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Each quarter, Epoch Investment Partners’ co-CIOs and investment professionals discuss the themes affecting
global capital markets. This document contains the summarized transcript of the presentation. A full replay of the
webinar is available on our website, www.eipny.com.
SLIDE 1

U.S.: Strengths, Weaknesses, Opportunities and Threats
STRENGTHS

•
•
•
•
•

 ulture: Commitment to innovation, free-market capitalism,
C
allowing consumers to determine winners & losers.
Tech: The U.S. is easily the world leader (except-FinTech).
Economic cycle: Turbo-charged by triple-whammy of: synchronized
global recovery; fiscal stimulus (TCJA); and loose financial conditions
(including negative real policy rates).
Earnings growth & buybacks: 19% this year (7 ppts reflecting TCJA),
with buybacks to hit a historical high of $800bn.
Deregulation: A key focus of this administration (e.g., banking,
energy), often under-the-radar.

OPPORTUNITIES

•

 ew Tech: The pace of innovation is accelerating; the U.S. should
N
lead the march in most areas (vs China’s 2025 ambitions), with a
very positive impact on profitability.

WEAKNESSES

•
•

F iscal deficit and other imbalances: 2019’s budget deficit is likely to be
its largest ever (as % of GDP), outside of recessions and wartime. Trade
balance also approaching historical worse level, as is the personal
savings rate.
Valuations: Above historical averages.

THREATS

•
•
•

T rump and Trade: Key issues are market access, IP and China’s statedriven economic model. China to retaliate against tariffs.
China as a strategic competitor: China is attempting to challenge the
U.S.’s lead in a host of sectors, including AI, autonomous vehicles,
electric vehicles, renewable energy, and gene regulation. Already
leagues ahead in FinTech.
Fiscal imbalances: Federal, state and local entitlement reform, the
third rail of U.S. politics.
Source: Epoch Investment Partners

SLIDE 2

Consensus U.S. GDP Forecast for 2018: Well Above Trend

David Pearl:

Consensus GDP forecast for 2018 has been revised up since 4Q2017

From 2010 through 2016, investors started off
overly optimistic and had to revise down their
forecasts as the year progressed. For 2018,
however, investors started off too conservatively and have needed to ratchet up their
expectations. Following the TCJA, it is possible
that GDP growth could print over 3% for a
quarter or two at some point during 2018 or
early 2019.

Note: t + 1 = January of forecast year.
Source: Bloomberg, Epoch Investment Partners
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SLIDE 3

Employment is Now in its 8th Year of Solid Growth
Very tight labor market:
On pretty much any measure
Tight shadow labor:
Suggests higher wage growth

People who had given up on trying to find a job
are starting to come back into the workforce.
As workers become scarcer, it seems natural
to expect wages to accelerate, at least
moderately. There are lags, and the slope is less
steep than in previous cycles, but the trend is
clear, wage growth seems headed higher.

Source (both charts): Bloomberg, Epoch Investment Partners
Note: U6 includes U3 + those only marginally attached to labor force
(not looking, but would if labor market improved) + those working parttime for economic reasons. The “Wage indicator average” is the mean of
four series: Atlanta Fed, NY Fed Median, AHE, ECI.

SLIDE 4

Small Businesses Have Become Much More Optimistic Since
Late-2016
Small businesses are hiring. Comp to increase.

The perspective of small businesses is
crucial, as they constitute the primary job
creation engine for the U.S economy. We
place great weight on the recent surveys of
small businesses. Hiring plans have jumped to
near record levels, which suggest that wages
and compensation should also improve.

Source: Bloomberg, NFIB, Epoch Investment Partners

SLIDE 5

Reflation: Starting to Show up in the Data
As the labor market tightens and output gap closes, inflation is beginning
to tick up

One major difference between this recovery
and previous cycles is that inflation has
remained benign. To a large extent this reflects
our “Tech is the new macro” theme. Technology is deflationary, decreasing the cost of
production and increasing price transparency. Given the closed output gap and tight
labor market, inflation is likely to increase
moderately, which is beginning to place upward
pressure on interest rates.

Source: Bloomberg, Epoch Investment Partners
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SLIDE 6

Consumption Running Well Ahead of Employment Income
Real consumption growth: Solid at 2.7%
Personal savings rate:
Approaching all-time low

As often occurs late-cycle in the U.S.,
consumers are taking on additional debt.
For now, the economy can support these
higher debt levels as long as employment
growth remains strong and interest rates stay
relatively low.

Source (left chart): Bloomberg, Epoch Investment Partners
Source (right chart): Bloomberg

SLIDE 7

Credit Creation Drives the Economic Cycle
Consumer credit: Growing around 5%
C&I lending:
Should rebound with capex

From a supply perspective, banks are keeping a
close eye on credit quality, which has been
helped by solid employment growth. This
suggests the economy can support consumer
credit growth at these levels for a while longer.
Turning from the consumer to corporates,
commercial and industrial lending is
beginning to rebound, reflecting the cyclical
upturn in capital expenditures.

Source: (left chart) Bloomberg, Federal Reserve, Epoch Investment Partners
Source (right chart): Bloomberg, Epoch Investment Partners

SLIDE 8

Two Areas of Consumer Lending Already Appear Worrisome
Auto loans:
Record high, delinquencies rising
Student loan delinquencies: Elevated

The U.S. is late in the auto cycle. The increase in
subprime lending pulled automobile sales
forward, but this is one area where banks are
shrinking their loan books and reducing their
subprime exposure. Student loans are an even
bigger concern. This has become not just a
financial but also a societal issue, as many
young people entering the labor force are
already burdened with six-figure loans.

Source: (left chart) Bloomberg, FRBNY
Source (right chart): Bloomberg, FRBNY
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SLIDE 9

Production Side of the Economy Appears Robust
Manufacturing output improving
Capex-related orders: Strong

Even in a capital-light world it is reasonable
to expect a cyclical pickup in capital expenditure. Much of this spending will be on
technology, but we should also see improvements in spending on machinery and other
capital goods. This is a positive signal for both
the ongoing economic recovery, as well as for
future productivity gains.

Source (both charts): Bloomberg, Epoch Investment Partners

SLIDE 10
Exports and IP: Improving with Global Cyclical Recovery, Wind-Assisted by
USD Weakness

We are in the midst of a synchronized global
recovery and, reflecting this, U.S. exports and
industrial production have improved markedly.
Part of this strength is due to the weak U.S.
dollar, a development that has surprised
many businesses and investors.

Source: Bloomberg, Epoch Investment Partners

SLIDE 11

Many Valuation Metrics are Close to Historic Averages
S&P 500 FCF yield:Close to
historical median
Tech is not expensive (vs. S&P
500) relative to history

With respect to valuations, many commentators
base their analysis on the price-to-earnings
ratio, and conclude the market is modestly
expensive. At Epoch, we look at cash flow
generation, which we believe is a more meaningful measure of profitability. Based on free
cash flow yield, the market appears reasonably
priced. The technology sector has performed
well recently, but still doesn’t look
expensive because it has produced above
average profit growth.

Source (both charts): Bloomberg, Epoch Investment Partners
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SLIDE 12

Tech is the New Macro: Capital-Light World

Bill Priest:

Return on Equity Components

“Tech is the New Macro” is a theme we’ve
written about extensively. It isn’t so much tech
stocks that we address, but it’s mainly about
how business models in almost all sectors
are being affected by tech. If a company does
not need the same level of fixed assets relative
to revenues going forward, then it can reduce
the equity base required to run the business. As
a consequence, we think U.S. payout ratios are
going to rise.

Technology will improve all three components

Source: Epoch Investment Partners

SLIDE 13

In a Capital-Light World, Companies are Returning a Higher
Proportion of Cash to Shareholders
S&P 500 companies’ use of cash

A progressively higher proportion of cash is
being returned to shareholders. Dividends
and buybacks represented only 26% of cash
usage in 2000, but this has climbed to an
expected 46% for 2018. Only 27% of 2018’s
cash flow is expected to be used for capital
expenditure (down from 46% in 2001). Further,
the recent U.S. tax cut is going to increase
corporate earnings, with the biggest beneficiary
likely to be buybacks.

Source: Goldman Sachs

SLIDE 14

2018 Likely to be a Record Year for Buybacks in the U.S.
Dividend yield: 80bp less than
the 10Y bond yield
Dividend + buyback yield:
1.3 ppts above 10Y yield

We expect buybacks to increase to around $800
billion in 2018. The combined dividend and
buyback yield is running about 1.3 percentage
points above the 10-year Treasury yield. This
substantial yield premium makes equities
appear attractive relative to a long bond
with a fixed coupon. This is particularly true
given the likelihood of somewhat higher
inflation, which makes the overall outlook for
bonds rather poor.

Source (left chart): Bloomberg, Epoch Investment Partners
Source (right chart): Bloomberg, Standard and Poor’s, Epoch Investment
Partners
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SLIDE 15

A Strategy to Capture “Shareholder Yield”
Invest in companies that grow and pay

With the accelerated substitution of tech for
labor and physical assets, the outlook for
cash flow growth is higher. This produces a
current aspirational return that is higher than
we estimated in 2006. We can’t define that
return precisely, but it is certainly more
compelling than the current 10-year yield. This
is particularly true for individuals that require
income security, especially as we believe the
outlook for dividends is extremely positive.
1 The return targets included in this presentation 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.

SLIDE 16

Search for Yield: As a Consequence of QE, Very Difficult to
Reconcile HY Spreads with Market Fundamentals
U.S. HY spread vs VIX:
Same trade (until recently)
Tough to reconcile this divergence
(current HY spread is just over 3%)

Corporate debt issuance has soared since 2011,
while the high-yield spread has remained
range-bound. We find this difficult to understand and believe it presages significant risk in
the high yield market. Further, high yield
strikes us as a distinctly inferior source of
reliable income compared to the diversified
“shareholder yield” strategy we discussed on
slide 15.

Source (both charts): Bloomberg, Epoch Investment Partners

SLIDE 17

Global Growth Cresting Not Collapsing
Global PMIs: In expansionary
territory, but have peaked
G7 and EM GDP:
Both solid and increasing

We believe global growth is cresting, but from a
comfortably high level. Global PMIs have
started to rollover a little bit, but they’re still
firmly in expansionary territory. As long as
PMIs are north of 50, we can have some
confidence the global economic expansion is
still underway.

Source (left chart): JP Morgan, Bloomberg
Source (right chart): Bloomberg, Epoch Investment Partners
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SLIDE 18

Constructive Outlook for EM Equities
Emerging Markets typically perform
well if the global PMI is in
expansion territory
Emerging Markets should perform
well if USD remains weak
(87% correlation)

Emerging market equities typically perform well
when you have a rising global PMI. Further,
emerging markets equities also benefit from
a weaker U.S. dollar (primarily because it
implies greater USD liquidity). So we’re relatively positive on the emerging market world.

Source (both charts): Bloomberg, Epoch Investment Partners

SLIDE 19

The ECB is Likely to Cease QE at the End of 2018
ECB: Soon to transition
from QE to QT
ECB: We expect the Asset Purchase
Plan to continue until December

G4 central banks have been buying enormous
quantities of bonds for years, driving fixed
income yields lower and suppressing market
volatility. In future years, central banks will
be net sellers of bonds, a problem that will
be compounded by the U.S.’s substantial
fiscal deficit. Additionally, the European
Central Bank has bought a larger value of
bonds than the Federal Reserve, and in some
cases has fundamentally distorted the price
discovery process.

Source (both charts): ECB, JP Morgan, Bloomberg

SLIDE 20

Eurozone Reform: Stalled
Macron's ambitions for Europe: Not supported by Germany

•
•
•

T he opposition to EZ reform from inside Ms Merkel’s party, the CDU, is as strong as ever.
The CDU does not want an enlarged European Stability Mechanism, nor a single EZ
budget.
And they do not want a European deposit insurance scheme until Italian banks have
managed to get rid of most of the bad loans on their balance sheet.

Italy’s political crisis deepened after the failure of a second round of
talks to form a government

•
•
•
•

L eaves Italy in limbo six weeks after populist
parties scored big gains in a watershed election.
March 4th vote produced two winners: the
anti-establishment Five Star Movement and the
far-right Northern League.
Since neither is able to form a government
single-handedly, they are negotiating an
alliance, but have clashed on various fronts.
A side: In Germany, after last Sept's election, it
took 6 months to form a coalition government.

President Macron’s ambitions for Europe are
being thwarted by a lack of support. Additionally, France needs to reform its own economy,
where 51% of GDP goes toward government
spending. Despite this unsustainable situation,
Macron is facing significant domestic opposition to change. Combined with Italy’s
deepening political crisis, we are skeptical
that 2018 will witness any progress
regarding the eurozone’s much needed
reform agenda.

Source: JP Morgan, Banca d’Italia
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SLIDE 21

There is Much to Like About the Topix
Topix: Overall, almost no net debt
Profit growth expected to drive
Topix higher in 2018

Looking at the Topix, there are some features
that we consider to be very good. The problem
though is that there is little velocity of the
cash on the aggregate balance sheet, so it
just sits there, rather than being used to
increase dividend payouts or share buybacks.

Source (both charts): Bloomberg, Epoch Investment Partners

SLIDE 22

However, Progress on Corporate Governance in Japan has Stalled
Buybacks (JPY bn) disappointed in 2017

In Japan, buybacks disappointed in 2017 and it
is very difficult to understand the reason for this
given their huge cash balances. To the extent
that Japanese companies shifted their
thinking in terms of shareholder yield and
capital allocation decisions, this transition
has been much slower than many had hoped.

Years of poor corporate governance and disappointing investment policies

•
•
•
•

S ince the 1990s there has been a perennial hope that Japanese companies will become more
like their U.S. counterparts.
With sensible shareholder yield and capital allocation policies.
This would send the Topix markedly higher.
Unfortunately, 2017 was a disappointing year for buybacks and corporate governance
improvements.

Source: CLSA, Goldman Sachs, Epoch nvestment Partners

SLIDE 23

Tax Reform was the Issue of 2017; Trade Will be the Issue of 2018

Kevin Hebner:

Unbalanced: Solely due to comparative advantage? The trade gap has increased Trade tensions between the U.S. and China are
six-fold since China entered the WTO in 2001.

likely to stay in the headlines. President Trump
sincerely believes that America’s trade
deficit with China has arisen to a large
extent because of unfair trade practices. This
argument is not without merit. The President
has put together a strong trade team, led by his
extremely experienced and capable U.S. Trade
Representative, Robert Lighthizer.

Source: Bloomberg
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SLIDE 24

Key Issues are Asymmetric Market Access, Alleged IP Theft,
Forced Technology Transfer and, Especially, “Made in China 2025”
U.S. imports from China in 2017 subject
to Trump's proposed Section 301 ($ bn)

U.S. exports to China in 2017 subject
to China's proposed tariff retaliation
($ bn)

Section 301 provides impressively broad,
swift and agile powers to the White House,
marking a sharp contrast with the WTO’s
slow, narrow and bureaucratic process.
Further, the WTO typically requires evidence of
violations, but many of the alleged actions
undertaken by China do not leave behind a
paper trail. The state-directed system of
implicit and explicit subsidies is, by design,
inherently opaque.

Q: Will imposing new tariffs on steel and
aluminum improve Americans' welfare?

Source (top charts): Peterson Institute for International Economics
Source (bottom chart): University of Chicago, survey of
expert economists

SLIDE 25

President Xi has Indicated that “Made in China 2025” is NonNegotiable: Expect Trade Rhetoric to Remain in the Headlines
Increased state involvement in the Chinese economy, a web of opaque
subsidies

Prior to the midterm elections, China is likely to
make modest concessions on market access
and implement laws to improve IP protection.
While this will undoubtedly please the Trump
Administration, it will not be enough. We
expect trade tensions to remain a market
theme, and a source of volatility, for years to
come. However, an outright trade war, one
that could cause a recession, strikes us as an
unlikely scenario.

Source: China People’s Daily

SLIDE 26

Fiscal Imbalances: A Looming Issue for the U.S. and the Globe
Federal government budget
deficit to deteriorate

Federal government debt is soaring

We will be writing more on
this topic this quarter.

Bill Priest:
According to projections from the CBO, the U.S.
fiscal deficit will exceed $1 trillion in 2020,
rising to $1.5 trillion by 2028. At the same time
the Fed is transitioning from QE to QT, which
means they will become net sellers of Treasuries. Further, Federal debt is rising inexorably
toward 100% of GDP, a ratio that has only been
exceeded once before (briefly at the end of
WWII). The deluge of Treasury financings
over the next couple of years has important
implications for interest rates. The good
news for the U.S. is that the greenback is the
global reserve currency, which provides us with
(continued)
Source (both charts): CBO
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SLIDE 27

Summary

(continued from slide 26)

1. Synchronized global growth: On some metrics the global recovery is the most

an “exorbitant privilege.” That is, we can rely on
other countries to buy a large proportion of our
bonds. So while such deficit and debt levels
might be near catastrophes for many countries,
it should prove manageable for the U.S.
However, this process will likely be particularly
difficult for bond markets, which we believe will
not fare well.

impressive since the Eisenhower era. Corporate fundamentals appear solid, and
earnings growth has picked up, turbocharged in the U.S. by the TCJA.
2. Robust U.S. outlook: The labor market is tight, domestic demand is solid and
the production side of the economy has picked up markedly. This provides a
robust backdrop for earnings growth in the coming quarters. Further, the Tax
Cuts and Jobs Act (TCJA) is likely to provide a short-term boost to growth (and
add roughly 7% to EPS). The key risk is Fed tightening and its implications for
equity multiples, the yield curve, the stretched high-yield market and excessive
household debt.
3. Wage and price inflation: Increasing, but by less than in a typical cycle, likely
due to technology. Still, given the strength and breadth of the global cyclical
recovery, we expect moderate reflation and correspondingly higher bond yields.
4. The Winds of Change: Higher interest rates and waning liquidity are the most
significant global macro risks, especially given that many assets are trading
toward the high end of their historical ranges (particularly for German bunds
and global high-yield). Additionally, as QE is withdrawn we expect equity market
volatility to remain high. This is worrisome given several market developments
since 2008 have made liquidity disruptions more likely. These include the shift
from active to passive managers and the increased AUM of systematic strategies
that sell on auto pilot.
5. Equity multiples unlikely to increase further: Multiples expanded on QE,
but we are now transitioning into QT (quantitative tightening). Consequently,
equity return drivers are likely to shift from broad multiple expansion to
earnings growth.
6. Tech is the new macro: Technology is positive for all three return on equity
(ROE) components — profit margins, asset utilization, and leverage. Among
other things, this implies corporate margins can remain high for a prolonged
period and don’t necessarily need to revert. Also suggests companies returning a
higher proportion of cash to shareholders.
7. Trade war rhetoric: Key issues include asymmetric market access, alleged IP
theft, forced IP transfers and China’s industrial policy. China should lower some
tariffs, but more important is strengthening IP rights protection. Further, a
seemingly insurmountable problem is that China is unable to accede to a key
U.S. demand—that it stop subsidizing the 10 high-tech industries targeted in the
“Made in China 2025” program. Trade rhetoric is likely to be in the headlines for
years to come.
8. I nvestment approach: As a result of the above points, it is ever more
important to favor companies with a demonstrated ability to produce free cash
flow and allocate that cash flow wisely between return of capital options and
reinvestment/ acquisition opportunities.

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.

A replay of our quarterly webinar is available on our website
www.eipny.com
@epochinvest
https://www.linkedin.com/company/epochinvest
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