Rethinking

Dividend-Generating Stocks

“It ain't what you don't know that gets you into trouble. It's what you know for sure that just ain't so.” is a quote attributed to
Mark Twain — except he never actually said that, thereby proving the point.

Investors and Advisors commonly tout
dividend-paying stock companies as
superior investments to those that
emphasize capital appreciation because of
the dividend. Unfortunately, this sentiment
may well be an example of “just ain't so.”

A little background: Corporations issue
common stock to raise capital to fund
operations, including development of new
products, expansion into new markets, etc.
Ideally, investors purchase stock in the
company on the belief that those growth
operations will increase corporate
profitability, thereby allowing them to share
in the appreciation. Often, corporations pay
dividends which represent a portion of
corporate earnings that are passed on to
their shareholders. Dividend payments can
be made in cash, additional shares of stock,
or other property. But, when a corporation
pays a dividend, that payment reduces the
company’s available cash to fund
operations. Corporations that pay very high
dividends may be doing so to attract
short-term investors at the expense of
long-term profitability. Over the years, some
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researchers, particularly Nobel laureate
economists Franco Modigliani and Merton
Miller (“The Cost of Capital, Corporation
Finance and the Theory of Investment,”
American Economic Review, June 1958.),
have principally questioned the theoretical
value of corporate dividends. Subsequently,
their Dividend Irrelevance Theory has been
criticized as being overly simplistic. Economic
science debates notwithstanding, as an
investor, it's critical to look at more than just
a declared dividend rate. None-the-less,
commonly accepted theory is that dividends
help stabilize stock prices because investors
who get cash are less likely to sell their
shares. In theory, this leads to price stability
which translates into reduced risk of a price
drop. Yogi Berra said: “In theory there is no
difference between theory and practice. In
practice there is” He may be right.

According to a May 10, 2018 Kiplinger
article (“53 Best Dividend Stocks for 2018
and Beyond"), the highest paying dividend
stock was AT&T. It has paid a dividend every
single year since 1984 and presently pays
6.3%. However, that does not paint the

entire picture. For example, assume an
investor owns 1000 shares of AT&T Stock.
On January 1, 2017, that investment would
have been worth $38,880. Assuming a
dividend was declared on that stock price,
the dividend payment would have been
$2460. But by year's end, AT&T's stock price
plunged to $28.54/share (26.6% loss).
That same investor's holding (including
dividends if reinvested) was worth $31,000
for an aggregate loss of $7,880.

Not only did the investor LOSE $7,880, he
actually owes income tax on the $2460 he
earned in dividend payments. This is
because dividends generated in non-
qualified accounts (meaning not IRA,
401(k), Roth, etc.) are reported as ordinary
taxable income in the year they were paid,
regardless of whether the investor took
physical possession of the money or not.
Therefore, to calculate the true value of the
dividend, the tax burden must be deducted.
Not fair you decry? Sorry, that's the rules.

Now, let's compare with a non-dividend
investment that returns exactly 6.3% by
only capital appreciation. Capital
appreciation is tax-deferred until received. If
the realized growth transpired over one year
or longer when liquidated, the gain is taxed
at the more favorable Long-term Capital
Gain rate. Moreover, if a couple’s Adjusted
Gross Income is not more than $77,200
(including the capital gain) the tax rate on
that gain is 0%. Moreover, no income tax is
due on the gain until the money is actually
withdrawn. And, if there is a market loss,
there is no tax insult on top of injury. Finally,
when the account owner passes and that
investment portfolio passes to anyone else,
those beneficiaries get a step-up in basis
meaning they report no taxable gain
regardless of how much total gain there
actually was prior to death. All this translates
to a realization that the tax liability of
dividend payments in any “regular”
(non-qualified) account (i.e.,, NOT IRA, Roth,
etc.) is greater to both the account owner
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and that person’s heirs than if identical gain
is realized through simple growth.

Now let's include the specter of Social
Security. Assume a retired couple lives on
$35,000 in Social Security benefits plus
pension payments of $26,500. They have
no other income. Only $6000 of their Social
Security is included in their taxable income.
Now let's assume they also have $12,000
in regular dividends that are reinvested. This
causes $16,500 of their Social Security
income to be included in their taxable
income, plus the additional $12,000 in
dividend payments that they did NOT
receive. In other words, the presence of
$12,000 in dividends increased their taxable
income by $22,500.

To be sure, there are times when dividend-
paying stocks are advantageous and make
sense for investors. But don't be so in love
with dividends that your love is blinded by
the facts. Far too often, investors buy
dividend-generating stocks simply because
of the dividends themselves and never look
beyond to see if the investment is suitable
based on other factors, which are always
present. Without a careful consideration of
all relevant variables, buying a dividend-
generating stock for the sake of the dividend
may be a case of “What you know for sure
that just ain't so."
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