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The Most Synchronized Global Recovery Since President Eisenhower

Variability in GDP growth across countries is at its lowest in 50+ years

Source: BAML
Note: Standard deviation in annual GDP growth across 45 major countries.
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Solid Global Cycle is a Major Positive for Earnings Growth

Global PMIs: Firmly in expansionary territory
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Improvement in OECD leading indicator
suggests strong earnings growth
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Inflation Remains Low Across Both DM and EM Countries

A majority of OECD countries still have
inflation below the 2% threshold
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Inflation remains below 2% in the G7 and
continues to decline in EMs

Q Vb & O W
NN N NN

——G7 CPI (yoy, %) ——EM CPI (yoy, %)

Source: Bloomberg




Several Leading Indicators Point to Significantly Higher Inflation

The NY Fed's underlying inflation gauge is particularly worrisome
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The Transition from QE to QT Will be Slow, Gradual
and Well Telegraphed

Gently rolling over
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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
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Source: Bloomberg, Epoch Investment Partners.
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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
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Volatility is extremely low and not just for
equities (also for fixed income, FX and oil)
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Selected Financial Crises: Not Rare at All

Since 1980, there has been a financial crisis somewhere, roughly every three years

1982 - 1985
1989 - 1991
1990 - 1992
Early 1990s
1994 - 1995
1997 -1998
1998

1999 - 2002
2000 - 2002
2007 - 2009
2010 - 2014

Latin American debt crisis

U.S. Savings & Loan crisis
Japan asset price bubble bursts
Various Nordic financial crises
Mexican debt crisis

Asian financial crisis

Russian financial crisis
Argentine economic crisis
Bursting of dot-com bubble
Global financial crisis
European sovereign debt crisis




QE by the ECB has Driven Bund Yields to Extremely Low Levels

Difference between German CPIl and 10-year bond yield
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Source: Bloomberg, Epoch Investment Partners
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Emerging Markets Should Perform Well if USD Remains Weak

MSCI EM relative to MSCI World vs. USD Index (set to 100 in 1997)
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Consensus: U.S. GDP Forecast for 2018 is Ticking Up...

After moving sideways in 2017 and being revised down in 2016
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Wage Growth to Increase Moderately in 2018

As aresult of the tight labor market and declining unemployment rate

Wage indicator average (%) ====Unemployment rate (%, rhs, inverse)

Source: Bloomberg, Epoch Investment Partners (Average of four series: Atlanta Fed, NY Fed Median, AHE, ECI)
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Dramatic Improvement in Retail Sales

Reflecting solid employment and wage gains
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Small Business Hiring is Trending Higher

Wages will follow, but how aggressively?
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Capex Has Rebounded Strongly

Although still a "capital-light" world, the global cyclical recovery has reignited "animal spirits"
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Source: Bloomberg, Epoch Investment Partners
Note: Capital goods orders exclude aircraft and defense, while durable goods orders are ex-transportation.
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Core Goods Inflation to Remain in Negative Territory

However, services inflation could rise moderately as wage growth increases
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U.S. Exports and Industrial Production Have Risen Significantly

Reflecting the weak USD (-8% yoy) and strong global cycle
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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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Dividend and Buyback Yield: Still Much Better than Bonds

Combined is 1.5 ppts above the U.S. 10 year yield
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Source: Bloomberg, Epoch Investment Partners
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The Tax Cut and Jobs Act Will Give a Big Boost to 2018 Earnings

Impact of TCJA on S&P 500 EPS

2017E $132.50
Pre-TCJA 2018E* $141.00
Impact of TCJA
Economic impact 200 Impact of TCJA on S&P 500 Sectors
Corporate tax rate cut to 21% 13.20 o5
Interest deduction limit -0.20
Sector specific taxes -0.90 20 -
International taxes -2.50
Repatriation 2.30 15 -
Other 2.10
New 2018E with TCJA $157.00 10 -

Source: 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.
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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

Average federal = Number of tax Total incremental Marginal propensity Increase to consumer

tax reduction filers (millions) ' dollars (billions) | to consumer (est) spending (billions)

Income Category A B C=A*B D E=C*D

Lowest quintile $60 28 $1.7 100% $2
Second quintile $380 28 $10.6 100% $11
Middle quintile $930 28 $26.0 75% $20
Fourth quintile $1,810 28 $50.7 50% $25
80 to 90th percentile $2,970 14 $41.6 50% $21
90 to 95th percentile $4,550 7 $31.9 40% $13
95 to 99th percentile $13,480 5.6 $75.5 30% $23
99 to 99.9th percentile $51,140 1.4 $71.6 25% $18
Top 0.1% $193,380 0.14 $27.1 20% $5
Total 140 $337.0 $137

Source: Tax Policy Center, Macquarie Research
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Distributional Effects of the TCJA, 2019

Taxes cut help all income categories

Change in Federal Taxes Average Tax Rate

Income Category Millions Percent Old New
Less than $10,000 $396 -5.6% 9.1% 8.6%
$10,000 to $20,000 $1,792 -5.0% -0.7% -1.2%
$20,000 to $30,000 $2,982 -13.5% 3.9% 3.4%
$30,000 to $40,000 $5,416 -11.5% 7.9% 7.0%
$40,000 to $50,000 $6,728 -10.0% 10.9% 9.9%
$50,000 to $75,000 $23,046 -8.7% 14.8% 13.5%
$75,000 to $100,000 $22,437 -8.0% 17.0% 15.6%
$100,000 to $200,000 $70,372 -7.5% 20.9% 19.4%
$200,000 to $500,000 $65,485 -9.0% 26.4% 23.9%
$500,000 to $1,000,000 $23,947 -9.4% 30.9% 27.8%
Over $1,000,000 $36,853 -5.9% 32.5% 30.2%
Total, All Taxpayers $259,454 -8.0% 20.7% 19.0%

Source: Wolfe Research
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"What Happened in 20077?"
Chapter 2: Thank You For Being Late by Thomas L. Friedman
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Progress Does Not Run Out; It Accumulates

Digitization makes massive bodies of data relevant to almost any situation. Information
can be infinitely reproduced and reused (non-exclusivity, unlike a slice of cake)

* As 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

Hard Goods (Atoms) Digitization (Bits)
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How Does the "New Macro" Manifest Itself in Corporate Finance?

Return on Equity Components

nOE

nOE

~ Payout ratios to rise
~ DI € Q with less need for equity
‘EA

to support decreasing

. th ' t
EQU/lj/ asset base requiremen

Technology will improve all three components
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Tech Means an Improved RoA, Implying Higher Payouts and RoE

Dividends are sustainable at 44% of FCF

100 - - 100
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——S&P 500 dividend payments (% FCF)

Source: Bloomberg, Epoch Investment Partners
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Online Inflation is 100 to 200 bps Lower than CPI Inflation

 E-commerce is soaring as a share of retail activity in the U.S.

e Online inflation from 2014-2017 period averaged about 100 bps lower than inflation in the CPI
for the same categories.

* The increased variety of products sold online implies an additional 100 bps of lower inflation
than in the CPI indices.

» Suggests actual inflation is significantly lower than that indicated by the CPI.
Yet another reason for the Fed to take its time?

2014 - 2017 Annual Inflation, DPI vs CPI Headline CPI vs DPI (Digital Price Index)
DP CPI
Headline inflation 101 1
Food & beverages -0.8 0.4 99 A
Household goods & recreation goods -5.3 -1.8
Apparel 0.0 1.1 97 -
ICT -1.6 -4.5
Medicine & supplies 1.3 -0.2 95 A
Transportation -1.7 -0.6
Recreation goods -7.2 2.9 93 1
Other 0.4 1.9 o1 . . . . . . . .
N N e 2 N e e 0 X
50« 30‘\' \;04' V.QV Q,eQ' Qéd 50V oed \s@' OC}'

——CPI (index) ——DPI (index)

Source: "Internet Rising, Prices Falling," A. Goolsbee (U Chicago) and P. Klenow (Stanford), 2018
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Issues for 2018 — Trade (NAFTA and China)

If tax reform was the issue of 2017, there's a risk that trade will be the issue of 2018

It is possible that President Trump will issue a notice of withdrawal from NAFTA that
could lead to a breakdown in negotiations.

* Ending NAFTA would hurt autos, agriculture, and manufactured food and beverage industries.

e Trump could also target China with tariffs on products or as a remedy for China stealing U.S.

technology.

Trade Deadlines Approaching Fast

Deadline Trade Issue

Jan 15

Jan 22

Jan 26

Jan 28

Feb 1

Feb 4

Early 2018?

Note: The ITC is the U.S. International Trade Commission.

Commerce decision on steel imports
Commerce decision on aluminum imports
Trump decision on solar panel imports
Conclusion of 6th round of NAFTA talks

ITC decision on Boeing vs Bombardier case
Trump decision on washing maching imports

China (301) intellectual property case
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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.

. 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.

. 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

. 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.

. 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.

. 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.

. 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.
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Conclusion

A replay of our quarterly webinar is available on our website
www.eipny.com

RECENT PUBLICATIONS & WHITE PAPERS
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