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			This book is dedicated to my incredible clients, past and present. Through your years and decades of support, patience and confidence in me, more than any text book or business school class ever could have, you have taught me how to become a great investor. I am forever grateful.
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			Preface


			What this book is about


			This is a book about investing in dividend income-oriented stocks, building actively managed dividend income stock portfolios and all of the associated pragmatic and emotional benefits related to this style of investing. It does not focus on dividend income fund selection or evaluation. It also does not focus on the use of derivatives or leverage to enhance investment portfolio income.


			Who this book is for


			While told through the lens of dividend investing, the book serves as a how-to manual for being a thoughtful, disciplined investor. It helps investors think about portfolio utility and the importance of emotional control in long-term investment success. The step-by-step process and storytelling serve as a guide to creating a sound research process, a robust sell discipline and a framework to determine portfolio structure and position sizing.


			


			How this book is structured


			Readers will enjoy a practical, replicable how-to manual, followed by illustrative real-life case studies showcasing both client situations and successful and unsuccessful investments.


		


	






		

			


			Foreword by Charles D. Ellis


			We all know—or certainly should know—that the key to long-term investing success is to have a plan we can and will stick with that’s right for each of us. Since we are all unique in investment skills, interest in and time for investing, wealth, age, responsibilities, and a host of other variables, we should each have an explicit long-term set of objectives and a clear plan of how to achieve them that we will stay with through thick and thin.


			As a confirmed indexer, I realize that indexing is not just right for everyone. For some, the major market value fluctuations are too hard to take. Some of us think differently, and with good reasons, about gains from price changes versus income from dividends. (Personal trusts with income beneficiaries versus remainderman are just one example.)


			One major advantage of a dividend focus is that by concentrating on the steady and rising flow of dividends, the investor should be able to reduce the proportion of their portfolio held in bonds in order to moderate ups and downs in the stock market. This, of course, will increase long-term returns and the powers of compounding.


			The math of investing is certainly not easy!


			Assume nominal returns on stocks are 7%. Fees and taxes will take 1–2%. Inflation will take 2–3%. And then, wham! Behavioral economics—the well-documented costs of making mistakes while striving to “do better”—will take another 2%.


			


			OUCH!


			That’s why the secret to long-term success in investing is persistence to avoid the great costs of behavioral economics, and the key to persistence is confidence in the people and process that are working for you.


			Getting expert help in figuring out what will work best for you is almost always wise. I enjoy the following example: a woman buying a new suit at a major department store can get great advice on the best colors, not where suits are sold, but at the cosmetics counter! Why? Because the “right” color is not the red, blue or green she likes best, but the color that most complements her complexion and the young ladies at the cosmetics counter are experts on complexion complements. Be sure your long-term investment program complements your skills, financial needs, and risk tolerance so you will be able to stay on plan!


			Readers of books on investing have every reason to expect a combination of useful learning and insights into the realities of being in the “combat zone” of making real decisions with real money, and there are plenty of those in this engaging book. Far more important is the chance to learn the core motivations of the people involved.


			Every investor owes it to herself or himself to figure out whether a manager sees investing as a business or as a profession, with all the fiduciary characteristics that come from putting clients’ interests first. Only skeptics have a chance at getting the true answer. It was my good fortune to serve with Jenny on an investment committee, so I watched her persistent focus on what was right for the client. Readers will find comparable opportunities in this fun and fascinating book to see for themselves the depth of commitment that is at the core of her values.


			


			Charles D. Ellis


			Summer, 2024


		


	






		

			


			Introduction


			“An investment in knowledge pays the best interest.”


			—Benjamin Franklin


			Having begun my investment career as the dotcom boom was taking off and high-octane hedge funds were exploding onto the scene, everything pointed toward me becoming a high-flying, high-tech, growth-at-any-cost investor.


			While I instantly loved the intrigue and challenge of investing, having grown up in a financially volatile family, aggressive financial risk-taking made me extremely queasy. In 2001, when I inadvertently stumbled into dividend investing, I found a strategy that resonated deep in my core—the comfort, clarity and consistency of a dividend income stream gave me the confidence that I required to be a successful investor. I found it empowering to know that whatever was happening in the mercurial stock market, the income stream that dividends offered would be there chugging along, plunking into investment accounts, providing a reliable source of income month after month.


			Only by managing a dividend income portfolio, where the dependability of dividends offered the extraordinary benefit of investment return and emotional comfort, could I find the confidence to manage money for other people—money that they had worked so hard to save and that they could either use as a source of income or simply count on as a dependable portion of their total portfolio return.


			


			As with many things in life, my discovery of dividend investing and the true value of a consistent income stream came about by happenstance. At the end of 2001, I was working at Neuberger Berman when a client called in. His name was Steve, and he was a serial entrepreneur who wanted more than anything to spend more time with his truly beautiful wife and three ridiculously fun-loving and interesting sons, all of whom he had wonderful relationships with. Steve’s money was being managed in a very S&P 500-esque strategy. He said to me, “Jen, I’m 55 years old, I’m getting ready to retire, so I’ll need income; but I know that I am too young to retire, so I will also need growth.”


			To me, it seemed like an appropriate solution would be to refocus his existing equity portfolio exclusively into stocks with meaningful dividend yields, such that the total portfolio would have an average yield of 5%. While a more traditional approach of investing in bonds and preferred stocks would have limited Steve’s opportunities for long-term capital appreciation, a focus on generating income through the equity exposure kept that door wide open. I described this proposal to Steve as an equity income strategy—a phrase that is commonplace today, but really was not on the radar of most investors 25 years ago.


			


			Steve liked the approach that I had proposed, so we went to work. Well, fast forward a couple of years later and the equity income strategy had exploded! As it turned out, as bond yields fell and then sustained a multi-decade period of low interest rates, many investors really needed sources of consistent income. Certainly, there is no shortage of foundations that need to ensure that their required 5% payout is always available or trusts with obligations to both income and growth beneficiaries. Mostly, however, the equity income strategy makes sense for everyday people.


			The individuals that invest in dividend-oriented strategies can be divided into two main categories: those who need income and those who want income.


			Those who fall into the “need it” category tend to be focused on a very specific objective—typically the generation of income for retirement or as a supplemental source of funds to support their lifestyle. Perhaps more interesting are the many investors who simply like to see income hitting their portfolios. In the land of unpredictable stock market returns, the monthly deposits of cash from dividends bring tremendous comfort in a frequently discomfiting landscape.


			For those who need the income on a regular basis, you might be thinking, “They could just sell positions from their portfolio to generate cash when they need it, right?” The answer is yes, and you are 100% correct in that logic. However, what you will find as you read this book is that psychology is a critical part of investing—both as it affects investors’ comfort and confidence in their portfolios and as it impacts stock prices and, in turn, the overall stock market.


			


			While I understood the practical value of a dividend income portfolio from the beginning, it took me a surprisingly long time to conceptualize the true importance of the emotional component of the strategy. Even though the equity income strategy was off to a successful start, and I had left Neuberger Berman in 2006 to move to Gilman Hill Asset Management and essentially go out on my own with the strategy, I did not fully comprehend its unique value until March 5, 2009—just four short days before the S&P 500 hit the diabolical low of 666. I was nine months pregnant at the time and was calling clients to check in and make sure that they were as okay as possible given the market turbulence.


			The Goldman Sachs analyst training program had indelibly imprinted on my brain, “When times are tough, you do not hide from your clients.” I was not quite three years into having gone out on my own and I felt an overwhelming debt of obligation and responsibility to the handful of people who had taken a gamble on me and entrusted their life savings to a 30-something-year-old. What would later become known as the bear market of the Great Financial Crisis had started over a year before and the only thing I knew I could do that was guaranteed to be smart was to communicate frequently, openly and honestly.


			


			On March 5, the S&P 500 was down about 60% from its high, which had been set in October 2007. The conversations that I was having basically started with, “Hey, are you okay? So, all bets are off now—I have absolutely no idea what is going to happen next. We could be down more and I can no longer say, ‘Well, with history as our guide…’”


			One of those calls was to a beloved client, Rick. Rick is an industrial landscaper who inherited a moderately sized trust. He hired me in 2002 to manage his family’s investment portfolio. With two kids who were heading off to college, the dividend stream that the trust was generating was a welcome source of additional income for his family.


			Fast forward seven years later to 2009, when the world seemed to be melting down… I called up and said, “Hey Rick, are you okay? So, all bets are off right now and I can no longer say, ‘Well, with history as our guide…’ I have no idea what is going to happen from here. We could easily be down another 10%.”


			Rick politely cut me off and asked me the most transformative question of my career: “Hey, Jen, are my dividends safe?”


			To which I responded, “Yeah, yeah, those are fine; but…”


			Rick said—and I remember it clear as day—“Well, if my income is safe, then I’m fine. Don’t worry about me. I’m fine!”


			Although I had been managing the equity income strategy for about six years at that point, until that moment I did not really understand the simple and critical beauty of this remarkable investment strategy: dividend income provides emotional comfort, emotional comfort encourages good investment behavior and good investment behavior creates superior long-term returns.


			


			Twenty-two years later, this strategy sounds as utterly unremarkable as it did then: invest in a portfolio of stocks that produces a 5% or better aggregate dividend yield. The primary difference between then and now is that back then, almost no one else was doing it. While there are income-oriented strategies aplenty today (many are perfectly sound, but others come with hidden risks in the form of leverage or the excessive use of derivatives to drive the income stream), if you wanted significant dividend income from equities in 2001, you could buy a real estate investment trust (REIT) or utility fund, or you could buy a handful of master limited partnerships (MLPs); but there were very few funds that focused on dividends. Of course, back in 2001, the ten-year Treasury bond offered an average yield of between 4.5% and 5.5% and the need for income was usually easily satisfied through fixed income—and most individual investors defaulted to that approach.


			As our relationship has progressed from 2002 to 2009 to today, the practical and emotional comfort that his dividends provide has helped Rick weather significant bear markets with little discernable anxiety (yes, he is superhuman in that respect). He has seen the S&P 500 return -60% in 2008/2009, -35% in 2020 and -26% in 2022—with many other smaller but still nasty plunges along the way. He has never been forced to sell at the bottom to generate cash because his income has always been there for him and his family, and the comfort of that knowledge has helped him focus on his life and his business without worrying about the temporary whims of the stock market.


			


			In the case of Steve (the serial entrepreneur who gave me the idea to create a dividend stock portfolio in the first place), the income also has served as a remarkable resource for the family. Steve passed away in his sleep a few years ago, at far too young an age. I still manage the portfolio for his wife and often write her notes on her quarterly review that point toward her annual income and her annual withdrawals. The notes often say, “You are underspending! Live it up. Go do something fun!” or—more recently, as she too is finally aging—“Of all the things you have to worry about, money is not one of them. You’re okay. Don’t worry about this part of your life.” The dividends have rolled in and helped set guardrails for the family’s spending.


			While too many professional investors view portfolio management as a game of performance generation with an index to beat for bragging rights and compensation, I see portfolio management as the pursuit of utilitarian outcomes—be they tangible and/or psychological—for real people. As I often ask my clients, “What is the point of having money if it cannot bring you comfort?” Why else would one save their whole life other than to have a comfortable retirement and/or make their kids’ lives a bit more comfortable?


			


			An investment portfolio is worth nothing but the paper that the monthly statements are printed on if it cannot meaningfully improve your life, and hopefully the lives of others. That life improvement can take two primary forms: financial and psychological relief.


			As you read this book, please keep Rick’s words in mind throughout: “If my income is fine, then I’m fine!” For Rick, the consistent dividend income brings him both financial and emotional comfort.
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			Now, before you read any further, I would like to point out something that did not actually occur to me until I was 75% finished with the first draft of this book. You will notice that I start each chapter with one of my favorite quotes from some of the investment world’s greatest investors. Many of them you will have heard before, as they have become part of the common investment conversation.


			Despite coming from different types of investors and wealth creators, and from all eras and centuries, these quotes have one thing in common: they are all about behavior. I find it interesting that the world’s best investment advice from the world’s best investors is all about behavior—not about how to find a great investment; not about the research process; not about valuation. It seems to be a fair conclusion, then, that excellent investing is very closely correlated with excellent behavior.


			


			And on that note, a final quote to start you off: before there was the 24/7 “wisdom” of financial experts delivered all day long, there was Louis Rukeyser, who hosted a weekly investment show on PBS. In 1996, he interviewed famous investor Philip Carret, the founder of Pioneer Investments, and asked him for his most important piece of investment advice. Mr. Carret answered with one word: “Patience.”


			I hope that in the pages that follow, you find a strategy or a process that will help you either remain or become a happy, rich old investor.


		


	






		

			


			Part 1: Theory of Dividend Investing


		


	






		

			


			1. What is a Dividend?


			“Dividends are like plants: Both grow. But dividends can grow forever, while the size of plants is limited.”


			—Ed Yardeni


			What exactly is a dividend?


			A dividend is a payment, usually made in cash on a regular quarterly basis, to a shareholder. If a stock is trading at $100 per share and has a 5% dividend yield, it means that shareholders will receive $5 per share annually, or $1.25 every three months. So, if you own $1,000 worth of that stock, you will receive $50 per year, or $12.50 each quarter.


			If a company has said that it will pay you a $5 dividend, it is likely to do so whether the stock price is $100, $75 or $125. The dividends for most US-based companies are considered fixed and are paid out regularly, and are not affected by the share price. (Later, we will discuss variable dividends.)


			If a stock was purchased for $100 with a $5 dividend, then at the time of purchase the dividend yield was 5%. If the market tanks and the shares trade down to $75, but the company is still executing well and continues to pay the $5 dividend, the yield is now 6.7% (5 divided by 75). The opposite is also true: if the market takes off and carries the share price along with it, up to $125 per share, and the company is still happy to pay a $5 dividend, then the dividend yield will now have become 4% (5 divided by 125).


			


			Much more important, however, is the fact that as long as a company does not decrease its annual dividend, an investor can rely on the income that they initially expected from the investment regardless of stock market fluctuations. An additional feather in the cap of dividend income is that in taxable investment accounts, dividends are subject to a favorable tax rate that is usually well below that applied to ordinary income or interest income.


			[image: ]


			I recently had an interesting conversation with a potential client who spent his career as an office furniture salesman. He said that he had been managing his own portfolio, but that he knew he wasn’t doing a great job even though he should be. I told him that he should come see my office.


			Technically, I can and have decorated my own office and have been delighted to do so myself because, well, I am cheap. My office is a hodgepodge of mismatched furniture—all high-end stuff, but largely acquired piecemeal from this or that business which happened to be selling off its furniture at the time when I needed another desk or filing cabinet. The salesman said, “It probably looks incoherent.” Yes, it does—that is exactly the right word.


			When I review portfolios for non-professional investors, “incoherent” is usually what I see. Just because I can decorate my office, it doesn’t mean that I actually know what I’m doing or understand how to do the job properly. I’m not dumb; it’s just a skill that I have not learned. Nor do I have any natural interior decorating instincts.


			


			For better or worse, my do-it-yourself mentality is not limited to office decor. While I am an educated and well-read person, there are many subjects about which I possess just enough knowledge to be dangerous, and many more about which I have no knowledge at all. For example, I truly have no idea how the rules of football work; nor do I care to learn. (I do, thankfully, know that an office needs desks at which its employees can work!)
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