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1C H A P T E R

First Things First

We don’t receive wisdom; we must discover it for ourselves after a
journey that no one can take for us or spare us.

—Marcel Proust

I am not a therapist, and this book is not a journey into navel
gazing and self-discovery. That being said, you have to get this part
right.

Investor psychology and sentiment play a significant role in how
you approach investments and the investing process. In my expe-
rience the most successful investors have had an end goal in mind
that they wanted to achieve, which necessarily dictated the majority
of their investment decisions. This is not to say that you can’t be
a successful investor without having a game plan mapped out, but
understanding your motivation for putting your hard-earned
money at risk in the markets can help you avoid taking unnecessary
risks.

With that in mind, forgive my waxing philosophical for a
moment. If September 11, 2001 has taught us anything, let’s
hope it’s that life is precious and time is valuable. If you accept
this premise as true, you would agree with me, then, that ideally, we
should spend as much time as possible in this life to find and
embrace our passions; those activities that make our hearts swell and
our souls soar.

The reality though is that we don’t live in an ideal world. As
human beings we have to spend a significant portion of our time
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providing for the practical necessities: food, clothing, housing, trans-
portation, education, recreation, and medication. The means by
which we acquire these necessities is called cash.

It’s All About the Cash

Generating sufficient cash to meet your needs will be a primary
objective until you die. If you have loved ones you are responsible for,
they will continue to need cash after you die.

During the employment years, you must make wages, salaries,
and bonuses do double duty, providing for current needs while
investing for the future. Optimally, the invested cash will generate
sufficient interest, dividends, and capital appreciation to meet your
future needs when your wages, salaries, and bonuses are no longer
your primary sources of income. Your long-term challenge then will
be to balance your cash flow between your current cash needs and
your need to accumulate cash for the future. Your level of success in
this endeavor can be positively impacted by a modicum of financial
planning.

Financial planning is an excellent exercise and a useful tool to
organize your financial activities and to create a disciplined struc-
ture. Although some practitioners can overwhelm you with the
minutia, an understanding of your current cash flow and budget
is sufficient to make some reasonable assumptions for a retirement
budget. This information will provide a working framework for how
much you need to save, the required rate of return on those savings
to meet your goals, and how much insurance you need to protect
yourself and your loved ones should you become disabled or die
prematurely. Armed with that information and this book, you can
accomplish the rest.

Technology has changed the world, our culture, and social
mores. This new era of interconnectivity has accelerated the pace
at which we receive information and process its applicability to our
lives. By extension, the workplace and the work ethic have evolved as
well. The time when one would choose a career track with one
employer or within one industry from beginning to end has van-
ished. Second, third, and even fourth careers are now commonplace.
Again, by extension, retirement or at least the concept of retirement
has also evolved. The twentieth-century model of moving from
employment to the golden years in pursuit of leisure has morphed
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into the reality that for many, whether by choice or necessity, a
portion of the golden years now includes some form of continuing
employment.

The recession and cyclical downturn in housing beginning in
2008 notwithstanding, the long-term economic reality is that histori-
cally the cost of living increases year after year. Unless your cash flow
increases at the same rate as the cost of your expenditures, you will
have to decide between spending on current needs and investing for
future needs.

Barring a major depression or the end of the world, the cost of
living and the average life span will most likely continue to increase.
Assuming I am correct, you need to be prepared for the rising cost of
the practical necessities for a greater amount of time. This is to say
you are going to need a lot of cash. Granted, we all have unique
circumstances and situations, so how we approach spending and
investing will vary by the individual. Regardless of the myriad factors
to consider, don’t just stick your head in the sand and hope for the
best; hope is not a strategy for success.

The Importance of Planning

As an investment advisor, I have witnessed too frequently the stress
and anxiety of investors who have underestimated their cash needs
for retirement. Because retirement planning didn’t gain wide ac-
ceptance until the early nineties, too many waited to properly fund
their 401(k) plans, IRAs, and after-tax investments and savings, and/
or they weren’t properly invested. I can’t tell you how many people
have told me that they thought that Social Security would make up
the difference. Although Social Security worked well when the
demographics were more favorable, ensuring benefits for future
recipients required changes in the system that were never instituted.
Today we are faced with the prospect of a bankrupt program.
Although there are voices that advocate long-needed reforms, I
would suggest that there will not be any significant changes made
to Social Security because it is politically too hot to handle. For the
reader below 40 years of age this is unfortunate; I wouldn’t count on
Social Security being available to supplement your retirement. Let’s
all hope that I am very, very wrong.

Undoubtedly there are some readers who are proactive and
better prepared, who embraced retirement planning early on by
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funding a 401(k), an IRA, and after-tax investments. By design or by
luck, some will have invested well and will be on track; others won’t
be so lucky. If you are unsure about where you stand, don’t guess. If
you need help, engage a fee-based financial planner. Your tax
preparer or attorney should have some ready references. Whether
you go it alone or require some assistance, however, just make sure
you get it done. Knowing what you need and when you will need it is
critical to the investment process. When it comes to your future,
don’t be afraid to ask questions.

Inmy experience, few people have the answers to these questions
off the top of their heads. It isn’t that they aren’t capable, but most
people prefer to concentrate on activities they find more attractive. I
understand that perspective because most people naturally gravitate
to what most interests them. Some of us are butchers, others are
bakers, and many are candlestick makers. So I say again, don’t guess;
find out what you’ll need so you get your goals and objectives in
focus, and then we can help you with the rest.

If you know what your goals and objectives are, you are well on
your way to achieving investment success. At the end of the day,
successful investing is realized by three activities: know the end goal(s) of
why you are investing; use an investment approach that makes sense to you
and can generate returns sufficient to meet your goals; and, keep an eye on
taxes and expenses.

The three activities, shown in Figure 1.1, are nothing more than
being mindful about your investments and investment decisions.
You put thought and consideration into other critical areas of your
life, why shouldn’t you do the same about your investments? Think
of it this way: By entertaining some mindful decision-making about
your investments, you just might eliminate any fears and anxiety
you may have about your financial future. How’s that for a payoff?

As stated previously, little has changed in human nature. The two
base emotions of fear and greed are still the most difficult challenges
most investors face. The fear of losing money on a poor investment is
equaled only by the fear of losing money on a lost opportunity; both
are directly attributable to a lack of good information. Making
mindful, long-term investment decisions is almost impossible with-
out good information.

It is ironic that, in the Information Age, the average investor
suffers from information deprivation. On a certain level this seems
absurd, considering thenumberof investmentnewsletters,magazines,
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and periodicals in publication; the financial shows with which the
radio waves are congested;, and the content of cable television,
offering more content around the clock than anyone can possibly
assimilate. Well, yes, all of these sources are readily available. But so
what? The answer lies not in howmuch information is available but in
howmuch is important.The investingpublic doesn’t suffer froma lack
of information; they suffer from a lack of relevant information.

Our Purpose

As the editor of an investment newsletter I don’t wish to come off
as self-serving or hypocritical, but there are two critical elements to
understand about this point: content and purpose. At Investment
Quality Trendswe produce all of our content internally for the purpose
of helping the subscriber tomakewell-informed investment decisions.
At inception we decided that to remain independent and completely
objective we would accept no outside advertising. Therefore, our
revenues are based solely on subscriptions. That fact necessitates
that our content must fulfill subscribers’ needs for information that
results in good investment decisions and profits, which results in
continued subscriptions.

By comparison, much of the mainstream financial media is big
business beholden to shareholders who expect its company to

Investment
Approach

Taxes and
Expenses

Goals of
Investing

Figure 1.1 Mindful Investment Decisions
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generate big revenues. Like all publicly traded companies, the sole
function is to generate a profit, just like any other business in
America. The means by which big media produces its profits is by
advertising revenues. Advertising revenues are based on the number
of people—the audience—that medium reaches. To encourage
people to read, listen to, or view their medium, they have to create
interest and grab the audience’s attention.

Unfortunately, the means by which the audience’s interest is
grabbed isn’t necessarily useful information. And, when question-
able information is distributed by sources that are thought to be
highly knowledgeable and dependable, it only compounds the
problem.

On the other hand the information that will work for the audi-
ence isn’t always commercially attractive or appealing. So, in wanting
to be entertained, much of the investing public gravitates toward
information that is the equivalent of nutritionally empty fast food,
and then they wonder why they are suffering from malnutrition. The
tragedy is that with vast exposure comes the mantle of credibility,
which, unfortunately, often fails to result in any meaningful, long-
term success. It is unconscionable that important investing informa-
tion can be displaced by ridiculous though entertaining discussions
that are simply useless and can distract you from the basic purpose of
investing: generating sufficient cash to meet your or someone else’s
current and future cash needs while limiting risk.

In addition to publishing Investment Quality Trends, we eat our
own cooking for our private capital and as portfolio managers at our
sister company for endowments, foundations, and the private trust
accounts of high-net-worth individuals. The proven methods found
in this book assist us in making thoughtful decisions about how to
invest and realize the financial goals and objectives of our clients.
From experience we have learned to ignore the useless information
created by the junk food peddlers because it simply doesn’t work.
This book will show you what does work and how to properly use it to
your advantage.

As portfolio managers we are subject to stringent legal and
regulatory requirements and are held to a higher standard of
competence. If we fail to meet our fiduciary responsibility, we are
subject to tremendous liability. Consequently, we and like-minded
professionals seek out and take advantage of the best information
available; so should you.
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Similarly to big financial media, the retail platform of investment
products and advice, although well meaning, is designed for mass
consumption. In a one-size-fits-all environment, it is inevitable that
the average investor will be exposed to risks of which they are not
aware. This is not an indictment of any individual but of the culture,
which is sales and transaction oriented, not performance oriented.

A Trusted Approach

The performance-oriented approach has three areas of focus: un-
derstand what you need so you can establish achievable goals; make
investments with the highest probability for meeting those goals; and
limit taxes and expenses. Repeated studies confirm that the deci-
sions youmake in these three areas will make themost impact on the
success or failure of your investment plan. My experience is that if
you adopt these methods into your mindful investment decision-
making process you will enjoy higher returns while reducing your
risk and increasing your chances of reaching your goals.

The strategy behind our approach, the dividend-value strategy, is
based on the Dividend-Yield Theory, a value-based approach to
investing. The term value can mean different things to different
people. To us, knowing what represents value is the key to investing
in the stock market. Investing in a company when it offers good
historic value dramatically reduces downside risk to investment
principal while providing the maximum upside potential for capital
gains and growth of dividends.

Rather than some arbitrary definition or metric, the Dividend-
Yield Theory uses a stock’s dividend yield as the primary measure of

Dividend Truth

Whether you buy individual stocks, mutual funds, or Exchange Traded Funds

(ETFs) you do need to have a methodology and system to follow: however, a

three-minute sound bite from a mutual fund or money manager isn’t useful

to the investor who lacks the skill set and experience to use it correctly.

Professionals have skills and experience most investors don’t have and/or

don’t want to take the time to acquire.
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value. Obviously price is important, but price on its own, without
some substantive context, is meaningless. Beyond price then, an
investor must have a provenmethod to establish whether the price of
a company under investment consideration offers sufficient return
potential to justify taking a risk with his investment capital.

According to the Dividend-Yield Theory, the price of a stock is
driven by its yield. We delve into this concept deeper in following
chapters, but in the simplest of terms, a stock is most attractive when
it offers a high dividend yield. As investors rush in to lock down the
high yield, their buying pushes the price higher. Eventually the price
reaches an area where the current yield is no longer attractive and
buying stops. With no new buyers to push the stock price higher,
inertia sets in and the price begins to decline. At this juncture the
early buyers will begin to sell and lock in their profits. When later
investors see their profits evaporating, they will also sell to salvage
what they can of their profits and principal. Eventually, the selling
will push the yield back up to an area where once again it is sufficient
to attract new buying interest.

So rather than emphasize price alone or a company’s sector,
products, or other analytical factors, the dividend-value strategy uses
dividend-yield patterns to make buying and selling decisions. By
understanding the historical dividend yield pattern of a company,
the investor is better informed about whether the stock offers much
value, little value, or somewhere in between.

One last aside as we begin our journey together: I will try to avoid
industry jargon wherever possible. The English language is broad
enough to explain this method and the process in a way that the
everyday noninvestment professional can understand. This should
help to lift the veil of mystery and confusion to what is actually a
relatively simple process.
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