Epoch Investment Partners, Inc.

Shareholder Yield:
Past, Present and Future
EDITED TRANSCRIPT — OCTOBER 6, 2015
The architects, practitioners and the risk manager for the Global Equity Shareholder Yield strategy recently discussed
its architecture, how it is implemented, recent and long-term outcomes and why the Shareholder Yield concept is
even more compelling in today’s investment climate than it was when it was conceived a decade ago.
This document contains the summarized transcript of the presentation. A full replay of the webinar is available on our
website, www.eipny.com.
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Bill Priest

investment strategy architecture
Grounded in Principles of Finance
Financial metrics are more meaningful than
accounting metrics
•
•

•

•
•

Most investors focus on accounting, earnings and accounting-based
valuation metrics (P/E ratios, P/B ratios).
Accounting figures are inherently flawed as a measure of how a
business is performing:
• Revenues and expenses often not recognized when
actually incurred;
• Timing of that recognition often based on
faulty assumptions.1
Free cash flow: a better measure of coporate success:
how a company allocates its free cash flow is what
determines whether the value of the business
rises or falls.
Reported earnings can grow even as a company is
destroying shareholder value.
Accounting-based valuation ratios tell you nothing about how
well a company allocates capital.

•

•

•

Financial metrics reflect cash-flow concepts rather
than the accruals used in accounting, which are
meant to match arbitrary expense definitions to
revenue recognition definitions.
CFOs do not manage companies based on
accounting. Rather, they deploy a capital
budgeting process, which is all about cash and
its uses.
Ultimately, it’s the success in capital allocation that
will determine the value of the firm.

See “Feathered Feast: A Case,” by Jack L. Treynor, Financial Analysts
Journal, November/December 1993. This is available on our website
at www.eipny.com as an appendix to our white paper entitled “Mixing
Financial Principles with Accounting Standards – A Slippery Slope,”
August 8, 2005.
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investment strategy architecture
investment
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metrics are
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•
•

•

SHAREHOLDER YIELD: PAST, PRESENT AND FUTURE | October 6, 2015

Companies can return capital to shareholders or
reinvest it for growth.
The key to the decision is the weighted average
cost of capital (WACC). A company should deploy
cash for growth, either through internal projects or
acquisitions, if the prospective return on the
incremental capital to be deployed exceeds the
company’s WACC.
If the company cannot achieve this target, then it
should return the cash to shareholders via cash
dividends, share buybacks or debt reduction, i.e.,
shareholder yield. All three options are essentially
dividends, as they return capital to the owners of
the business.
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investment strategy architecture
Capture “Shareholder Yield”
Invest in companies that grow and pay

•

•
•
•

The goal is to capture approximately 6% in return
from the three components of shareholder yield.
Approximately 4.5% has come from cash dividends.
This varies based on market conditions and can
also vary if you take a U.S. only or ex-U.S.
approach. Stock buybacks and debt reduction
should add the other 150 basis points of value.
In addition, the strategy looks for companies to
have a cash flow growth rate of at least 3%, to
support the growing dividends.
Shareholder yield (6%) and cash flow growth (3%)
combine to create an aspirational return of 9%.
The more stocks the strategy holds and the more
efficiently it is built, the more likely it is to get to
the 9%, as dispersion around the expected return is
shrunk to a minimum.

The return targets included in this document are not intended
as, and must not be regarded as, a representation, warranty or
prediction that any client will achieve any particular rate of return
over any particular time period or that any client will not incur
losses. Although Epoch believes, based on these factors, that the
referenced return targets are reasonable, return targets are subject
to inherent limitations including, without limitation, the fact they
cannot take into account the impact on future trading and investment decisions of future economic events.
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investment strategy architecture
Minimize the Variance of Expected Returns
The more stocks the better

•

•
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Investment strategies generally try to either
maximize return per unit of risk incurred (the
majority of strategies) or minimize risk per unit of
return sought. Shareholder Yield does the latter. The
strategy seeks to minimize the risk surrounding its
aspirational return objective.
In a strategy with specific expected returns coming
from a number of targeted factors, diversification is
key because it shrinks the dispersion around the
expected return. The strategy holds as many stocks
as possible that contribute to its goals, which
mitigates the risk of any one holding causing
significant damage to those goals if it
misses expectations.
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investment strategy architecture
Objectives Based on Long-Term Observations
In the long run, dividend yield and earnings growth are the
primary driver of stock returns

Michael Welhoelter
•

•

•

•

•

The strategy’s design took into account the
historical perspective, which shows that dividends
and earnings growth are what really drive stock
market returns. At the time the strategy was being
developed in 2005, yields in the MSCI World were
around 2% and those in the S&P 500 were roughly
1.8%. 10-year Treasuries were trading at
around 4.3%.
Epoch felt that it could build a strategy that would
yield 200 to 250 basis points above global equity
indices and be competitive with Treasury yields.
That would be enhanced by yield captured from
share repurchases and debt reduction. The strategy
also needed to capture growth, so it was built to
look for companies that have grown their free cash
flow and are likely to continue doing so.
In 2005, globalization was turbo-charging growth,
so we built the strategy to be global, seeking
companies not only domiciled around the world, but
those that had a global reach as well. We do not,
however, believe that we can build the portfolio
efficiently by pre-determining country or sector
weights. Instead we cast a wide net for investment
candidates and those weights are driven by
bottom-up stock selection.
Finally, to understand how to build portfolios with
these constraints and goals in mind, simulations
were run for the period from 1993 to 2005. The
main goal of the simulations was to maximize
diversification, particularly around the sources of
return we sought: the 4.5%, 1.5% and 3%. The
simulations were used to develop portfolio
construction rules around both the dividend yield
and growth.
The simulations proved that the 4.5% yield target
could be achieved and was appropriate. The growth
observed in the simulations was about 6% percent.
The strategy’s target was set at half of that to be
more conservative, but in its 10-year history, it has
actually captured, on average, a 6% growth rate. This
underscores our feeling that the goals of the
strategy that were set back in 2005 remain
relevant today.
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seeking consistency
The Components of Equity Returns

Eric Sappenfield
•

•
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Earnings (a long-term proxy for free cash flow) have
almost always made a positive contribution to
returns. Dividends have made a positive
contribution to equity returns in every period.
Valuations, on the other hand, both expand and
contract, adding volatility to the market.
In a strategy that seeks to produce a positive
aspirational return, it makes sense to focus on
earnings growth and dividends. Earnings from
companies that are growing and competing in a
dynamic way have contributed more than half the
return of the S&P 500 over its 87-year period and
the distributions that all companies paid accounted
for another significant portion. Changes in
valuations—trading to make returns—is less
important over the long run.
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seeking consistency
Dividend Payers: Higher Returns, Lower Volatility

•

Over the past 40+ years, companies that paid
steady dividends year after year or, better yet,
increased their dividends, have performed better
than those companies that have either cut their
dividends or don’t pay any. What’s more
interesting is that they have done so with less risk.
This is one reason that, over the strategy’s history,
it has been able to achieve a solid positive return
for investors with less risk than
the market.

Based on equally weighted compound total returns of dividend and
non-dividend paying S&P 500 stocks. Each of the four portfolios were
reconstituted at the beginning of each year based on the actual dividends paid over the previous year. Source: Ned Davis Research
June, 2015
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investment process
Proprietary Quantitative Research

•

•

Since 2005, the investment team has begun every
week by looking at our proprietary quantitative
screen, which scans a very large universe of
securities to look for those with the characteristics
we believe are inherent in high-quality companies,
whittling the universe down to a manageable size
for our fundamental analysts to evaluate.
The screen looks for companies have consistently
paid a meaningful cash dividend from a recurring
source of capital (i.e. not borrowing money to pay a
dividend). In addition, companies must have a
growth rate to the cash flows of the business. To
help ensure that company management is, in fact,
on the same page as us in terms of how the
shareholders or the owners of a business get
rewarded, the screen identifies companies whose
dividends have been canceled or
cut frequently.

SLIDE 9

investment process
Fundamental Research

•

•
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Fundamental research is critical. The way in which
management allocates capital to create value is
central to the way Epoch thinks about investing.
Meeting with management enables us to have a
better idea of the sources of capital and how it will
be allocated. Analyzing the business strategy, the
balance sheet, the context of the company’s
competitive environment further adds to our
understanding and confidence in the cash flows
we expect.
Having identified the individual candidates, we
then construct a portfolio to meet the objectives of
the strategy.
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investment process
Fundamental Research

Michael Welhoelter
•

The strategy was built with portfolio construction
rules, to help ensure the portfolio is always moving
toward its goals.
In terms of position sizes, we start at a 50 basis
point minimum, which reflects a need to have high
conviction in a security before it is placed into the
portfolio. The maximum position size is 2.5%. We
have never initiated a position at 2.5%, but if it
gets there through appreciation, we will trim it.
The constraints on how much each security can
contribute to overall income and growth are what
make this portfolio unique. To minimize the risk of
achieving our 4.5% dividend target, the maximum
that any company can contribute is 3%. So, if the
portfolio was yielding 5%, no more than 15 basis
points could come from one security. For growth,
no security can contribute more than 5% of the
portfolio’s cash flow growth target.
Beyond these constraints, the strategy follows
Epoch’s basic risk management concept of inverse
risk weighting, where given two companies with
the same expected returns, we weight the
company we believe will have lower volatility
higher in the portfolio.
We also use risk models to help us manage
aggregation risk. As you gather securities that are
in line with the goals and objectives of the
portfolio, you may pick up risks in either in sectors,
countries or styles. We use a Barra risk model to
help us mitigate the portion of these risks that
are unintended.
A security will be considered for sale if there is a
risk to the company’s dividend policy, if there are
changes to its fundamentals or operating
environment or if its price has gone up, bringing
the yield down. In addition, we may consider a
company for sale if there is an alternative choice
that offers a better risk/reward profile.

•

•

•

•

•
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results
Risk Return Metrics

Eric Sappenfield
•

Shareholder Yield has shown attractive risk/return
characteristics in both the short and long term, but
the focus of the strategy is really the long-term.
Since its inception, it has come close to achieving
its 9% aspiration, despite the fact that this time
period included the financial crisis, which saw the
MSCI World lose more than 40% in a single
year (2008).
The strategy delivered its 4.5% or more in cash
each year and with less risk than the market. In
fact, the strategy’s 13% standard deviation since
inception is only 80% of the market’s
standard deviation.

•

Since Inception: December 31, 2005
Performance for the most recent quarter is preliminary and
subject to change. The risk statistics are shown as supplemental
information only and supplement the Composite presentation
which is located within the Disclosure section of the presentation.
1
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results
The Portfolio Stays The Same; The Market Moves Around
GICS Sector Attribution

•

The strategy’s performance in 2015 can be explained
by looking at the year in two parts.

•

The first dominant macro theme was the scarcity of
global growth. Investors paid significant premiums
for companies with growth potential, such as those
in the biotech industry. The second theme was
interest rate sensitivity. Companies deemed to have
higher sensitivity, such as those in the utilities sector
and some portions of the financial sector, were beat
up in the first half, as the debate over how and when
the U.S. Fed will change interest rates raged on.
In the third quarter, the world came to the realization
that there were still plenty of challenges and risks in
front of us, primarily in China but also in the U.S.,
which put the Fed on hold. At that point, some of the
optimism came out of the biotechs and the like. Plus,
in some companies where there was so much worry
over rising rates, investors found that solid,
consistent cash flows were still being produced on a
reliable basis and these companies had
been oversold.

•

SLIDE 13

results
A History of Low Volatility
Quarterly Rolling Returns
Epoch Global Equity Shareholder Yield Composite

•
•

Our disciplined approach is validated by the
strategy’s results.
Looking at the strategy’s quarterly rolling returns
since inception, it is difficult to draw any
meaningful conclusions.

Source: FactSet Research Systems; Epoch Investment Partners;
September 2015
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results
Stepping Back, a Clearer Picture Emerges
Rolling 1- Year Returns
Epoch Global Equity Shareholder Yield Composite

•

Stepping back and looking at rolling one-year
periods, investors can begin to make some
observations about the strategy. First, we see that
there is some pretty good downside protection in
this strategy through the almost 10-year period. We
can also see that it benefits in periods when yields
are scarce.

Source: FactSet Research Systems; Epoch Investment Partners;
September 2015
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results
Consistency Over the Long Term
Rolling 5- Year Returns
Epoch Global Equity Shareholder Yield Composite

•

The long-term benefits and consistencies of the
strategy become evident when looking at
five-year rolling returns. When you step back it is
easy to identify the downside protection and
when you factor in that more than half of the
attractive total return came in the form of cash,
you realize you took less risk to get it. Thus
strategy really does pay off for investors when we
start to think about investing for the long term.

Source: FactSet Research Systems; Epoch Investment Partners;
September 2015
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sectors
Exposure Within Sectors Vastly Different Than the Index
Utilities sector as an example

•

•

•

The most frequent questions from clients have to do
with its interest rate sensitivity, particularly as it
relates to the utilities sector. The strategy has
owned utilities stocks since the beginning and
perhaps rather significantly compared to some of
our global peers, but it is not predisposed to them.
We look for companies that generate sustainable
and growing dividends from a source of cash flow
that we have confidence in, and regulated utilities
really fit that bill.
When analyzing a regulated utility, you often get a
lot of information before ever taking any risk. This
includes customers, demographic and regional
growth rates, operating costs, allowed rates of
return, as well as dividend policies, which are pretty
well set. The result is that we can be discerning
about the utilities we choose.
We only hold two of the top 10 yielding utilities in
the index, because we are looking for confidence,
not just yield. Our results have been better than the
benchmark’s utilities holdings because of our focus
on shareholder yield and reliable growth rates.

SLIDE 17

sectors
Utilities Have Characteristics Beneficial to the Strategy
Consistent returns despite flip-flopping between best and worst
relative to other sectors

•

•
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Looking at past interest rate hikes, you see that
utilities was one of the lower performing sectors,
if not the lowest performing sector before a rate
hike, despite continuing to produce good returns.
On the other side of a hike, though, you see that
the sector actually becomes the best performing.
Interestingly, the sector’s performance barely
changed from one period to the next. Rather, the
performance of the other sectors moved around it.
It is not our objective to time the market,
particularly in relation to a rate hike. That’s been a
very risky proposition since the Fed began hinting
at one in 2013. Instead we focus on finding
investments that contribute to the shareholder
yield approach throughout the cycle. Thus, to the
extent that utilities continue to be part of the 9%
solution, they’re going to be in the portfolio.

7

SLIDE 18

outlook
P/E Expansion Has Driven Market Returns1

Outlook: Bill Priest
•

•

•
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outlook
2% Is The New 4% For Mature Economies
GDP Components

Numbers may not total due to rounding.
Source: Standard & Poor's; MSCI Inc.; Epoch Investment Partners, Inc.;
December 2014 1. Please see our White Paper dated May 29, 2014:
The Power Of Zero + The Power Of The Word http://www.eipny.com/
epoch_insights/papers/the_power_of_zero_the_power_of_the_word

•

•

•
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outlook
A 9% Objective is Attractive in a Mid-Single-Digit World
And, that objective becomes more realistic if half is received in
cash
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In the 10 years since the strategy was created, there
have been significant changes in the outlook for the
global economy and pronounced shifts in the capital
markets, so it is fair to ask if Shareholder Yield
strategy remains relevant for investors today?
The principle reaction to the financial crisis was to
inject a massive amount of liquidity into the system.
The financial markets have benefited from it; the real
economy less so.
From our perspective, this valuation benefit is coming
to an end, with the Fed and the BOE pretty much
done with QE. The ECB and the BOJ may very well
accelerate theirs. But this is an old story and it’s
unlikely to create any further expansion in multiples.
It also means that to the extent multiple expansion is
part of total return, it’s going away, and you’re going
to be back to dividends and earnings in
equity returns.

When it comes to growth expectations, 2% is the
new 4% for mature economies. Real GDP is a
function of only two variables, growth in the
workforce and growth in productivity.
Arriving at real GDP for developing economies is
more challenging because of the quality of data
available from some of those countries. Starting
with China, growth in the workforce is slightly
negative according to the Conference Board.
Productivity is probably not as high as 6.7% as the
official data. We arrive at real GDP guestimate of
6.5%, but the last six months would suggest that
number is high.
Real global GDP growth is expected to be around
3%—less than it was in the past. Lower growth,
lower earnings and the lack of multiple expansion
make us believe the 9% aspirational return of the
Shareholder Yield strategy is attractive.

Source: The Conference Board. 2015. The Conference Board Total
Economy Database™, May 2015, http://www.conference-board.org/
data/economydatabase/

•

If you were to build an expectational return
composed of the components of equity return for
the future using current data, you would place
dividends at around 2% (the current dividend yield
of the S&P). Earnings growth, over the long run,
tends to mirror nominal GDP. So if global GDP
growth is between 3% and 5%, that would be a good
estimate for earnings. If profit margins were to hold
through this period, the market growth rate might
be between 5% and 7% before dealing with P/E
valuation, which has little room left to expand in
our view. With this outlook in mind, a strategy like
Shareholder Yield is attractive, arguably more so
than when it launched in 2006.
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outlook
Better Source of Income Than Bonds,
with a Growth Rate Attached
The environment is even more compelling for shareholder yield
than when we launched the strategy a decade ago

•

Importantly, this is just the cash component and
does not include the stock buyback component,
which is equivalent to a cash dividend. Add the
growth rate on capital invested, which is not
available in bonds, and the equity advantage is just
overwhelming. The key, though, is that you need a
holding period long enough to reflect the relative
volatility of equities vis-à-vis bonds.

Source: MSCI; Epoch Investment Partners; August 21, 2015

QUESTIONS & ANSWERS

Perhaps share buybacks have had a disproportionate
impact on price performance in the absence of top-line
growth of late. Do you view this as a good thing or a bad
thing for this strategy and for investors ultimately?

Knowing what you know today, what might you have done
differently in the portfolio? For example, Japan has been a
good-performing market and typically the strategy hasn't
had much exposure to Japan.

ERIC SAPPENFIELD: When we look at share buybacks and why
are they occurring, we have to ask ourselves: what
choices does management have for using the excess cash?
In a world where management expectations for returns
from investing capital are reduced, oftentimes the best use
of that capital is to return it to the shareholder. We want to
understand how management has evaluated investment
opportunities. Are they creating the growth that we seek?
When they run out of projects in which they can achieve that,
we view share buybacks as a reasonable use of capital. We do
not like share buybacks when management teams are using
it to feather their own nest. It's a process. You have to look
at the details to understand how management thinks about
allocating capital.

ERIC SAPPENFIELD: We thought about it every day. Hindsight
is 20/20, so I could go back over 10 years and find examples of
things that I wish we hadn't done or that we might have taken
advantage of. But let's just take the process of looking at Japan.

If we are potentially in an age of deleveraging and
deflation, then perhaps interest rates will stay lower for
longer. How would that impact your theses on the
outlook for multiples in the stock market?
BILL PRIEST: Interest rates may stay lower for longer, but
you also have to consider earnings growth. Low inflation gives
you low rates and high multiples and vice versa assuming
earnings growth rates don't change. The reality is earnings
growth rates are likely to be less than what we realized in the
past. So our expectation would be that multiples will be flat or
perhaps down a little bit as we go forward.

Every week we see the entire universe through the screen. We
have to look at the Japanese companies every week and
reaffirm the fact that they don't fit the model that we're looking
for. And why haven't they? Japanese companies do not pay the
kind of dividends you can achieve investing in other regions
of the world. Also, when you seek to understand their capital
allocation policies, managements are not as transparent.
We spent quite a bit of time this summer trying to understand
the path that companies were going to take toward
improving their corporate governance, their employee
relations, and their returns to shareholders. Japan moves at a
glacial pace. And while there's optimism for the future, today
there is not a Japanese company that we can reasonably say is
better than the worst company in the shareholder yield
portfolio. That's the simple measure.
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We have seen some interesting moves in the currency
markets over the course of the last 12 to 18 months in
particular. Could you comment, first of all, on how you
think about currencies? And, are there any trends that
you might expect for currencies over the medium term?
ERIC SAPPENFIELD: Historically, the global diversity that the
portfolio has achieved has led to a very balanced impact on
returns due to currency. That said, each analyst incorporates
currency analysis in their work when looking at individual
companies and attempting to understand the cash flows and
the uses and opportunities they have for that cash. Keeping
to our competencies, and keeping to the design of the
strategy, we haven't ventured off into hedging particular
currencies. The strength of the U.S. dollar is undeniable. It
reflects a strong U.S. economy. But we do not have a
particular view as to how to hedge that exposure through the
portfolio. Rather, a company's performance, its generation of
cash and the distribution of that cash leads us to a view.

If you go back to the original concept and look at what the
expectations for the stock market were, it was predicated
on an equity market return of 6%–8%. And the thought was
when we designed this strategy we could actually capture
9%, with half of that in cash, and have a beta of roughly 0.8
or a volatility level of 20% below the benchmark. Experience
suggests this has been achieved.
I think this product is the most efficient “dividend” collection
machine in the world. It could be duplicated, but you can't
collect these factors in a more efficient way. Going forward,
if you were to argue that the future growth rate for the stock
market is somewhere in the 5%–7% range, not 6%–8%, in a
capital-light world with 2% real growth, not 4%, the chances of
dividends going up as a percentage of cash flow is extremely
high. The strategy to have in place is one that captures
that scenario.

Given the discussion about the methodology and design
of the Shareholder Yield strategy, how should an investor
measure its success?
BILL PRIEST: We have a 9% percent aspirational return. It has
the elements of an absolute return strategy in the sense that
we're trying to achieve 9%, and the index of the stock market
is moving around us. Have we captured the 6% shareholder
yield, which is made up of 4.5% in cash and 150 basis points
from share buybacks and debt pay downs? That can be
demonstrated. Has the underlying cash flow growth rate
supporting shareholder yield been at least 3%? It actually has
turned out to be 6%.

The information contained herein is distributed for informational purposes only and should not be considered investment advice or
a recommendation of any particular security, strategy or investment product. Information contained herein has been obtained from
sources believed to be reliable, but not guaranteed. The information contained herein is accurate as of the date submitted, but is subject
to change. Any performance information referenced represents past performance and is not indicative of future returns. Any projections,
targets, or estimates in this presentation are forward looking statements and are based on Epoch’s research, analysis, and assumptions
made by Epoch. There can be no assurances that such projections, targets, or estimates will occur and the actual results may be
materially different. Other events which were not taken into account in formulating such projections, targets, or estimates may occur
and may significantly affect the returns or performance of any accounts and/or funds managed by Epoch. To the extent this document
contains information about specific companies or securities including whether they are profitable or not, they are being provided as a
means of illustrating our investment thesis. Past references to specific companies or securities are not a complete list of securities selected
for clients and not all securities selected for clients in the past year were profitable.
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