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DIVIDEND STYLE INVESTING


Dividend Style Investing

The case for investing in dividend vyielding stocks is a strong one that many a
professional will vouch. When the stock market outlook is uncertain, dividend stocks are
touted to be more defensive, with their ability to offer investors income potential and
less volatility than the traditional growth stocks. It is without doubt that such
investments should be a core investment portfolio component.

Investments in stocks are investments in companies. Once invested, an investor is de-
facto an owner or shareholder of the company. When the company makes profits, he is
entitled to a portion of that. Usually, the profits are retained in the companies’ accounts
presumably for re-investing into the business or for diversifying into other business.

For the most part, investors accept this application of the profits as long the money
ploughed back into the business can generate the same kind of returns and growth that
the company had achieved with the existing capital. Presumably, this retention and
employment of the capital raises the underlying share’s net tangible assets or its
earnings per share. All else being equal, increasing net tangible assets and/or earnings
per share may lead to a higher share price. So, in lieu of getting the profit in cash as a
dividend, the investors garner returns via a capital gain in his shareholdings. That is fine
and good when management of the investee company applies the profits in an
appropriate manner.

However, many companies make it a policy of retaining profits even though they do not
have a genuine, viable application for it. When that capital then sits idle, or worse vyet,
gets deployed in a questionable manner, the best outcome from such a policy is that the
return on equity decreases and the company’s share price drops due to de-rating. In
such an instance, the investors not only has lost on his share of profit, but he has also
suffered a capital loss as the markets show disapproval in how the management has not
effectively utilized the company’s funds. Hence, many investors will argue that the only
true return to shareholders is in the form of cash.

From a professional investor’s perspective, a company’s dividend track record speaks
volumes about a company’s business and management. Typically, companies that
consistently pay out a substantial portion of their earnings as dividends are less likely to
get caught up in a corporate governance issues. Due to this regular and hopefully rising
distribution of profits back to investors in a predictable manner, investors are willing to
pay a higher price for this relatively secure stream of returns as they deem investments
in such company to be low risk. If the dividend record stems back over more than one
business cycle, then investors are even more enthralled as the implications are that this
business or the way it is managed offers a buffer against varying economic conditions.



The reliability of earnings and the dividend stream impacts strongly on the share price of
such companies. For many investors, dividend-yielding stocks offer a superb investment
alternative. First, an investor can rely on the dividend stream as income that typically
exceeds that received from fixed deposits. On top of that, these stocks have a peculiar
price behavior, which confers upon them the status of safe haven investments. That is,
when markets retreat and most stock prices fall, money will seek out these “defensive
stocks” and plough into them. It is common to find investors or funds holdings quality
dividend stocks for a very long time i.e. decades or more, signifying the importance of
such instruments as a core composition of an equity portfolio.

The wonderful thing about a yield stock is that if the price of the share drops, then the
yield on the prospective dividend actually rises, as with the price-yield relationship in
bonds. For stocks which already have yields exceeding comparable investments (i.e.
fixed deposits), the rising yield dictated by a falling share price will actually induce many
investors to jump in and hence naturally support the share price. This is yet another
element of the “lower risk” nature of such investments.

Yield stock stands out in many ways. Aside from the management and business
environment issues alluded to earlier, there are many other features of such companies
that allow an investor to feel relatively secure and confident.

Typically, such companies will generate strong cash flow from operating activities. On
top of that, they may have low gearing and a high cash component. In fact, if the latter
is true and future business expansion does not require heavy cash infusion, chances are
good that the company may offer a special dividend, assuming the company has had a
propensity to pay dividends in the past. Those companies that have a tendency to
diversify away from their core focus rarely distribute out the retained earnings.
Therefore, a focused management is another positive for such companies.



Today, investors are rediscovering dividend style investing. Perhaps it is because of the
bear market where dividend yields are a relative safe haven or the aging of the baby
boomers where dividend income is preferred over growth. Either case, dividend yielding
stocks provides diversification which reduces investment risk and provides a safe harbor
in times of uncertainty. But as with any investment product, one must be aware that not
all high dividend vyielding stocks are guaranteed to be successful long term
outperformers. We have seen many instances in this present global financial and
economic crisis that some global companies which were perceived to be high-quality
and good dividend stocks have crumbled due to mis-management. So while dividend
style investing has proven very successful for many investors over the years, always
remember that periodic monitoring and review of one’s portfolio is still important or
perhaps, rather than invest directly in stocks, a popular way these days of getting the
best out of dividend style investing in to invest into an established dividend fund and let
the fund manager do all the analysis and homework.

PACIFIC MUTUAL FUND BHD, is a leading
investment management company with 14 years’
of history in Malaysia. We are glad to share with
you weekly our general views on financial and
investment planning. Feel free to contact our
writer, Gary Gan, General Manager, Business
Development & Marketing of Pacific Mutual, at
gary@pacificmutual.com.my
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