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SLIDE 1

The Most Synchronized Global Recovery Since
President Eisenhower
Variability in GDP growth across countries is at its lowest in 50+ years

Bill Priest:
We are witnessing the most synchronized global
recovery since the Eisenhower administration.
This is occurring even though the growth rate
for the global economy isn’t all that high (3.9%
according to the IMF). In this chart, the lower
the standard deviation across the 45 countries
surveyed, the more consistent and widespread
global growth is.

Source: BAML
Note: Standard deviation in annual GDP growth across 45 major countries.

SLIDE 2

Global Growth Upswing
Global PMIs: Firmly in
expansionary territory
Improvement in OECD leading indicator
suggests strong earnings growth

Global manufacturing and service PMIs have
been rising for over a year. Both PMIs are above
50, firmly in expansionary territory. The
improvement in the OECD leading indicator
suggests strong earnings growth for the MSCI
World index during the coming quarters. In the
U.S., earnings growth is being turbo-charged by
the recovery and the recent tax changes.

Source: (left chart) JP Morgan
Source: (right chart) Bloomberg, Epoch Investment Partners
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SLIDE 3

Inflation Remains Low Across Both DM and EM Countries
A majority of OECD countries still
have inflation below the 2% threshold

Inflation remains below 2% in the G7
and continues to decline in EMs

Inflation remains low globally, partially due to
the impact of technology. OECD countries still
have very low rates of inflation. Inflation
remains below 2% in the G7 and has declined
markedly in emerging markets. However, the
number of countries with inflation under 1% has
declined from about 27 two years ago to fewer
than 10 now. As a result, deflation worries are
largely gone. While this is not great news for
bonds, it is good news for equities. The absence
of deflation explains why QE is morphing into
quantitative tightening.

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

SLIDE 4

Several Leading Indicators Point to Significantly Higher Inflation
The NY Fed’s underlying inflation gauge is particularly worrisome

Some leading indicators, such as the NY Fed’s
underlying inflation gauge, which tends to lead
core CPI by 18 months, are pointing to
somewhat higher inflation. On the other hand,
there is still downward pressure due to technology and digital pricing. Still, inflation has likely
bottomed, so the question is what will be the
pace of the increase? While the current level of
inflation is relatively benign for equity
investors, dramatically higher inflation could
result in multiple contraction.

Source: New York Fed, Bloomberg, Epoch Investment Partners

SLIDE 5

The Transition from QE to QT Will be Slow, Gradual and
Well Telegraphed
Gently rolling over

We know that we’re done with QE in the U.S.
and U.K., and tapering has already started in
Europe. Only the Bank of Japan is telegraphing
that QE is likely to be ongoing. Regardless, the
shift to QT raises an uncomfortable question: If
QE did such wonderful things for markets, what
is the impact of QT likely to be, even if it’s
well-telegraphed and implemented extremely
slowly? We released a white paper on this topic
last month, “The Winds of Change,” which
emphasizes the likelihood of lower stock
correlations and, more worrisome, higher
equity market volatility.

Source: Bloomberg, G4 Central Banks, Epoch Investment Partners
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SLIDE 6

In spite of the Transition from QE to QT, Financial Conditions
Still Remain Extremely Loose
The Fed’s financial stress indicators suggest markets are still awash
with liquidity

In spite of the transition from QE to QT,
financial conditions remain extremely loose.
Financial stress indicators from two Federal
Reserve districts suggest that markets remain
awash in liquidity. Additionally, the Bloomberg
Financial Conditions Index, which is something
we watched very closely back in 2007-2009,
also suggests that there’s currently nothing to
worry about with respect to market liquidity.

Source: Bloomberg, Epoch Investment Partners

SLIDE 7

With the Transition to QT, Expect Correlations to Remain
Low and Volatility to Rise
S&P 500 correlation at a 10-year low:
good news for active managers
Volatility is extremely low and
not just for equities (also for fixed
income, FX and oil)

S&P 500 inter-stock correlation has fallen, which
is good news for active managers. The opportunities for stock pickers improved a lot starting at the
end of 2016, a trend that continued through
2017, and appears likely to hold during 2018 as
well. By contrast, when correlations are high (i.e.
2012–2016), there is primarily a single factor
driving equity markets, creating a challenge for
stock pickers. Volatility, as measured by the VIX is
at a level that we consider unsustainably low. As
one goal of QE was to suppress market volatility
(to encourage investors to move out the risk
curve), should we expect QT to promote higher
volatility? Our expectation is that volatility will
increase moderately over coming years.

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

SLIDE 8

Selected Financial Crises: Not Rare at All
Since 1980, there has been a financial crisis somewhere, roughly every
three years
1982 - 1985

Latin American debt crisis

1989 - 1991

U.S. Savings & Loan crisis

1990 - 1992

Japan asset price bubble bursts

Early 1990s

Various Nordic financial crises

1994 - 1995

Mexican debt crisis

1997 -1998

Asian financial crisis

1998

Russian financial crisis

1999 - 2002

Argentine economic crisis

2000 - 2002

Bursting of dot-com bubble

2007 - 2009

Global financial crisis

2010 - 2014

European sovereign debt crisis
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The prospect of higher volatility is worrisome,
as financial crises in a global sense are really
not all that rare, occurring roughly every three
years. Where will the next crisis occur, and how
damaging will be its impact? It is impossible to
know for sure, although the historical experience suggests the next crisis is currently
building up somewhere.
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SLIDE 9

QE by the ECB has Driven Bund Yields to Extremely Low Levels
Difference between German CPI and 10-year bond yield

QE by the ECB has driven German bond yields
to extremely low levels and may have even
impacted U.S. yields as well, keeping them
artificially low. This is remarkable given the
country’s solid fundamentals and strong growth
outlook. The gap between German inflation and
the 10-year yield is normally negative, but is
currently around 1%. It is at a record high and
about two standard deviations above its
post-1992 mean. We do not believe this
divergence from historical trends is sustainable,
an argument that is quite bearish for German
bonds (and possibly bullish for the euro).

Source: Bloomberg, Epoch Investment Partners

SLIDE 10

Emerging Markets Should Perform Well if USD Remains Weak
MSCI EM relative to MSCI World vs. USD Index (set to 100 in 1997)

For a couple of fundamental reasons,
emerging markets equities have been highly
correlated with the (inverse of the) U.S. dollar.
If the greenback remains weak, and we think
there’s good reason to believe that will be the
case, this provides a good backdrop for the
MSCI EM index.

Source: Bloomberg, Epoch Investment Partners

SLIDE 11

Consensus: U.S. GDP Forecast for 2018 is Ticking Up…

David Pearl:

After moving sideways in 2017 and being revised down in 2016

This chart shows expectations for GDP growth for the
last three years (t+1 = January of the forecast year),
Investors started 2016 overly optimistic and
consequently, had to revise down their forecasts. The
consensus forecast for 2017 was fairly accurate
(~2.25% GDP growth). For 2018, however, investors
started off too conservative and, as a result, have
needed to ratchet up their expectations over the last
four months. Interestingly, consensus has been
overly optimistic for years (2013 – 2016). Now, we
are finally at the point where the economic outlook is
improving, and the consensus hasn’t yet fully caught
up with this key development.

Source: Bloomberg

EPOCH’S CAPITAL MARKETS OUTLOOK | January 18, 2018

4

Epoch Investment Partners, Inc.

SLIDE 12

Wage Growth to Increase Moderately in 2018
As a result of the tight labor market and declining unemployment rate

Wage growth has been gradually ticking up
since 2010, reflecting steady improvements in
the labor market. Unemployment has fallen
below 5% and is now approaching 4%. This has
encouraged more people to enter the labor
force, so the participation rate is also
improving. Still, 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
directional trend is clear: wage growth is
headed higher.

Source: Bloomberg, Epoch Investment Partners (Average of four series:
Atlanta Fed, NY Fed Median, AHE, ECI)

SLIDE 13

Dramatic Improvement in Retail Sales
Reflecting solid employment and wage gains

As employment expands and people feel they
will benefit from rising wages, they tend to
increase their spending. Retail sales growth has
recovered and is even running ahead of
improvements in income. The recent tax cuts
will help, as it benefits all income levels,
including lower-income people who typically
exhibit a very high propensity to spend.

Source: Bloomberg
Note: Core retail sales excludes automobile sales.

SLIDE 14

Small Business Hiring is Trending Higher
Wages will follow, but how aggressively?

The perspective of small businesses is crucial as
they, not large corporations, constitute the
greatest job creation engine in the U.S
economy. As a result, we place great weight on
the recent surveys of small businesses that
show that their confidence has gone way up. A
consequence of strong small business
sentiment recovery is that their hiring plans
have jumped to near record levels, which
suggests that wages and compensation should
also improve.

Source: Bloomberg, NFIB (small business diffusion index, set to 100 in 1995)
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SLIDE 15

Capex Has Rebounded Strongly
Although still a “capital-light” world, the global cyclical recovery has
reignited “animal spirits”

Even in a capital-light world, capital expenditure is recovering, echoing the cyclical
improvement in corporate sales and profits.
Much of this spending will be on technology,
but we should also see improvements in
spending on machinery and other capital goods.
Overall this is a very positive signal for the
domestic economic recovery, as well as for
future productivity gains.

Source: Bloomberg, Epoch Investment Partners
Note: Capital goods orders exclude aircraft and defense, while durable
goods orders are ex-transportation.

SLIDE 16

Core Goods Inflation to Remain in Negative Territory
However, services inflation could rise moderately as wage growth increases

One major difference between this recovery
and previous cycles is that inflation has
remained benign. In addition to the impact of
technology, disaggregating the CPI shows the
real drag on inflation is coming from consumer
goods, with core goods inflation around -1%.
Consumer services inflation is roughly 2.5%,
although it hasn’t really increased over the last
five years and is much lower than it was in
previous cycles. This leaves overall core CPI
moderately below the Fed’s 2% target. However,
given the extremely tight labor market, it is
likely to increase moderately in coming
quarters, which is beginning to place some
upward pressure on interest rates.
Source: Bloomberg, Epoch Investment Partners

SLIDE 17

U.S. Exports and Industrial Production Have Risen Significantly
Reflecting the weak USD (-8% yoy) and strong global cycle

U.S. exports have improved markedly, as has
industrial production. Part of this strength is
due to the weak U.S. dollar, though given
improvements in the U.S. economy and the
pick-up in 10-year Treasury yields, one might
have expected a stronger greenback. However,
other economies have also improved, in many
cases even faster than the U.S., sending their
currencies relatively higher. Regardless, the
weaker currency constitutes yet another
stimulus to the domestic economy.

Source: Bloomberg, Epoch Investment Partners
Note: Improving export categories include industrial machines, aircraft
engines, autos & parts, crude oil, fuel oil, and natural gas.
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SLIDE 18

Dividend and Buyback Yield: Still Much Better than Bonds
Combined is 1.5 ppts above the U.S. 10 year yield

Investors should account for equity yields when
making allocation decisions. The combined
yield from dividends and buybacks is over 4%,
much higher than that on 10-year bonds. This is
an especially favourable backdrop for equities,
particularly given that the economy is
improving, but inflation remains benign and the
Fed is in no big rush to tighten policy.

Source: Bloomberg, Epoch Investment Partners

SLIDE 19

The Tax Cut and Jobs Act Will Give a Big Boost to 2018 Earnings
Impact of TCJA on S&P 500 EPS

Impact of TCJA on S&P 500 Sectors

Tax reform is expected to increase S&P 500 EPS
for 2018 by $16. The impact of tax reform is
clearly not going to be evenly distributed across
firms. It will depend on things like the proportion of business conducted in the U.S. vs.
overseas and how high the company’s old
effective tax rate was, compared to its new tax
rate. By sector, telecoms and financials should
benefit the most, while real estate and utilities
are only marginally affected. The differences
across companies should create opportunities
for good stock-pickers.
Source (left chart): CBO, Wolfe Research, UBS, Macquarie
* Increase largely due to GDP growth expectations (2.4% U.S. and 4.0%
global). Also includes $3.30 due to buybacks.
Source (right chart): Wolfe Research

SLIDE 20

Tax Cuts and Jobs Act Should Boost Consumption for All
Income Categories
The TCJA should boost consumer spending by 0.6% of GDP in 2018

The effect of tax reform on individuals has
received less attention. Wealthy individuals will
benefit, but what is not yet fully understood is
that the tax cut for the bottom half of the
income distribution is actually quite significant.
Further, the propensity to consume for lowerincome workers is extremely high (estimated at
100% for the bottom two income quintiles).

Source: Tax Policy Center, Macquarie Research
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SLIDE 21

Distributional Effects of the TCJA, 2019
Taxes cut help all income categories

Consumer spending represents roughly 70% of
U.S. GDP, which makes these tax cuts especially
important. For example, if you’re a family
making between $20,000 and $50,000, your
federal taxes are likely to decline by 10% or
more. And you’re going to see that in your
paycheck soon. Plus, the increases to the
standard and child deductions are particularly
impactful at the lower income levels. So this
aspect of the TCJA is a significant stimulus to
the economy and especially to the lower
income quintiles. We don’t think the stock
market has fully appreciated and discounted
this positive effect.
Source: Wolfe Research

SLIDE 22

“What Happened in 2007?”
Chapter 2: Thank You For Being Late by Thomas L. Friedman

Bill Priest:
We have written a number of white papers on
our “Tech is the New Macro” theme, with
another coming out shortly. Among other
things, this helped us understand why the
impact of tech has been felt so strongly during
recent years. On that point, we look at 2007
and all of the events that happened that year. It
was a year of dramatic and disruptive change
that, to a large extent, reflected the exponential effect of Moore’s Law. It was a type of
Cambrian explosion in the number of digital
products and services.

SLIDE 23

Progress Does Not Run Out; It Accumulates
•
•
•
•

 igitization makes massive bodies of data relevant to almost any situation.
D
Information can be infinitely reproduced and reused (non-exclusivity, unlike a slice
of cake)
A s a result of these two forces, the number of potentially valuable building blocks is
exploding around the world and the possibilities are multiplying as never before
These building blocks can never be eaten or used up; they increase the
opportunities for future re-combinations
For data, you can have your cake and eat it, too
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There’s an old saying, “You can’t have your
cake and eat it, too.” This is an inherent
feature of the world of “atoms.” However, that
is not true in the world of “bits;” that is, in the
digital world. Moreover, if a particular good or
service has been digitized, then it can be
reproduced perfectly, freely and instantaneously. This implies unprecedented
scalability, and these traits are having a
profound impact on business models.
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SLIDE 24

How Does the "New Macro" Manifest Itself in Corporate Finance?
Return on Equity Components

As the business models of firms increasingly
emphasize bits rather than atoms, their cost
curves change dramatically. Profit margins
should increase (as firms substitute technology
for labor), as should asset utilization (with
companies substituting technology for assets).
Further, leverage should decrease (as firms need
less equity). If a company does not need the
same level of fixed assets relative to revenues
going forward, it can reduce the equity base
required to run the business. It can pull equity
out of the business by increasing cash dividends
or pursuing share buybacks. This is positive for
shareholder yield and suggests that the dividend
growth rate is going to be higher than it has
been in the past.

SLIDE 25

How Does the "New Macro" Manifest Itself in Corporate Finance?
Return on Equity Components

By increasing both profit margins and asset
utilization, technology results in a higher
return on assets. Higher ROA means you don’t
need the same level of assets, which leads to
higher payouts and ROE. Moreover, since
dividends currently constitute only 44% of free
cash flow, there is room for this ratio to
increase significantly.

Source: Bloomberg, Epoch Investment Partners

SLIDE 26

How Does the "New Macro" Manifest Itself in Corporate Finance?
Return on Equity Components

Tech also has an important deflationary impact.
A recent academic paper argued that online or
digital inflation is 100 to 200 basis points lower
than the officially reported CPI measure. For
some sectors, (i.e. household goods) digital
price index inflation is much lower than the CPI
measure. The DPI vs CPI gap also has implications for interest rates and the slope of the yield
curve. We think we’re going to see interest rates
rise moderately, but the short end will likely
increase by more than the long end. So the
interest rate curve itself will shift upward, but
the slope may actually decline a bit further.
Among other things, this has implications for
net interest margins in the financial industry.
Source (both charts): "Internet Rising, Prices Falling," A. Goolsbee
(U Chicago) and P. Klenow (Stanford), 2018
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SLIDE 27

How Does the "New Macro" Manifest Itself in Corporate Finance?
Return on Equity Components

While tax reform was the key policy issue of
2017, risks regarding trade may well prove to
be the main policy issue in 2018. It’s possible
that President Trump will soon withdraw from
NAFTA, but the signs on that are mixed. This
would hurt the autos, agriculture, food and
beverage industries. Further, President Trump
could also target China, especially given the
significant disputes regarding intellectual
property, which is something that equity
markets will definitely take note of.

SLIDE 28

Summary
1. Synchronized global growth: On some metrics the global recovery

is the most impressive since the Eisenhower era. Corporate
fundamentals appear solid, and earnings growth has picked up.
Additionally, corporate governance in Japan continues to improve,
albeit glacially so.
2. 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.
3. 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.
4. 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
10% 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.

5. 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
slightly higher bond yields.
6. 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 rise. 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.
7. Investment 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

10

