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Q: What is the investment philosophy
of the fund?

A: We believe the tortoise won the
race. To me, there are two basic classes
of investors. Those that like to buy low
and sell high, which is our style, and
then those who like to buy high and sell
higher. We’re the tortoises and the latter
style is the hare. We’re trying to plow
ahead every single day. We have a long-
term view but take it one day at a time.

Dividends matter. In a low-return
world, if we can capture a 3% or 4%
dividend yield in high-quality compa-
nies, we’re halfway to what we believe is
a reasonable goal of making 8% a year.
A side benefit is lower portfolio volatil-
ity. On the tough days, dividend-paying
stocks tend to play good defense. 

Our strategy and part of our re-
search process is that we only buy com-
panies whose dividends have grown. So
it’s not merely finding companies with
above average yield, but also companies
that have a history of raising their divi-
dends for at least 3 years in a row or 5
out of the last 10. We’re conservative,
but we seek growth, too.

We are skewed toward large-cap
value, because those companies tend to
generate cash in excess of ongoing needs
and thus pay dividends to reward their
shareholders. Where we are from a
style-box perspective is a result rather
than a goal. Certainly we are free to buy
other kinds of companies if they fit the
basic dividend growth criteria.

Q: So if the company doesn’t have a
dividend, you will not look at it even if
it has a free cash flow?

A: That’s correct. That limits us a
little, but we have other portfolios
where we can buy a more traditional
growth stock that is attractive on valua-
tion. Our team manages about $1 bil-
lion dollars, and close to half of that is
in the Income-plus style I described.

Q: What are the key elements of your
portfolio construction?

A: We tend to have fairly concen-
trated portfolios of 25 to 27 stocks. If
we do it right, it’ll give us 92% or 95%
of the diversification of a 500-stock
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Slow and steady wins the race. Most fund managers know that well
but few of them really put the philosophy into practice. In a world of
growth investing, dividends fell out of style for a long time, but the

reality is that dividends, reinvested, have provided over 40% of equity
market returns over time. Investors have “re-discovered” that fact:
through June 30. the 385 companies in the S&P 500 which pay divi-
dends gained 4.9%, while the 115 non-payers rose only 1.1%. The fund
managers at BB&T Equity Income Fund look for rising income and div-
idends to generate 8% or better return for the investors.
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portfolio. So we should disclose that as
a modest risk, and we’re cognizant that
dividend-paying stocks are often con-
centrated in certain industries - finan-
cials, energy, etc. We look hard for com-
panies that can diversify us, like health-
care and technology. 

There aren’t enough tech companies
that pay dividends, but we have a cou-
ple of strong technology companies in
the portfolio that meet the criteria.
We’re happy to scoop up a solid compa-
ny after it runs into a bad quarter be-
cause we tend to be more patient than
most investors. For example, we bought
Nokia a couple of summers ago when it
got down into the $11 to $12 range. At
the time they were losing market share
to Motorola but we thought the 3.5%
yield on a no-debt, highly profitable
technology company like Nokia was a
good deal. More recently, investors have
become skittish on semiconductor in-
ventories, so we’ve taken the other side
of that trade and added Taiwan Semi-
conductor, the world’s leading foundry.
We call it our nanotechnology stock -
one that happened to make $2.9 billion
in profit last year. 

We’ve got traditional REITs, banks,
utilities and other growth companies.
What we want is not just income, but
growing income. The idea of being fair-
ly concentrated is that if we are fortu-
nate and pick a stock that works, we
would like for it to make a difference.
We don’t want our favorite ideas to be
diluted by 400 other stocks in a portfo-
lio, so we tend to take positions in the
3.5% to 4% range. This could be per-
ceived as a more risky strategy, but so far
it’s worked out very well. 

General Motors is the perfect exam-
ple of what we can’t own, and don’t
want to own. The fact that it hasn’t
raised its dividend in 13 years might tell
us that the management has not been
confident enough about the future to
allocate more to its shareholders. A
company with a high yield but not a ris-
ing yield does not get considered. Ford’s
another example and of course it just
slashed its payout by 50%. 

Q: How do you look at companies like
Microsoft with enormous cash flow that
occasionally comes out, with one-time
dividend that may or may not be sus-
tained, yet the cash flow is stable,
healthy and growing?

A: We’d prefer regular dividends to
special dividends. Dividends are a com-
mitment. I’m not going to say we would
never make an exception if a company
started to “regularly” pay out special
dividends, but the downside protection
has to be there. If the payout to share-
holders goes up over time, we would
consider that stock. If it’s just a one-
time event we don’t try to trade around
a special dividend. We’re going to look
at the underlying regular dividend. 

Q:What are the most important things
in a company that you are looking for?

A: It’s pretty basic – if we can find
a company that has higher than average
growth, a stronger than average balance
sheet, below average valuation and
above average yield, that stacks the odds
in our favor. What kicks out of that core
screen is a lot of banks and financials,
and the traditional consumer staples
like Altria. We don’t want an entire
portfolio of banks and financials so we
do our best to sprinkle in a couple of
smaller companies like Natural Re-
source Partners, which collects royalties
on coal properties. It came public four
years ago but has increased the payout
almost every quarter since then. We
think that’s attractive and supplements
our other energy holdings. 

Q: I think that’s linked in some ways
with the rise in oil price, which corre-
spondingly brings a rise in coal price.
Do you worry about inflation as at some
point the energy prices may correct and
you’ll be caught holding it for 2 or 3
quarters? 

A: I’m one of these guys who’s con-
stantly paranoid so sure, we worry.
We’re focused on the inventory situa-

tion in oil worldwide and natural gas
domestically, which is difficult right
now. Coal tends to be on a longer cycle.
A lot of the product is sold under con-
tract to utilities. Natural Resource Part-
ners just collects a royalty from the
Peabody’s and the Arch’s and a lot of
private companies that mine the coal. It
doesn’t have the operational and union
issues. It collects a royalty of the tons of
coal produced from its properties, and
its reserves total over 2 billion tons, with
a “b”. The company does participate in
the pricing on the upside and the down-
side, but in a less leveraged way. 

We are believers in the “higher for
longer” secular case for energy. I believe
the shocking reality is that 71% of the
world’s known crude oil reserves are in
Islamic countries, and another 20% or
so is owned by less friendly socialists such
as Russia and Venezuela. The oil that’s
out there is in tougher and tougher
places to find – Siberia, the Caspian
Sea, offshore Brazil, and in Venezuelan
and Canadian muds. Governments all
over the world, not just in Russia,
Venezuela, and Ecuador but also in the
UK and the U.S., are raising taxes, so
the supply remains tight. Gaz guzzlers
in the U.S., and of course China and
India are driving the demand. The good
news is the U.S. is the Saudi Arabia of
coal. We’ve got it in abundance and it’s
cheap. So, anywhere near these prices,
there’s tremendous incentive from the
energy economics, but also almost from
a national security point of view, to pro-
duce more coal in this country.

Q: What kind of research do you do to
turn an investment idea into a portfolio
holding?

A: We have four professionals who
average 20+ years in the investment
business or real world. Like everybody
else we do a lot of research. I was a sell-side
securities analyst for 17 years, one of the
other portfolio managers, Farley Shiner,
was a telecom analyst on the sell side, and
before that the CFO of a public telecom
company, so perhaps we have some de-
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gree of expertise at reading Wall Street
research because we’ve written it. We
don’t conduct as many management in-
terviews as some others, but maybe that’s
because we don’t care as much as others
about whether the June quarter is going
to beat the estimate by a penny. That’s
unknowable, so why is so much effort
invested in trying to guess the last penny?

Q:What is the fund’s turnover?

A: Our historical turnover has been
pretty low, about 35-40%, and we be-
lieve that philosophical orientation gives
us an advantage over some competitors. 

Q: How would you describe your sell
discipline?

A: We do not have a formulaic sell-
discipline. We believe our shareholders
are paying us to make judgements, and
we want to retain the flexibility to buy
or sell at a moment in time. Because we
run a concentrated portfolio, roughly
half our sells are driven simply by our
need to come up with our least-favorite
idea, to fund a new purchase. Every
now and then we get lucky – Kinder
Morgan was our largest position when
management recently proposed taking
it private. We hated to see it go, but
thank you very much. 

Q: How do you build the positions in
your portfolio?

A: If consumer staples are 10% of
the S&P 500 index, we don’t have a rule
that says we ought to be between 9.5%
and 10.5%. We will attempt appropri-
ate diversification, but we will always
run a fairly concentrated portfolio. 

If you want to achieve above aver-
age results, you have to dare to be dif-
ferent. For example, our consumer sta-
ples position is 15% of the portfolio in-
stead of 10% of the S&P. Some portfo-
lio managers might not be comfortable
with that kind of overweight; we are.
The last thing the public needs is an-
other closet index fund.

Q: What is the average position in a
stock in the portfolio?

A: It tends to be 3.5% to 4%. At the
moment our biggest position is 4.2%.
As far as the smallest position, we’re get-
ting our feet wet in a new idea at this
moment and it’s in the 1.5% area.
We’ve got a couple of positions at 2%
and 2.5%, one of which we are building
and one, frankly, that’s in the “penalty
box.” But those are the exceptions. 

Q: What kind of risks do you monitor
and how do you control them?

A: We try to know the pressure
points. We’re over-weighted in financials
and real estate companies. We dare to be
different, but there’s a limit. We’re never
going to be 100% energy or 100% banks
and financials,and by the way even within
REITs we own industrial, retail, office, and
hotel properties to mitigate concentration.

We have tended to carry more cash
than the average mutual fund. We are
willing to hold 10% to 14% cash. Right
now cash is only 5% of assets but in the
past we’ve touched 15%. The good and
bad news is that returns on cash are
competitive. The sad fact is that cash
has beaten the S&P500 over the last 7
years. So while we fully realize that we’re
being paid to pick stocks, we are willing
to raise cash if we don’t feel good about
the market for whatever reason, or if we
have taken a profit in something, or
maybe taken a loss and don’t have that
new idea right now. That is a risk damp-
ening measure at the margin. 

We prefer to buy low and sell high.
We get hit by surprises just like every-
one else, so the risk management comes
from the purchase price of our compa-
nies, that proverbial margin of safety.
We try hard to buy in the lower third,
or at least the lower half of a company’s
historical valuation range, because we
believe strongly in reversion to the
mean. That way we have a chance to re-
ceive P/E expansion on top of any un-
derlying growth or up-front yield. 

The managers who are looking at
the more exciting companies that have
to figure out what they might earn in
2012 and beyond, and what the appro-
priate discount rate to value those earn-
ings in today’s dollars – whew, to me
that’s harder than what we do. We look
at price-to-book values and P/Es and
how are the companies doing now. Are
they performing in line, or better than
expectations, and is the valuation fair
relative to the underlying performance.
It’s a good formula and a good niche. ❚
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“In a low-return world, if we can
earn 3% or 4% in cash dividend

yield upfront in high-quality 
companies, that is a good start 

to making 8% a year 
and a reasonable amount 

to expect in the stock market.”

George Shipp

George Shipp has been the Chief In-
vestment Officer of Scott & Stringfel-
low's Choice Asset Management unit
since its formation in 1999, and has
led its growth to current assets under
management exceeding $1 billion. In
June 2003 he became lead portfolio
manager of the newly created BB&T
Special Opportunities Equity mutual
fund. His team launched the BB&T Eq-
uity Income Fund in June 2004. 

George graduated from the University
of Virginia (1979) with an undergradu-
ate degree in biology, and was awarded
an MBA (1982) from its Darden School
of Business. He is a Chartered Finan-
cial Analyst and member of the Rich-
mond Society of Financial Analysts.
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