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Dear Friends, 

 
On June 18th, we wrote “A Complete Investment Program That Won’t Self Destruct” and promised a follow up.  
Here it is, after a frenetic week of Brexit influence on the news and the financial markets.   
 
Brief Review of our SWJ from June 18 

In our June 18 article, we wrote that not only are common stocks the best long-term investment for investors 
who don’t want to run a business or to actively control real property, but they are also great for those who 
want to diversify across more than one type of investment to lower risk.  We held that quality (commonly 
called blue chip for the most valuable chip in poker) companies gave us (the owners of the company) not only 
stable earnings and with that a relatively stable stock price, but also a rising dividend (distribution of part of 
company profits).  We then went on to examine a dividend-centric retirement income program which, instead 
of maintaining the classic and well known 60%/40% stock/bond allocation, suggested that retirees would be 
better off holding enough in bonds for about four years of income, with the rest in dividend paying stocks.  
Assuming the popular withdrawal of 4%annually, the retirement income portfolio proposed by James D. 
Cloonan would have 86% stock and 14% bonds, assuming no cash is held for instant liquidity.  Those not retired 
need diversification, but it does not all need to come from bonds.  Today, we discuss Cloonan’s program a bit 
more to see how the stock-bond mix might evolve over time. 
 
Bond and Stock Profiles 

First, why hold bonds at all?  Quality bonds provide two of the three pillars of diversification.  They buffer stock 
volatility and their price movements are often little correlated with stocks, providing some downside protection 
in down markets.  They also provide a higher guarantee of the return of our capital than do stocks.  Bonds 
really show their mettle in stock bear markets and can outperform stocks in periods when interest rates fall 
from great heights as they have done 1982-2016.  But bonds are not the best single diversifier when interest 
rates are rising.  Bonds have enjoyed the tailwind of falling rates for almost 35 years.  Bond rates over the next 
30-35 years don’t look nearly as attractive as their past would suggest.     
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It’s important to note that the magnitude of stock outperformance grows with “time in the markets.”  The 
longer we are invested in stocks, the greater our gain will be compared to a portfolio of just bonds.  This said, 
not all people need the supercharged and volatile returns of stocks and not all people can withstand a 
decennial 40% drop in their account values without selling in panic to end their foray in common stock 
investing.   
 
More Power From Dividend Paying Stocks 

Of the roughly 10% long-term return in common stocks, about 53% is attributable to reinvested dividends.   
What’s even better, a stock portfolio which drops 40% (as many did in 2007) might see a drop of only 5% or 
10% in the income the portfolio produces.  Therefore, even a volatile blue chip stock portfolio has stability at its 
core in the form of dividends. 
 
A Dividend-Centric Investment Plan 

With all of this in mind, let’s consider a highly dividend-focused investment plan.  The plan has one goal – to 
accumulate a monthly income from dividends equal to that which we make from our pay, leaving us financially 
free from the obligation to work.  When we invest in companies with growing dividends, we can reinvest them 
to gain even more dividends (much as we would do in a bank account).  We only hold the amount of bonds  
needed to provide income for maybe four years , as even the most serious bear (severely down) market since 
the1930’s has only lasted four years or less.  At retirement, assuming we have 16%-20% in bonds, we can either 
maintain the bond buffer or we can slowly liquidate our bond portfolio over 20 years, essentially living off of 
bond sales as our stocks grow their dividends through compounding.   
 
But is our all-or-mostly-stock program diversified enough so that, as one market pundit put it, we hate at least 
one of our holdings because it’s (for the moment) not keeping up with the rest (not well correlated, the point 
of diversification)?  As we have discussed in recent newsletters, low volatility and quality stocks offer some of 
the buffer that bonds provide by showing lower volatility and some diversification benefit.  But low volatility 
and quality only cut stock volatility some 20%.  Bonds with slightly lower credit quality than quality bonds can 
offer additional diversification while earning interest, though in a steeply dropping market they too will be 
down, though less than most stocks.   
 
We have put into practice many of the ideas presented today and in our June 18 piece, with proper respect for 
the tolerance that you have for movements in your account balance.  
 
Thanks for being with us today.   
    
 
 

 
 
 

 

 

 
The opinions contained in this report represent the author’s current knowledge and are based on sources known to him at the time of 
writing.  Such opinions are subject to change at any time and are presented for educational value.  Any other use, such as investment 
solicitation, is inappropriate and absolutely unintended by the author.  Readers must evaluate information herein presented. 


