I’ll lay out for you what starting yield you need
to reach the 10–11–12 goals based on various dividend growth and
price appreciation assumptions.

Table 8.4 and the tables to follow show the yield and the amount
of dividend income if dividends are not reinvested. The next two
rows are the yield on original cost and yearly dividends if dividends
are reinvested. The last two rows are the compound annual growth
rate and total value, so you can see that we’re hitting our goal
of 12%.

Below Table 8.4 and the rest of the tables is a list of the assump-
tions we’re making. So in this one we have average market perfor-
mance of 7.84%, 10% annual dividend growth, a $10,000 starting
investment, and a 4.7% starting yield.

The assumptions are the basic formula. Assume that over the
next 10 years, the market is going to appreciate the same amount as
its historical average. Next, find a stock with a dividend growth rate
of 10% (that is likely to continue at that rate) and a starting yield
of 4.7%.

You can see that in 10 years, we’ve achieved the 11% yield when
dividends are not reinvested and a 13% average annual return
when dividends are reinvested. Also notice that when dividends are

Table 8.4 Average Market with 10% Dividend Growth

5 Years 10 Years 15 Years 20 Years

Yield (dividends not reinvested) 6.9% 11.1% 17.8% 28.7%
Annual income $688 $1,108 $1,784 $2,874
Yield on original investment
(dividends reinvested) 8.64% 18.08% 38.88% 86.17%
Annual income (dividends
reinvested) $864 $1,808 $3,888 $8,617
Compound annual growth rate
(CAGR) 13.11% 13.39% 13.69% 14.02%
Total value $18,517 $35,147 $68,555 $137,800

Assumptions:
Average market with 10% dividend growth.
$10,000 investment.
Annual stock price appreciation: 7.84% (historical average).
Annual dividend growth rate: 10%.
Necessary starting yield: 4.7%.

LUP06
Text Box
Day 3 Start
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Table 8.5 Weak Market with 10% Dividend Growth

5 Years 10 Years 15 Years 20 Years

Yield (dividends not reinvested) 7.8% 12.5% 20.1% 32.4%
Annual income $776 $1,249 $2,012 $3,241
Yield on original investment
(dividends reinvested) 9.9% 22.7% 56.8% 159.4%
Annual income $993 $2,271 $5,684 $15,944
CAGR 11.18% 12.01% 12.99% 14.14%
Total value $16,987 $31,079 $62,421 $140,933

Assumptions:
Weak market with 10% dividend growth.
$10,000 investment.
Annual stock price appreciation: 5% (below historical average).
Annual dividend growth rate: 10%.
Necessary starting yield: 5.3%.

reinvested, the yield on your original investment is now nearly 18%
rather than 11%.

In Table 8.5, we’re modeling a slower market than usual. Even
if you’re somewhat bearish, this is a safe assumption as the market
has been up 67 out of 74 times over the past three-quarters of a cen-
tury. If we hit a bear market during some part of the next decade,
chances are we’ll still finish the 10-year period up. A 5% annual
stock market return would be a pretty big disappointment for most
investors.

Notice in this scenario that you need a higher starting yield to
make up for the weak market. To reach our goals, you’ll have to start
out with a 5.3% yield and hit the 10% dividend growth numbers.

If you do, you’ll have a 12.5% yield in 10 years, or 22% if the
dividends are reinvested. That’s because you’re reinvesting the div-
idends at lower stock prices than in the first scenario, buying more
shares with a higher dividend per share. As compounding works its
magic, it will result in a greater return as the years go by.

After 10 years, your return in percentage and total dollars is a bit
lower than in the first scenario, but after 20, all those cheap shares
you bought add up and generate a 14% return.

In Table 8.6, we’re planning for another decade like the one
we had recently, the 10-year period known as the lost decade. From
2002 to 2011, the return of the S&P 500 was, to use a technical term,
bubkes. It averaged less than 1% per year.
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Table 8.6 Nowhere Market with 10% Dividend Growth

5 Years 10 Years 15 Years 20 Years

Yield (dividends not reinvested) 10.5% 17% 27.3% 44%
Annual income $1,054 $1,697 $2,734 $4,403
Yield on cost (dividends reinvested) 15.3% 47.4% 217.7% 1,853%
Annual income $1,526 $4,742 $21,796 $185,309
CAGR 9.08% 11.97% 16.09% 22.1%
Total value $15,445 $30,962 $93,791 $542,675

Assumptions:
Nowhere market, 10% dividend growth.
$10,000 investment.
Annual stock price appreciation: 0%.
Annual dividend growth rate: 10%.
Necessary starting yield: 7.2%.

If you invested your money on December 31, 2001, and didn’t
look at it again until 10 years later, you had no idea what a wild ride
it was. All you’d see is that your portfolio barely budged.

In the next 10 years, we’re going to assume the market is slightly
worse and doesn’t return a penny. That $10,000 invested in the S&P
500 is worth $10,000 a decade later.

But look, even with a flat market, strong returns are possible.
You’ll have to find a stock yielding 7.2% to hit our numbers, but it
can be done.

For what it’s worth, if you invested in an easier-to-find stock yield-
ing 4.7% that grew its dividend 10% per year in a flat market, you’ll
still get that 11% yield after 10 years, or nearly 22% if you reinvested
the dividends. And your average annual return would be 7.7%, which
would more than double your money.

I don’t think anyone would complain about that. Would you have
complained about a 7.7% annual return on your portfolio between
2002 and 2011? Probably not. If the market returned zero but you
got 7.7%, you’d probably be thrilled at your good fortune.

In Table 8.7, I chose an average annual return of –1.2% because
that was the average for the 10-year periods that were negative. It’s
certainly possible that we could experience an even worse decline,
but considering how few times negative returns occurred, I believe
the average is a safe assumption.

Look how high the numbers get, particularly beyond 10 years,
when you reinvest the dividend. That’s when the compounding
machine really begins to gather momentum.
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Table 8.7 Bear Market with 10% Dividend Growth

5 Years 10 Years 15 Years 20 Years

Yield (dividends not reinvested) 11.0% 17.7% 28.5% 45.9%
Annual income $1,098 $1,768 $2,848 $4,586
Yield on original investment
(dividends reinvested) 16.3% 55.1% 311.2% 4,099.7%
Annual income $1,630 $5,514 $31,122 $409,969
CAGR 8.45% 12.03% 17.42% 25.72%
Total value $15,003 $31,142 $111,273 $973,662

Assumptions:
Bear market, 10% dividend growth.
$10,000 investment.
Annual stock price appreciation: –1.2% (historical average of 10-year negative rolling returns).
Annual dividend growth rate: 10%.
Necessary starting yield: 7.5%.

The fact that the stock price is declining allows the investor to
buy more shares at a lower price. Those lower-priced shares still gen-
erate significant income, which is being put right back to work in
more lower-priced shares. As a result, the investor accumulates a ton
of shares, which, even with the lower stock price, becomes worth a
significant amount of money.

Imagine if we hit a bear market so rough that, for 20 years,
the average return of the market was negative (that has never
happened, by the way), and you turned your $10,000 original
investment into nearly $1 million. To say you’d be ecstatic would be
an understatement.

Reality check: If we hit a sustained bear market that delivered
annual negative returns over the course of 20 years, it might be dif-
ficult, even for the best Perpetual Dividend Raisers, to continue rais-
ing their dividends at 10% per year. But keep in mind that during the
Great Recession years of 2008 and 2009, plenty of companies contin-
ued to raise their dividends at double-digit paces.

I have no doubt that during the next long and significant decline
in the market, many companies will find a way to raise the dividend,
even if it’s just a few percentage points as a token amount to keep
their records intact. In January 2012, Kimberly-Clark (NYSE: KMB)
raised its dividend for the 40th consecutive year, which includes the
Great Recession of 2008 and 2009.

Kimberly-Clark had been raising the dividend around 9% to 10%
per year, including 9.4% in 2008. However, in 2009, it tapped on the
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Table 8.8 1,000 Shares Reinvested Grow to . . .

Stock Performance 10 Years 20 Years

10% 1,578 2,492
7.84% 1,652 3,045
5% 1,774 4,404
0% 2,099 13,922

–1.2% 2,209 21,443

brakes and raised the dividend by only 3.4%. In 2010, however, it was
right back to a 10% raise.

As long as the dividend is growing, you’ll still acquire lots
more shares, which will increase the value of your holdings sig-
nificantly, not to mention the income should you decide to stop
reinvesting.

To illustrate the power of compounding, even in a bear market,
look at how many shares you’d have at the end of 10 and 20 years
based on the first example, where the starting yield is 4.7% and the
dividend grows 10% per year. (See Table 8.8.)

I’m sure it jumps out at you how many more shares you have the
worse the stock performs. It’s astonishing to think that a sustained
bear market would make you richer than a bull market.

In the first 5 to 10 years, that’s not so. The bull market wins. But as
the compounding magnifies, you’re buying hundreds or even thou-
sands of shares per quarter. And even at lower stock prices, all those
shares add up to make you wealthy.

Another thing to consider: If we are unfortunate enough to expe-
rience a 20-year bear market or at least a market where the average
annual return is negative over 20 years, chances are that inflation will
be very low.

That would make your returns even more valuable. If you turned
$10,000 into even a few hundred thousand dollars during that kind
of economy, you probably would not lose much if anything to infla-
tion. And I guarantee that if you turn $10,000 into several hundred
thousand dollars during a 20-year bear market, you’d do better than
99% of the people out there.

From 1929 to 1941, prices declined by an average of 1% per year.
And that includes the 5% inflation rate of 1941, when the war effort
was kicking into gear.



JWBT1479-c08 JWBT1479-Lichtenfeld Printer: Courier Westford January 15, 2015 8:53 Trim: 6in× 9in

148 Get Rich with Dividends

Table 8.9 Bull Market with 10% Dividend Growth

5 Years 10 Years 15 Years 20 Years

Yield (dividends not reinvested) 6.9% 11% 17.8% 28.7%
Annual income $688 $1,108 $1,784 $2,874
Yield on cost (dividends reinvested) $840 $1,701 $3,442 $6,967
Annual income 8.4% 17% 34.4% 69.7%
Average annual return 15.14% 15.14% 15.14% 15.14%
Total value $20,236 $40,951 $82,870 $167,700

Assumptions:
Bull market, 10% dividend growth.
$10,000 investment.
Stock price appreciation: 10% (above historical average).
Dividend growth rate: 10%.
Necessary starting yield: 4.7%.

So, if we experienced deflation, where prices are falling, your div-
idend windfall would actually be worth even more in real purchasing
power.

Next, we look at a strong market. Interestingly, in Table 8.9 you’ll
notice the average annual return when you reinvest the dividends
stays constant. That’s because the growth rates of both variables are
the same.

You also see that your $10,000 quadruples to $40,000 in this bull
market when you reinvest the dividends. And after 20 years, your
yearly dividends are equal to 70% of your original investment.

A 10% dividend growth rate is the goal, but we might not always
be able to achieve it. Let’s look at some of the similar scenarios with
5% dividend growth instead, so you have an idea as to what kind of
returns you can expect at the lower growth rate.

The first thing that jumps out about the calculations in Table 8.10
is that the average annual return is actually declining—not the value
of the investment. Your money is still growing. But the annual return
is slowing. That’s because the dividend growth rate is lower than the
stock price appreciation. The increasing dividends that you’re receiv-
ing are not keeping pace with the rising cost of the stock.

For example, in the fourth quarter of year 5, your reinvested
dividend buys 12.1 shares at $14.58 (initial purchase price is $10).
Five years later, in the last quarter of year 10, you’ll buy 12.8 shares
for $21.27. You’re buying 6% more shares in year 10 but paying
46% more.
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Table 8.10 Average Market with 5% Dividend Growth

5 Years 10 Years 15 Years 20 Years

Yield (dividends not reinvested) 5.7% 7.3% 9.3% 11.9%
Annual income $571 $729 $930 $1,187
Yield on original investment
(dividends reinvested) 7.03% 10.88% 16.42% 24.27%
Annual income (dividends
reinvested) $703 $1,088 $1,642 $2,427
Average annual return 12.64% 12.33% 12.06% 11.80%
Total value $18,131 $31,998 $55,147 $93,088

Assumptions:
Average market with 5% dividend growth.
$10,000 investment.
Annual stock price appreciation: 7.84% (historical average).
Annual dividend growth rate: 5%.
Necessary starting yield: 4.7%.

Think of it another way. The dividend growth rate is your increase
in income, and the stock appreciation is the rate of inflation. You’re
getting a raise of 5% every year, but the cost of living (buying more
shares) is increasing 7.84%, so your income, although it’s going
higher, is not keeping pace with the thing you want to buy (the stock).
This isn’t a bad thing as you’re still compounding the dividends and
increasing your wealth. There’s nothing wrong with an 11.8% total
return over 20 years, turning $10,000 into more than $93,000.

By comparing Tables 8.11, 8.12, 8.13, and 8.14 with the 5% div-
idend growth with those with the 10% growth, you can see that the
difference in dividend growth rate certainly makes a difference, but
not a huge one.

Again, even with slower dividend growth, $10,000 still grows by
more than 11 times over 20 years when the market is negative.

For example, in the average market scenario with the 4.7% yield
and 7.84% stock appreciation, after 10 years of reinvesting the div-
idend, the $10,000 original investment is worth $35,147 with 10%
dividend growth and $31,998 with 5% dividend growth. The total
returns were 13.39% and 12.33%, respectively.

As the years go by, the difference becomes more significant
because of the effect of compounding. In a perfect world, you want
a high starting yield and high dividend growth. Since that’s not
always achievable, try to come up with a combination of both, but be
sure your original yield is high enough so that when compounding’s
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Table 8.11 Weak Market with 5% Dividend Growth

5 Years 10 Years 15 Years 20 Years

Yield (dividends not reinvested) 6.4% 8.2% 10.5% 13.4%
Annual income $644 $822 $1,049 $1,339
Yield on original investment
(dividends reinvested) 8.1% 13.4% 22.2% 36.7%
Annual income $809 $1,339 $2,218 $3,671
Average annual return 10.61% 10.61% 10.61% 10.61%
Total value $16,554 $27,406 $45,371 $75,111

Assumptions:
Weak market with 5% dividend growth.
$10,000 investment.
Annual stock price appreciation: 5% (below historical average).
Annual dividend growth rate: 5%.
Necessary starting yield: 5.3%.

magic does kick in, there’s a meaningful base that’s high enough to
help you achieve your goals.

One other note on the 5% dividend growth scenario: You need a
7.1% starting yield to achieve an 11% yield in 10 years. To get a 12%
total return in 10 years with dividends reinvested, you’ll need to see
the stock appreciate an average of 5% per year.

When to Sell

I’d love to give you a definite rule for when to sell your positions when
the stock doesn’t cooperate, but as I said earlier, I don’t believe that

Table 8.12 Nowhere Market with 5% Dividend Growth

5 Years 10 Years 15 Years 20 Years

Yield (dividends not reinvested) 8.8% 11.1% 14.3% 18.2%
Annual income $875 $1,116 $1,425 $1,819
Yield on cost (dividends reinvested) 12.3% 25.5% 60.6% 169.8%
Annual income $1,229 $2,553 $6,054 $16,978
Average annual return 8.2% 9.37% 10.76% 12.43%
Total value $14,827 $24,481 $46,322 $104,167

Assumptions:
Nowhere market, 5% dividend growth.
$10,000 investment.
Annual stock price appreciation: 0%.
Annual dividend growth rate: 5%.
Necessary starting yield: 7.2%.
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Table 8.13 Bear Market with 5% Dividend Growth

5 Years 10 Years 15 Years 20 Years

Yield (dividends not reinvested) 9.1% 11.6% 14.8% 19%
Annual income $911 $1,163 $1,484 $1,895
Yield on original investment
(dividends reinvested) 13.1% 28.97% 77.59% 268.79%
Annual income $1,310 $2,896 $7,758 $26,878
Average annual return 7.5% 9.1% 11.1% 13.6%
Total value $14,355 $23,892 $48,512 $128,567

Assumptions:
Bear market, 5% dividend growth.
$10,000 investment.
Annual stock price appreciation: –1.2% (historical average of 10-year negative rolling returns).
Annual dividend growth rate: 5%.
Necessary starting yield: 7.5%.

you should always buy or sell according to exact criteria. There is one
situation, however, in which I do think selling right away makes sense.

So as with the earlier scenarios, I will give you some guidelines.
Say the money has been compounding for a number of years, and

you’re getting close to that 10-year mark or have surpassed it. Perhaps
an emergency comes up where you need cash. If at all possible, find
it somewhere else. Even if you have to borrow money, it might be
worth it to avoid interrupting the compounding machine.

For example, you can get a home equity loan for 5% or even a
credit card loan for 10%. If your dividend stocks are yielding 11% and
generating 12% average annual returns (which are going to increase

Table 8.14 Bull Market with 5% Dividend Growth

5 Years 10 Years 15 Years 20 Years

Yield (dividends not reinvested) 5.7% 7.3% 9.3% 11.9%
Annual income $571 $729 $930 $1,187
Yield on cost (dividends reinvested) $688 $1,040 $1,520 $2,159
Annual income 6.9% 10.4% 15.2% 21.6%
Average annual return 14.69% 14.19% 13.77% 13.4%
Total value $19,840 $37,705 $69,242 $123,749

Assumptions:
Bull market, 5% dividend growth.
$10,000 investment.
Stock price appreciation: 10% (above historical average).
Dividend growth rate: 5%.
Necessary starting yield: 4.7%.



JWBT1479-c08 JWBT1479-Lichtenfeld Printer: Courier Westford January 15, 2015 8:53 Trim: 6in× 9in

The 10–11–12 System 151

Table 8.13 Bear Market with 5% Dividend Growth

5 Years 10 Years 15 Years 20 Years

Yield (dividends not reinvested) 9.1% 11.6% 14.8% 19%
Annual income $911 $1,163 $1,484 $1,895
Yield on original investment
(dividends reinvested) 13.1% 28.97% 77.59% 268.79%
Annual income $1,310 $2,896 $7,758 $26,878
Average annual return 7.5% 9.1% 11.1% 13.6%
Total value $14,355 $23,892 $48,512 $128,567

Assumptions:
Bear market, 5% dividend growth.
$10,000 investment.
Annual stock price appreciation: –1.2% (historical average of 10-year negative rolling returns).
Annual dividend growth rate: 5%.
Necessary starting yield: 7.5%.

you should always buy or sell according to exact criteria. There is one
situation, however, in which I do think selling right away makes sense.

So as with the earlier scenarios, I will give you some guidelines.
Say the money has been compounding for a number of years, and

you’re getting close to that 10-year mark or have surpassed it. Perhaps
an emergency comes up where you need cash. If at all possible, find
it somewhere else. Even if you have to borrow money, it might be
worth it to avoid interrupting the compounding machine.

For example, you can get a home equity loan for 5% or even a
credit card loan for 10%. If your dividend stocks are yielding 11% and
generating 12% average annual returns (which are going to increase

Table 8.14 Bull Market with 5% Dividend Growth

5 Years 10 Years 15 Years 20 Years

Yield (dividends not reinvested) 5.7% 7.3% 9.3% 11.9%
Annual income $571 $729 $930 $1,187
Yield on cost (dividends reinvested) $688 $1,040 $1,520 $2,159
Annual income 6.9% 10.4% 15.2% 21.6%
Average annual return 14.69% 14.19% 13.77% 13.4%
Total value $19,840 $37,705 $69,242 $123,749

Assumptions:
Bull market, 5% dividend growth.
$10,000 investment.
Stock price appreciation: 10% (above historical average).
Dividend growth rate: 5%.
Necessary starting yield: 4.7%.
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Table 9.1 Brokers Offering Free DRIPs

Broker Details

Schwab Does not allow DRIPs of ADRs
E∗TRADE Does not allow DRIPs of ADRs
Fidelity No restrictions
TD Ameritrade No restrictions
Scottrade Does not offer DRIPs, offers FRIP

By automatically reinvesting the dividends, they are guaranteed
to put at least some money to work at or near the bottom of the
market. Their own emotions of fear and greed, which ruin many
investors, won’t get in the way.

Table 9.1 shows you some of the major online discount brokers
that do not charge for dividend reinvestment but have certain details
you should know about.

However, not everyone likes to keep his or her stock in a broker-
age account. Some prefer to deal directly with the company they’re
invested in.

Those people can usually reinvest their dividends through the
company.

You can also buy more stock directly from the company if it offers
a direct stock purchase plan (DSPP).

With a direct stock purchase plan, you send your check right to
the company, and it credits your account with more shares. If you
own 100 shares of a $20 stock and send the company another $200,
your account will show that you are the proud owner of 110 shares
(assuming there are no fees, which there often are—we’ll get to that
in a minute).

But here’s why I don’t like company DRIPs and DSPPs: They
often have fees and commissions that are higher than those of a
broker.

For example, let’s take a look at Altria (NYSE: MO), a company
that qualifies under the 10–11–12 System. Its yield is 4.7% and it has
averaged over 11% dividend growth for the past 10 years.

Figure 9.1 shows the list of fees you would have to pay to reinvest
your dividends or purchase stock directly from Altria.

Let’s break down these fees. First it will cost you $10 to set up
the plan. If you want to purchase stock directly, it will cost $5 plus
$0.03 per share. If you buy more than 167 shares at any one time, the
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Initial Setup Fee

Cash Purchase Fee

Ongoing Automatic Investment Fee

Purchase Processing Fee (per share)

Dividend Reinvestment Fee

Batch Sale Fee

Batch Sale Processing Fee (per share)

Batch Maximum Sales Fee

Market Order Sale Fee

Market Order Processing Fee (per share)

Market Order Maximum Sales Fee

$10.00

$5.00

$2.50

$0.03

5% of amount reinvested
up to a maximum of $3.00

$15.00

$0.12

N/A

$25.00

$0.12

N/A

Figure 9.1 Fees When Reinvesting Dividends or Purchasing Stock Directly from Altria
Source: Computershare

cost likely will be more expensive than using a discount broker that
normally charges $10 to buy stock.

You can see it will cost you a bunch of money to sell any of your
shares—$25, plus $0.12 per share. That’s a lot more than you’ll pay
at a discount broker. The only way this plan makes sense is if you’re
using a full-service broker that charges you more than you would pay
in the direct purchase plan.

But what really steams my britches (Is that a saying? Sounds like
it should be.) is that it will cost you as much as $3 to reinvest your
dividends.

If you receive $100 in dividends, using the DRIP, you’ll get to
reinvest only $97 because Altria is charging you $3 each time you
reinvest your dividends. That’s money that belongs in your pocket.
It’s money that will stay in your pocket if you’re using most brokers
to reinvest the dividend.

Let’s look at another company. (See Figure 9.2.) Clorox has simi-
lar fees to Altria for direct purchase. However, you won’t pay anything
to reinvest (other than the $15 initial setup fee).

In my mind, there is no reason to pay these fees. If investing or
reinvesting directly is more convenient than using a broker, you’d
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Initial Setup Fee

Cash Purchase Fee

Ongoing Automatic Investment Fee

Purchase Processing Fee (per share)

Dividend Reinvestment Fee

Batch Sale Fee

Batch Sale Processing Fee (per share)

Batch Maximum Sales Fee

Market Order Sale Fee

Market Order Processing Fee (per share)

Market Order Maximum Sales Fee

$15.00

$5.00

$0.00

$0.03

Company Paid

$15.00

$0.12

N/A

$25.00

$0.12

N/A

Figure 9.2 Clorox Plan Fee
Source: The Clorox Company

have to weigh the pros and the cons and decide whether the addi-
tional fees are worth the added convenience.

But for a portfolio of stocks, it actually is far less convenient to
keep track of 5, 10, or 15 separate accounts rather than one broker-
age account containing all of your stocks, where, by the way, you’ll
probably pay less out-of-pocket for all of your transactions.

The one wrinkle in all of this, where it may be worth your time to
consider a DRIP, is when the company offers the stock at a discount.

You heard me right. There are some (not too many) companies
that allow you to reinvest your dividends at a discount from the cur-
rent market price. That’s free money right there.

For example, water utility Aqua America (NYSE: WTR) offers a
5% discount when you reinvest your dividends.

As I write this, the stock is trading at $23.59. If you were to
reinvest your dividends today, you’d pay $22.41 per share. Not too
shabby. That’s a built-in extra 5% on all shares that you buy through
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Table 11.1 CorpBanca Dividend History

2008 2009 2010

Total dividends paid Ch$51 billion Ch$56 billion Ch$86 billion
Dividends paid per share Ch$0.22 Ch$0.25 $Ch0.37
Dividends paid per ADR $0.61 $0.49 $0.86

Source: CorpBanca SA & Morningstar

have received Ch$0.22 per share in 2008, Ch$0.25 in 2009, and
Ch$0.37 in 2010.

However, because the peso appreciated in 2009 from where it
was for most of 2008, U.S. investors actually saw their dividend fall to
$0.49 per ADR from $0.61. In 2010, when the peso fell, U.S. holders
of the ADR received $0.86.

As you can see in Table 11.1, in 2009, CorpBanca actually
paid more in total dividends and more per share in dividends, yet
investors in the ADR received less per unit because of the currency
appreciation.

This is an important concept to understand because it affects
your dividends. Let’s make up an example that will be easy
to grasp.

The only currency accepted in Marc Lichtenfeld’s Authentic
Italian Trattoria is the Lichtenfeldian dollar (L$). At the time I
take my company public and sell stock, the L$ is trading at parity
with the U.S. dollar: L$1 = $1. The stock is also denominated in
Lichtenfeldian dollars.

Let’s assume that one ADR represents one share of stock.
I declare a dividend of L$1 per share. Because the Lichtenfeldian

dollar (also known as the Lichty) is trading at a 1:1 ratio with the U.S.
dollar, ADR holders will receive $1 per share.

The following year, because of the success of my baked ziti, the
Lichtenfeldian dollar appreciates to L$2 for every $1.

I continue to pay $L1 per share in dividends. However, because
the Lichty is now worth $2, ADR holders will receive only $0.50.

In year 3, after a food reviewer gets a nasty case of the heaves
following a bad batch of clams casino, the Lichty plummets to $L0.50
for every $1. Now $1 is worth L$2. I continue to pay a dividend of L$1
per share, but now that equals $2.

So, over the course of three years, I paid out L$1 per share in
each year, yet the holders of the ADR saw their distribution fluctuate
between $2 and $0.50 because of the currency swings.

LUP06
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