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The trend in claims suggests the 
unemployment rate is headed even lower 

Source: Bloomberg, Epoch Investment Partners 

U.S. Labor Market: Tight, and Getting Tighter 

Source: Bloomberg, Epoch Investment Partners. 

The "Wage indicator ave"  is an average of four series: Average hourly earnings, NY Fed 

median, Employment cost index, and Atlanta Fed wage growth. 

Declining unemployment rate implies wage 
growth remains on a slow upward trend 
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Record high for job openings; 
but hiring is not keeping pace 

Source: Bloomberg, Epoch Investment Partners 

In Spite of all the Job Openings, 

Wage Gains not yet Pressuring U.S. Profits 

Source: Bloomberg, Epoch Investment Partners. 

Regardless of the tight labor market, wage 
gains are not yet translating into a higher 

share for labor 
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Optimism reflects lower taxes, fewer new 
regulations and relatively little trade exposure 

Source: Bloomberg, Epoch Investment Partners 

U.S. Small Businesses: Record High Optimism 

Source: Bloomberg, Epoch Investment Partners. 

Small businesses have aggressive hiring 
plans, but finding suitable workers is now 

harder than ever 
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Retail sales are very strong, 
reflecting solid gains in disposable income 

Source: Bloomberg, Epoch Investment Partners 

Strong Labor Market Implies a Robust Consumer 

Source: Bloomberg, Epoch Investment Partners. 

The weakness in housing investment is 
unusual at this stage of the cycle 
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Core services are largely impacted by wages, while core goods prices will 
also reflect tariffs and the USD trend 

Source: Bloomberg, Epoch Investment Partners 

U.S. Inflation: Ticking Up, Ever So Slowly 
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Earnings Growth Peaks in 2018, but Still Expected to be Solid in 2019  

S&P EPS growth (% yoy) is extraordinarily 
strong this year, turbo-charged by the TCJA 

Strong earnings growth explains why 
U.S. equity markets have outperformed 

Source: Bloomberg, Consensus Estimates, Epoch Investment Partners 

Source: Bloomberg, Epoch Investment Partners 
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In Spite of Strong Price Gains, the SPX Appears Fairly Valued 

U.S. tech earnings growth 
has been especially strong 

Source: Bloomberg, Epoch Investment Partners 

Source: Bloomberg, Epoch Investment Partners 

The SPX's FCF yield is 
bang-on its historical mean 
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Expect Records for both Buybacks and Repatriation this Year 

U.S. buybacks are expected to  
hit a record high this year 

Source: Goldman Sachs 

Source: BEA, Epoch Investment Partners. Latest print is 2Q2018. 

Note: Repatriation reflects an accounting transfer from a foreign affi liate to the U.S. 

parent. It is estimated that U.S. corporations hold about $2.1 tn in offshore cash.   

Following the TCJA, corporate America is 
bringing a record amount back home 
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M&A Activity Benefitting from a Number of Tailwinds this Year 

Announced global M&A volume 
(USD bn, deals worth more than $100 mn) 

Source: Goldman Sachs 
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Capital-Light World: Return a Higher Proportion of Cash to Shareholders 
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S&P 500 companies' use of cash 

Dividends plus buybacks: Accounted for 26% 
of cash usage in 2000, surging to 46% in 2018. 
 
Capex: Represented 42 ï 44% of cash usage 
in the early-2000s, vs. only 27 - 28% now. 
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Proportion of cash usage (%): 
Capex falling, shareholder yield rising 

Source: Goldman Sachs 

Source: Goldman Sachs 
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Return of Price Discovery: Gradually, then suddenly 

Four features 

1. Transition from QE to QT 

2. Fed hikes (four more by end-2019 

3. Soaring Treasury issuance 

4. Coming wall of Corporate Maturities 

  

Key Implications 

A. Cost of funding rises: USD liquidity tightens, likely to drive interest rates moderately higher 

B. Top-line growth slows: Potentially trouble in 2H2019 

C. Multiples could contract: Or at least, stop expanding 

D. Volatility rises: For all asset classes.  

"The Big Rewind" 
 December 2016 

"The Winds of Change" 
December 2017 

"The Return of Price Discovery" 
June 2018 



U.S. Fiscal Imbalances: To Infinity And Beyond 
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Trillion dollar federal budget deficits to be 
the norm  from 2019, and is already the 

worse ever excluding wars and recessions. 

Rising U.S. deficit will likely be over $1 trillion 
in 2019. This and the Fed portfolio runoff, 

necessitates ever rising Treasury auctions. 
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As of May 9, 2018 

Source: Congressional Budget Office, Bloomberg, Epoch Investment Partners 

As of December 31, 2017 
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Where to expect market dislocations with the "Return of Price Discovery"? 

ECB and FX reserve managers 
own 90% of bunds 

About 60% of German sovereign bonds are 
held by the ECB, with another 30% held by 
other central banks as part of their FX reserves. 

Corporates (in the U.S., Europe and EMs) likely 
to comprise the epicenter of the next crisis? 

Source: Bloomberg, ECB 

Source: Bloomberg, Epoch Investment Partners 

FX reserve 
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ECB 
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Will the Yield Curve Invert, and How Worrisome is That? 

Yield curve inversions: 
A recession inevitably follows 

Source: Bloomberg, Epoch Investment Partners 

Source: Credit Suisse 

On average, a recession occurs 19 to 22 
months after the yield curve inverts 

Date of 
Inversion 

Date of 
Recession 

Months to 
Recession 

Aug 1978 Feb 1980 17 

Dec 1988 Aug 1990 19 

Jun 1998 Apr 2001 34 

Feb 2000 Apr 2001 14 

Dec 2005 Jan 2008 24 

Mean 22 

Median 19 

Slope has declined 95 bps since early 2017 
Expect an inversion in the first half of 2019. 
 
Following an inversion, S&P returns 
typically remain positive for 18 months 
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Lower inflation online than in the CPI; by 1.3 
ppts per yearðfor the same categories 

Source for both charts: "Internet Rising, Prices Falling: Measuring Inflation in a World of E-Commerce," American Economic Association, May 2018  

Tech is the New Macro: Helps Explain Why Inflation has been so Tame 

The DPI is markedly lower than the CPI 
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ÅEntry of new products: Leads CPI to overstate true inflation by 1.5 to 2.5 ppts per year. 

ÅCombining the two effects suggests the DPI inflation rate is more than 3 ppts per year lower than the 
CPI inflation rate for the same categories from 2014ï2017. 
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Source: Bill Gates  

Tangible vs Intangible Capital: Capitalism Without Capital (Bits vs. Atoms)  

Cheap changes everything 
ÅThe Model T: Each vehicle requires materials and 

labor. The tenth car costs roughly the same to make 

as the 1000th. 

ÅSoftware doesnôt work like this: Microsoft spends a 

lot to develop the first unit of a new program, but 

every unit after that is virtually free to produce. 

ÅIntangible assets: Don't fit the old model, but 

represent a larger share of the global economy and, 

according to Gates, arenôt getting nearly enough 

attention. 

ÅBill Gates recommends: The brilliant new book 

"Capitalism Without Capital" by Haskel and Westlake. 

From the second semester of my 
freshman year at Harvard 

Source: Ocean Tomo 

Intangible assets: Lion's share of market value 

Source: Bill Gates  
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Is E-Commerce a Bubble? Our New Market Insight 

E-commerce index: Up over 8x since mid-2010 

Source: Bloomberg, central banks, Epoch Investment Partners 

Asset bubbles inevitably depend on excessive 
credit growth: G4ôs unprecedented QE 
experiment coincided with surging e-

Commerce index (corr: 95.6%) 

Source: Bloomberg, Epoch Investment Partners 
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Is E-Commerce a Bubble? How to Value the Innovation Tsunami 

e-Commerce Index's FCF Yield is only 2.0%: 
While the tech sector appears fairly valued,  

e-Commerce provides a FCF yield even lower 
than the tech sectorôs average in late-1990s 

Digital Technology: Allows firms to adopt a 
new business model, dramatically reducing 
marginal costs and resulting in a massive  

win-win for firms and consumers 

Bottom-line: While the e-Commerce index as a 
whole appears frothy, many companies in the 
sector do possess sound and promising 
business models 

Source: Bloomberg, Epoch Investment Partners 

Source: Epoch Investment Partners 
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Trump and Trade: Comparative Advantage vs Fortress America 

Comparative advantage: The only proposition in all of the social sciences which is both true & 
non-trivial 

 

Nobel laureate Paul Samuelson was once challenged by an MIT math Professor to: 

 "Name me one proposition in all of the social sciences which is both true and non-trivial." 

  

It was several years later Samuelson thought of the correct response: comparative advantage 

1: International Economics Association, Presidential Address 1969, by Paul Samuelson 

"That it is logically true need not be argued before a mathematician; that it is not trivial is attested 
by the thousands of important and intelligent men who have never been able to grasp the 
doctrine for themselves or to believe it after it was explained to them."1 

Estimated U.S. jobs ('000) impacted by steel and 
aluminum tariffs: Net -142k 

30 

3 

-7 

-13 

-17 

-22 

-28 

-34 

-58 

-70 -55 -40 -25 -10 5 20

Iron & Steel

Aluminum & non-ferrous

Autos

Fabricated metals

All other manufacturing

Business services

Construction

Trade & distribution

All other services

Source: Trade Partnership Worldwide 



President Xi has Indicated that "Made in China 2025" is 

Non-Negotiable: Expect Trade Rhetoric to Remain in the Headlines 

20 

Increased state involvement in the Chinese economy, a web of opaque subsidies 
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Playing the Movie Backwards: Will Protectionism Shrink 

Manufacturers' Profit Margins? 
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Manufacturers have propelled the S&P 500's 
margin gains during the Bretton-Woods II era 

Source: Empirical Research Partners 

Note: Net profit margins for S&P 500 companies, trail ing 4 quarters, smoothed. 

The margin expansion of S&P 500 
manufacturers from 2000-2015 can be 

attributed to four key factors 

Source: Empirical Research Partners 

Decline in 
interest rates 25% 

Decline in effective 
tax rates 

33% 

Wage savings from 
offshoring 27% 

Wage savings 
from more efficient 

domestic plants 
15% 
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Europe Equity Market: Chronic Underperformance 

Europe's underperformance: 
Reflects weak EPS growth  

Weaker EPS growth: Reflects sluggish macro 
performance and a dearth of tech 
 
Other factors: Concerns about the Italian 
budget, Brexit, populism, lack of EU reform,é 

Europe's underperformance: 
Not a recent phenomenon 

Source: Bloomberg, Epoch Investment Partners 

Source: Bloomberg, Epoch Investment Partners 

"In Line" with U.S. 

     70%   

outperformance 

47% 

under-performance 



0

5

10

15

20

25

30

GFC Europe HY yield (%) US 10Y Treasury yield (%)

-1.5

-1.0

-0.5

0.0

0.5

1.0

1.5

2.0

2.5

US - German 10Y yld (%) Mean +1/-1 stdev

23 

ECB's QE Policy: Has Resulted in Extreme Market Mispricing 

10Y yield differential, Treasuries vs Bunds: 
At over 250 bps, is 2.7 stdev above normal 

Unfettered from fundamentals: 
The 10Y bund yield is extraordinarily low 
relative to its own history, as well as Germany's 
strong fundamentals, domestic inflation and 
U.S. 10-year Treasury yields 

The yield on the European HY index is 
only 25 bps above the 10Y Treasury yield 

Source: Bloomberg, Epoch Investment Partners 

Source: Bloomberg, Epoch Investment Partners 
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The combined dividend plus buyback yield is 
370 bps above the 10Y bund yield 

Source: Bloomberg, Epoch Investment Partners 

European Shareholder Yield 

Source: Pavil ion 

While European equities offer an attractive 
dividend yield, the buyback yield 
is very low compared to the U.S. 
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Cash Flow has Grown Less Quickly in Europe than the U.S.: 

With a Smaller Proportion Returned to Shareholders 

STOXX European 600 (ex-fin): 
Companies' use of cash 
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Source: Goldman Sachs 

Dividends plus buybacks: Accounted for 18-20% of 

cash usage two decades ago, but has increased to 28% 

in 2018 (vs. 46% in U.S.). 

 

Capex: Represented 50 ï 54% of cash usage in the 

late-90s/early-2000s, compared to 42 - 44% now (vs. 

27 - 28% in the U.S.). 

Cash usage (%) in Europe: Smaller proportion 
returned to shareholders than in the U.S. 
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Japan's Labor Market is Tight: Wages Finally Responding 

Unemployment rate is close to a 25-year low 

Wage growth provides consumers with the 
ability to spend. But what about their 

willingness? 

Source: Bloomberg, Epoch Investment Partners 

Source: Bloomberg, Epoch Investment Partners 
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Japan: Solid EPS and Attractive Valuations 

TPX: Driven by earnings growth 

TPX earnings growth: 
TPX is doing better than most DMs 

Source: Bloomberg, Epoch Investment Partners 

Source: Bloomberg, Epoch Investment Partners 
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