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DiviDenD investing DefineD (& 5 Reasons 

to stay away)

Not only has dividend investing underperformed other 

strategies historically, but it comes with a tax drag to boot. 

Worse, dividend investing can be extremely expensive.

If you pay attention to financial pundits and money blogs, 

you have probably heard at least a handful of “experts” praise 

dividend investing.

Let us define dividend investing.

Simply put, “dividend investing” is investing in companies that 

make regular cash payments to their investors. Some dividend 

investors roll this cash back into their investment. This allows 

those dividend investors to accumulate even more wealth 

over time.

Obviously, this is genius!

I mean, who would not want to earn cash dividends they can 

reinvest for a greater return?
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5 PROBLEMS WITH DIVIDEND 
INVESTING

Unfortunately, the allure of dividend investing is worse than 

smoke and mirrors; it is downright propaganda.

Regardless of whether dividend investing has been trending 

lately, it is not the foolproof retirement answer it is made out 

to be. Here is why:

Cash dividends sound great, but is the proof in the pudding?

Unfortunately, all signs point to “no” since dividends fail the 

historic performance test. A mountain of data shows how 

dividend investing makes no sense.

There are 1many investing strategies – including value 

investing, investing to focus on shareholder yield, or investing 

in companies with a low dividend payout ratio.

2Stocks of small and medium-sized companies, and 

undervalued companies, have historically provided better 

returns than dividend investing.

3More than one study has made this point.

If you want to make money over the long-term – which is why 

we are investing in the first place – dividend investing simply 

has not proven itself as the best way to do that.

Let Us Define 
Dividend 
Investing 

Problem #1

Historic 
Performance
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On average, keeping your investment costs low is the key to 

scoring the best investment return. When you pay less to 

invest, you keep more money for yourself. The math is 

pretty simple.

People who focus on dividend investing tend to ignore 

ongoing costs.

A dividend-centered investment fund (a mutual fund or an 

ETF) is almost always more expensive than a broader, more-

diversified fund.

Let us use these two examples as a basis for this argument:

• 
4iShares Core S&P Total U.S. Stock Market ETF expense 

ratio: 0.03%

• 
5iShares Select Dividend ETF expense ratio: 0.39%

Dividend 
Investing 

Problem #2:

Cost
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Look at the two funds on the previous page and you will notice 

the dividend fund costs 13 times as much as the broader, more 

diversified fund. And this comparison assumes you are buying 

low-cost funds to begin with.

Obviously, the price difference might be even worse if you are 

opting for the expensive active-management route. Believe 

it or not, you could be paying 6up to 36 times (or more) for 

a dividend-focused fund compared to a low-cost broadly 

diversified index fund.

Fees Make Dividend Investing Expensive

But, wait! There is more . . . more fees.

If you are reinvesting your dividends, that means you are 
7paying a fee called the bid/ask spread. So, not only can a 

dividend-investing strategy be expensive in terms of internal 

fund fees, but transaction costs can also eat away at your 

investment return.

Over time, these added costs will chip away at your earnings. 

You may be receiving cash dividends, but you are paying a lot 

more money out than the alternative.
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The value of diversification is so ubiquitous that I am sure you 

have heard this before. Still, it bears repeating that you should 

never put all of your eggs in one basket.

When you focus your investments on those companies that 

pay dividends, you are doing the opposite of diversification: 

you are concentrating your investments into just one type of 

company. This makes your investments riskier.

So, if you think dividend investing is a safe strategy, you are 

dead wrong. Focusing on dividends is very risky. 

This is a very important point – especially since many dividend 

investors are retirees. And when you are a retiree, it is a lot 

hard to keep working to make up for your investing mistakes. 

So, let us say it again:

Dividend stocks are risky.

Do not believe me? Think dividend stocks are foolproof? Allow 

me to reference the very same 8euphoria for dividend-paying 

companies that caused a stock market bubble and poor stock 

market performance of the 1970’s.

Dividend 
Investing 

Problem #3:

Diversification

“Focusing on dividends is very risky.”
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9Studies continue to demonstrate the value of sticking with 

buy-and-hold investments. The gist of these studies is this: 

Over time, investors who buy and hold long-term investments, 

and specifically low-cost index funds, earn more money than 

investors chasing the latest investment trend. The recent 

popularity of dividend investing is no exception.

If you think you are the only one investing in dividends, 

think again.

Trust me when I say everyone and their grandma is doing it and 

countless people are blogging about it, too. It is only a matter 

of time until the dividend bubble follows the gold bubble, real 

estate bubble, and tech bubble of previous generations.

Need More Proof? Today’s Valuations

Valuations measure how expensive or cheap something is. 

This information is valuable because, historically, cheap things 

tend to become expensive. On the flip side, expensive things 

usually go back to being cheap.

So, if you buy something when it is cheap, you can sell it when 

it becomes expensive and turn a profit. If you buy something 

expensive, on the other hand, you will lose money if you sell it 

after it loses value.

Dividend 
Investing 

Problem #4:

Performance 
Chasing
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Now, consider this:

Dividend-paying companies are in such demand that 10the 

Vanguard Group recently closed the doors on its dividend 

fund. The significance of this bears repeating: so many people 

were pouring money into this fund that Vanguard felt they 

were running out of investment opportunities.

The market for dividends is crowded and the investments are 

expensive. Is this something that you want to put your money in?

How expensive is it? 11Check out “P/B” a common valuation, on 

the Vanguard dividend fund. It is 60% more expensive than the 

stock market average. That is pricey!

The pattern behind valuation & investment return
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The final problem with dividend investing is that it comes with 

hefty tax consequences.

Even if you are holding your dividend-paying investments longer 

than one year (to get better tax treatment), you are still paying 

taxes every single year. This hurts your investment returns.

Each time you receive a dividend, you get a tax bill. Companies 

that reinvest their profits are able to give you an investment 

return without an immediate tax consequence, but that does 

not mean you will not eventually pay the piper.

Check out the chart below to see how taxes might drag down 

your performance over time:

Remember, your tax bill matters more than you think. And 

over time, more taxes coupled with higher fees and less 

diversity means less money in your pocket – not more.

Dividend 
Investing 

Problem #5:

Taxes

Assumptions: 20% on qualified dividends of 5% versus tax on 
capital appreciation of 5%
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Smart Tax Planning & Dividend Investing

Do not let the above header, “Smart Tax Planning & Dividend 

Investing” confuse you. With dividend investing, you cannot 

possibly be smart when it comes to your taxes.

That is because when dividends show up in your investment 

account (and they usually do once a quarter), a tax bill is 

guaranteed to show up at the end of the year.

And there is absolutely nothing you can do about this tax bill. 

However, there are better investing strategies. These other 

strategies do more than offer a higher return; they offer

fewer taxes.

You will have fewer taxes with 12total-return investing than 

with dividend investing. That is because while total-return 

investing will include some stocks that pay dividends, total-

return investing will also include stocks that will increase in 

value. When stocks increase in value, you have more money. 

But, this money is not immediately taxed as dividends are. 

Instead, that money is only taxed when you decide to spend 

it. (You do this by selling your investment.) With dividend 

investing, you are taxed whether you need cash or not.

And this is an important difference. Because sometimes you 

do not need the cash. And if you do not need the cash, it does 

not make sense to pay a tax bill for cash you do not need.
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Why would you not need cash in retirement? I can think of a 

few reasons. Maybe you already have a ton of cash because:

• Your 13rainy day fund is too big.

• You just received an inheritance.

• You just sold a business.

• You just sold a rental property.

• You just downsized your home.

• Your pension started paying out.

• You are claiming Social Security benefits.

In short, with a total-return investing strategy, you have 

flexibility. You can plan when to pay taxes based your needs – 

and not on the schedule of when a big corporation sends cash 

to its investors.

Remember, it is important to think about total return investing 

– not just a handful of cute dividends. When you invest for 

total return, you look at ALL the money you get from your 

investments. This income can come in the form of dividends 

paid out in cash, or as an increased investment price as the 

value rises.

Most folks opt for the dividend investing strategy because 

they want the income that comes from dividends. The thing 

is, the alternative to dividend investing – investing for total 

return – has historically had a higher expected rate or return 
net of fees and taxes.

The Bottom 
Line: Invest 

Smarter, 
And Ignore 
The Trends 
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When it comes to being a smart investor, you do not need to 

become a rocket scientist. To get the best returns over time, 

you need to focus on the three pillars of smart and profitable 

investing – keeping costs low, diversifying your investments, 

and not chasing performance.

While dividend investing might be all the rage these days, it 

fails all of these tests. Not only has it underperformed other 

strategies historically, but it comes with a tax drag to boot. 

Worse, dividend investing can be extremely expensive.

Skip dividend investing for proven, low-cost, diversified 

investments instead. You will be a lot better off in the end.

tayLoR R. 

sCHULte, CfP®

FOUNDER & CEO

Make woRk oPtionaL in RetiReMent

Access FREE resources and downloads to help 
you reduce taxes and invest smarter.

Type this link into your browser

definefinancial.com/resources
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DISCLOSURES

DISCLAIMER: This document is for informational purposes only and does not constitute a complete description of our investment services. 

This document is in no way a solicitation or offer to sell securities. THE INFORMATION ON THIS DOCUMENT IS NOT AN OFFER BY OR 

ON BEHALF OF ADVISER OR ITS AFFILIATES TO SELL OR SOLICIT AN OFFER TO BUY ANY SECURITY OR OTHER SERVICES.   

The Company and its investment adviser representatives only transacts business in states where they are properly registered, or excluded or 

exempted from registration requirements. Information on this document should not be construed as personal investment advice.

Nothing on this document should be interpreted to state or imply that past results are an indication of future performance. Past performance 

may not be indicative of future results. Therefore, no current or prospective client should assume that the future performance of any specific 

investment, investment strategy (including the investments and/or investment strategies recommended and/or purchased by adviser), or 

product made reference to directly or indirectly on this web site, or indirectly via link to any unaffiliated third-party web site, will be profitable 

or equal to corresponding indicated performance levels.

Different types of investments involve varying degrees of risk, and there can be no assurance that any specific investment will either be 

suitable or profitable for a client’s investment portfolio. No client or prospective client should assume that any information presented and/

or made available on this document serves as the receipt of, or a substitute for, personalized individual advice from the adviser or any other 

investment professional.

Historical performance results for investment indexes and/or categories generally do not reflect the deduction of transaction and/or 

custodial charges or the deduction of an investment-management fee, the incurrence of which would have the effect of decreasing historical 

performance results.

Diversification does not protect against loss in a declining market.

Exchange Trade Funds (ETF’s) and mutual funds are subject to risks similar to those of stocks, such as market risk, and investors that have their 

funds invest in accordance with the portfolios may experience losses. The use of leverage by an exchange-traded fund or mutual fund increases 

the risk to the fund. The more a fund invests in leveraged instruments, the more the leverage will magnify gains or losses on those investments. 

The value of an investment and the return on invested capital will fluctuate over time and, when sold or redeemed, may be worth less than its 

original cost. Additionally, fixed income (bond) ETF’s or mutual funds are subject to interest rate risk which is the risk that debt securities in a 

portfolio will decline in value because of increases in market interest rates. Investments in foreign investments may incur greater risks than 

domestic investments.

As part of the advisory billing process, the client’s custodian is advised of the amount of the fee to be deducted from that client’s account. On 

at least a quarterly basis, the custodian is required to send to the client a statement showing all transactions and holdings within the account 

during the reporting period, in addition to any advisory fees paid. Because the custodian does not calculate the amount of the fee to be 

deducted, it is important for clients to carefully review their custodial statements to verify the accuracy of the calculation, among other things.

Clients should contact adviser directly if they believe that there may be an error in their statement.

We urge our clients to carefully compare the information provided on our statements to statements provided by their custodian in order to 

ensure that all account transactions, holdings and values are correct and current.




