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The 9% Solution

TalkingWithWilliam Priest, Eric
Sappenfield andMichael Welhoelter
Co-managers, MainStay Epoch Global Equity Yield Fund

From left, MainStay’s
Michael Welhoelter,
William Priest and Eric
Sappenfield seek out
shareholder-friendly cash-
flow programs.

by Eric Uhlfelder

determinant of investment value. And this realization has been the single greatest in-
fluence on his 46-year finance career, which has included heading Credit Suisse Asset
Management Americas and co-founding BEA Associates in 1972.
“Free cash flow [cash available for distribution to investors after all planned capital

investment and taxes] ultimately finds its way into five troughs,” Priest explains. “Divi-
dends, share buybacks, debt reduction, acquisitions, and capital expenditures.” The first
three contribute to his concept of “shareholder yield” by generating income and capital
gains. The latter two can boost share value if the cost of capital is less than earnings gen-
erated from corporate expansion.
Priest has even co-written a book on the subject with Lindsay H. McClelland. It’s

titled Free Cash Flow and Shareholder Yield, published by John Wiley & Sons in 2007.
In it they argue that focusing on these two items can reduce risk and improve returns,
“even in the face of shifting investment paradigms ”

As a 1950s teenager in Steubenville, Ohio, Bill Priest 
became fascinated with the stock market. He read dozens 
of books about it and they all seemed to focus on how im-
portant earnings were.

It wasn’t until graduate business school at Wharton, 
however, that he learned accounting profits didn’t nec-
essarily foretell a stock’s direction. Cash flow is a more 
likely determinant of investment value. And this realiza-
tion has been the single greatest influence on his 46-year 
finance career, which has included heading Credit Suisse 
Asset Management Americas and co-founding BEA As-
sociates in 1972.

“Free cash flow [cash available for distribution to in-
vestors after all planned capital investment and taxes] ul-
timately finds its way into five troughs,” Priest explains. 
“Dividends, share buybacks, debt reduction, acquisitions, 
and capital expenditures.” The first three contribute to 
his concept of “shareholder yield” by generating income 
and capital gains. The latter two can boost share value if 
the cost of capital is less than earnings generated from 
corporate expansion.

Priest, now CEO of Epoch Investment Partners, has 
even co-written a book on the subject with Lindsay H. 
McClelland. It’s titled “Free Cash Flow and Shareholder 
Yield,” published by John Wiley & Sons in 2007. In it they 
argue that focusing on these two items can reduce risk 
and improve returns, “even in the face of shifting invest-
ment paradigms.”

In running the MainStay Epoch Global Equity Yield 
Fund (ticker: EPSPX), Priest, 69, has consolidated his 
thinking into an equation that targets shareholder gains 
from dividends (4.5%), share buybacks and debt reduction 
(1.5%), and growth rates for operating cash flow (3%), 
arriving at what he calls “The 9% Solution.” The $758 mil-
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lion fund, which he and his team run 
for New York Life (it handles a $736 
million version for John Hancock) is 
especially focused on dividend payout. 
And for good reason.

According to Ned Davis Research, 
stocks with growing dividends out-
paced the U.S. market from January 
1973 through September 2011, reg-
istering annualized total returns of 
9.21%. Yet they had a lower annual 
standard deviation, at 16.45%, than 
those that paid little or no dividend 
(see table above).

The fund’s three-year annualized 
returns through Thursday of 10.79% 
achieved its 9% solution. However, 
since inception in August 2006, an-
nualized returns are a more mod-
est 3.34%. Still, that’s more than 3.5 
percentage points a year better than 
the dollar-denominated MSCI World 
index. And, according to Morningstar, 
MainStay Epoch has produced its 
gains with substantially less annual 
volatility—15.52% versus 20.02%—
than the index.

Priest, with co-portfolio manag-
ers Michael Welhoelter and Eric 
Sappenfield, both 49, has a methodi-
cal investment process. “We initially 
screen global markets for companies 
that have delivered positive operating 
cash flow for five years and pay divi-
dends around 3% or more.”

They also review dividend cover-
age, stock liquidity, market cap, pric-
ing power, margin growth and, for 
foreign companies (which typically 
make up half the portfolio), relevant 
tax treaties. Welhoelter, who oversees 
risk management, says the firm is fo-
cused on diversification to help miti-
gate volatility.

As the list narrows, the manag-
ers then rebuild cash-flow statements 
going back three years and then pro-
jecting out two years. “We want to see 
how cash streams through a company 
and how we anticipate it will continue 
doing so,” explains Sappenfield.

These days, the 106-stock portfo-
lio is tilted toward telecom providers, 
utilities and consumer-goods outfits, 
which meet Epoch’s criteria and to-
gether account for half of the fund.

After fending off a buyout in 2008, 
BCE (BCE), Canada’s largest tele-
com-service provider, became more 
shareholder-friendly in its capital al-
location. Reducing its spending after 
heavy outlays to expand its broad-
band network and focusing on higher-
margin service contracts, BCE has 
been able to raise its dividend, giving 
it a 5% yield, and to cut its outstand-
ing shares by nearly 7% via buybacks. 
It has produced 65.7% in total returns 
since Epoch started moving into the 
stock in fall 2009.

Vodafone (VOD) first appeared on 
Epoch’s radar in June 2006, when the 
world’s largest wireless provider was 
starting to pull back from some for-
eign markets. Following a manage-
ment change in 2008, Vodafone grew 
even more focused on core European 
assets, its U.S. partnership with Ve-
rizon Wireless, and select emerging 
markets like India.

Shareholders again benefited. Over 
the past year, proceeds from noncore 
asset sales have gone to reduce debt 
by GBP 1.6 billion (US$2.53 billion), to 
cut the number of outstanding shares 
by 3.6% and to support the 5% divi-
dend. Epoch’s investment has gained 
nearly 80% since September 2006.

The fund bought shares of Swiss 
global food maker Nestle (NSRGY) 
in spring of 2007. It “was committed 
to buying back a substantial amount 
of stock, was paying a 2.1% dividend 
and generating operating cash-flow 
growth of 5% a year,” says Sappen-
field. Today, the dividend yield is 
3.8%, 18% of outstanding shares have 
been repurchased, and modest long-
term debt was nearly eliminated with 
the sale of Alcon, an eye-care unit. 
Nestle has so far produced a total re-
turn of 21%.

Diebold (DBD), a global maker 
of automated-teller machines, hasn’t 
worked out as yet. After a major cut-
back in bank spending amid the finan-
cial crisis, Diebold, with annual sales 
of $2.8 billion, seemed well-positioned 
to exploit pent-up demand. It enjoyed 
order growth in 2010, notes Sappen-
field. Diebold paid a 3% dividend, 
cash flow was growing and a buyback 
was under way. But legal problems 
with a Russian joint venture and the 
loss of a big contract in Brazil have 
cut the value of the shares by 20% 
since purchase. Epoch is holding on, 
believing the underlying growth story 
is intact. Sappenfield is projecting op-
erating cash flow growth to stay at 
7% to 9% over the next year, and if 
conditions don’t worsen, the fund may 
buy more stock.

Priest believes shareholder yield 
should become a standard investment 
metric. Even if it doesn’t, his fund 
still demonstrates how important the 
generation and allocation of cash flow 
is to a stock’s performance. n
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