
Student debt is an additional 
concern and a major drag  

on housing.
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Each quarter, Epoch Investment Partners’ co-CIOs and investment professionals discuss themes affecting global 
capital markets. Our three topics this quarter were: trends driving global markets, the shareholder yield approach 
in the current environment and an in-depth discussion about the small-cap effect. A full replay of the webinar is 
available on our website, www.eipny.com.

MACRO TRENDS
The Powell Pivot: What Usually Happens After Fed Finishes Tightening?

Source: Bloomberg, Epoch Investment Partners

MACRO TRENDS
U.S. Corporate Debt as an Amplifier in the Next Slowdown

Corporate credit: Might not cause 
the next recession, but will certainly 
make it much worse once it arrives

Hiking cycle extremely mild relative to 
previous ones: Reflecting enormous debt 

build-up throughout the economy

Epoch’s Quarterly  
Capital Markets Outlook

Corporate debt to GDP has risen to a record high. 
Additionally, the investment grade index is now 
dominated by BBBs, which means the next 
downturn will witness a tsunami of “Fallen Angels,” 
which will likely overwhelm high-yield liquidity and 
result in severe market dislocations. U.S. household 
debt as a percentage of GDP, while less elevated 
than a decade ago, is still high and will likely 
constitute a drag on housing and autos.
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Household debt: Elevated, but less so 
than a decade ago. Housing and autos: 

Very sensitive to interest rate increases.

There were three main risks in 2018
• Fed & tightening financial conditions
• Trade tensions & China 2025
• Decelerating global growth

2019 off to a great start as first two recede
•  “Back from the brink,” but still late-cycle

A decade of extraordinarily easy policy has 
created many risks and imbalances
• IG index dominated by BBBs
• HY index to be overwhelmed by fallen angels
• Upcoming wall of maturities
• Covenant-lite leveraged loans
• Excesses in private equity

Source (both charts): Bloomberg, Epoch Investment Partners

Section I: Macro Outlook 
Bill Priest

The biggest event for markets in Q1 was the Powell 
Pivot. A second positive development was the 
moderation in trade tensions with China, with press 
reports suggesting we’re now quite close to a signed 
deal. Further, as the graph shows, this has been an 
extremely mild tightening cycle; likely due to the 
debt buildup the economy has experienced which 
puts a tight limit on how high interest rates can go 
before the economy crumbles.
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Globalization has slowed and is likely to continue to 
falter. This development is negative for economic 
growth and profit margins. More specifically, 
globalization was one of the key factors that drove 
manufacturing margins higher since 1989. With 
opportunities for labor cost arbitrage largely behind 
us, and global supply chains under threat from trade 
tensions, the likelihood of further margin expansion 
is quite low in our view.

QE policies have been partially discredited. While 
most acknowledge its crucial role in repairing 
temporary illiquidity from 2008–2010, many 
question the efficacy of subsequent QE experiments. 
The $10 trillion in negative yielding bonds globally 
attests to secular stagnation remaining a valid 
long-term expectation. This is one reason for the 
sudden interest in bringing modern monetary theory 
to the rescue. While academics are deeply skeptical, 
we expect expansionary fiscal policy to be imple-
mented regardless of who wins in 2020, particularly 
if inflation remains benign.

Expectations for S&P 500 EPS growth have been 
reduced quite a bit. A large part of this deceleration 
is due to the EPS sugar high that resulted from the 
tax cut. Still, consensus expects a much higher EPS 
growth rate from late-2019 into 2020. However, 
we’re skeptical of double-digit earnings growth at 
this stage of the cycle, especially with margins under 
pressure. Meanwhile, buybacks have become a hot 
political issue. We believe many of the criticisms are 
ill-informed and misplaced. 
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MACRO TRENDS
S&P 500 Earnings Growth Plummets, while Buybacks Soar

MACRO TRENDS
QE Partially Discredited: MMT to the Rescue?

MACRO TRENDS
Slowbalization: Globalization has Faltered and is Now Being Reshaped 

Consensus expects EPS growth of only 3% in 
2019, followed by a robust 12% in 2020. We’re 

skeptical and don’t see margins increasing.

Share buybacks surged after the TCJA, 
up 52% in 2018, and expected to increase 

another 15% in 2019

Even with QE largely discontinued, there is 
$10tn in negative yielding bonds, representing 

20% of the global aggregate index

During the next recession, MMT is 
unlikely to fill the void left by QE

Question A: Countries that borrow in their own currency should not worry about 
government deficits because they can always create money to finance their debt. 

Question B: Countries that borrow in their own currency can finance as much real 
government spending as they want by creating money.

Emerging pattern of trade: More regional (Asian) and more focused on services and 
global supply chains
•  Large and sustained increases in the cross-border flow of goods, money, ideas and 

people have been the most important factor in world affairs for the past three decades.
•  But now, most measures of global integration (trade, FDI, MNCs) are in retreat or 

stagnating.
Negative for overall growth, as well as corporate margins

Change in openness 1880-2023 
(average annual % change in world 
trade to world production ratio)

World trade: Stagnant since 2011

Source (left chart): Bloomberg, Epoch Investment Partners
Source (right chart): University of Chicago’s Initiative on Global Markets
Based on a survey of 42 economic experts from Chicago, Stanford, MIT 
and others

Source (left chart): World Bank, IMF, Vox EU (van Bergeijk)
* Limited data available for these decades, as well as for the 1940s.
Note: 2020s represents IMF forecast to 2023

Source (right chart): Bloomberg, Epoch Investment Partners

Source (both charts): Goldman Sachs
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On the other hand, the good news regarding China is 
that monetary policy has recently been loosened a bit. 
This policy inflection should prove constructive for the 
domestic and global growth outlook this year. 
Additionally, China has successfully passed the growth 
baton to the consumer, so capital investment and 
exports are now somewhat less important in driving 
the economy.

China’s leverage has increased at an extraordinary 
pace over the last decade, with much of this increase 
being issued by non-financial corporates. China’s 
debt-to-GDP ratio is extremely high for an emerging 
market and is even above the G20 average. Further, 
we believe Chinese GDP growth has been over-stated 
by about 1.7 ppts per year over the last decade. This 
implies the country’s deb- to-GDP ratio, correctly 
measured, is probably close to 300%. This is an 
eye-popping statistic and a significant risk.

ENVIRONMENT FOR SHAREHOLDER YIELD 
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MACRO TRENDS
China’s Excessive Leverage: Just One of Its Structural Headwinds

MACRO TRENDS
China’s Recent Inflection is Good News for Global Markets

Beijing tightened credit from late 2017, 
but has recently loosened the reins a bit

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

Source: Bloomberg, Epoch Investment Partners

Since the GFC, TSF has turbo-charged growth

As a targeted return strategy, Shareholder Yield takes a longer view than the next few months. 
We’re not trying to buy stocks that we think will outperform the index over a short-term 
horizon. We’re not trying to identify stocks that are cheap, or figure out which stock is bound 
to inflect, or identify stocks with catalysts. 

We focus on what we think we can do consistently: identify companies with a track record of 
growing free cash flow, with a track record of following good capital allocation practices, and 
with an outlook over the next two to three years based on our own in depth analysis for 
continued cash flow growth and continued adherence to good capital allocation practices, 
namely an attractive growing dividend, with excess free cash flow allocated to share buybacks 
and/or debt reduction. 

China's total debt already exceeds the G20 
average. The corporate sector, especially 

SOEs, is particularly worrisome.

Shadow lending declined dramatically 
from late-2017
•  Resulted in slower GDP growth last 

year
•  The impulse inflected recently: Setting 

a floor on growth for this cycle
Passing the growth baton to the 
consumer
•  Capital spending: Still excessive, but a 

little less so
•  Consumption: Is the key driver 

Potential growth
•  Chinese GDP growth has been over-

stated by 1.7 ppts/yr (due to skewed 
local statistics)

•  Correctly measured growth: Likely 4.0 
to 4.5%

Section II: Shareholder Yield 
John Tobin
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What about more recently?

Again, in short succession, three very different 
environments. But throughout, we focused on 
companies we thought could sustain and increase 
their shareholder yield distributions over the long 
term. The point I’m hoping to make with these 
examples is that Shareholder Yield will at times lag 
the market, and at other times we will beat the 
index. But that’s not the best way to measure this 
core strategy. 
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ENVIRONMENT FOR SHAREHOLDER YIELD
While the Market Swings, We Aim for Steady Returns

ENVIRONMENT FOR SHAREHOLDER YIELD
While the Market Swings, We Aim for Steady Returns

ENVIRONMENT FOR SHAREHOLDER YIELD
The Importance of Downside Protection Let’s look at how this plays out in terms of investor 

wealth. Even though Shareholder Yield lagged behind 
the index in Q3 2018 and Q1 2019, the down side 
protection that it offered in the fourth quarter of 
2018 made a material difference. 

Lower volatility not only creates a lot less investor 
stress, but it also leads to greater investor wealth. 
The arithmetic is straightforward. For any given 
percentage decline in value over a period, it takes a 
bigger percentage gain and a longer time to get back 
to even.

The data shown for Global Equity Shareholder Yield reflects the compos-
ite and such data may vary for each client in the strategy due to market 
conditions, client guidelines and diversity of portfolio holdings. 

The data shown for Global Equity Shareholder Yield reflects the compos-
ite and such data may vary for each client in the strategy due to market 
conditions, client guidelines and diversity of portfolio holdings. 

The data shown for Global Equity Shareholder Yield reflects the compos-
ite and such data may vary for each client in the strategy due to market 
conditions, client guidelines and diversity of portfolio holdings. 

We often say the market moves around us. I’d like to 
offer a few recent examples that illustrate what we 
mean by that.

The first slide has a comparison of two different time 
periods. The macroeconomic outlook during those 
periods was as different as night and day. 

Shareholder Yield went from 906 basis points ahead 
of the index to 937 basis points behind in the span 
of 12 months. And yet the absolute return didn’t vary 
that much. And indeed the portfolio changed only 
incrementally between those two periods. 
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We expect dividends to grow year after year . . .

So to conclude, I’d like to highlight what we see as 
the attractive proposition offered by Shareholder 
Yield for investors who can take their focus off of 
short-term index-relative performance. From a 
diversified portfolio of high-quality companies, 
shareholder yield can offer over time consistently 
high income from an attractive cash dividend. We’re 
aiming for 4.5%. 

SLIDE 13
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ENVIRONMENT FOR SHAREHOLDER YIELD
Long-Term Historical Benefits

ENVIRONMENT FOR SHAREHOLDER YIELD
Long-Term Historical Benefits

As of December 31, 2018.
*  Several companies increased their dividends more than once in  

each year.
Source: Epoch Investment Partners, Inc. The data shown above is for a 
representative account. Such data may vary for each client in the strategy 
due to market conditions, client guidelines and diversity of portfolio 
holdings. The data is unaudited and may change at any time. The data is 
supplemental to the composite presentation, is shown for informational 
purposes only, and is not indicative of future portfolio characteristics or 
returns.

ENVIRONMENT FOR SHAREHOLDER YIELD 
Long-Term Historical Benefits

Sources: Bloomberg, FactSet. As of December 31, 2018.
The data shown for Global Equity Shareholder Yield is of a representative 
account and such data may vary for each client in the strategy due to 
market conditions, client guidelines and diversity of portfolio holdings.

From a diversified portfolio of high-quality companies 
following good capital allocation practices

Number of companies that increased their dividends

Rolling 5 Year Annualized Returns: Composite

Source: FactSet
(From Inception through December 31, 2018)
* This value is an arithmetic average of a series of 5 year geometric aver-
age annualized returns at each month-end since inception.

The strategy has provided attractive risk adjusted 
returns over time . . .
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We expect companies to continue to focus on appropriate 
capital allocation practices, investing where return on 
invested capital is greater than the weighted average cost 
of capital, and returning excess capital to shareholders 
through dividends, share buybacks, and debt reduction. If 
anything, we see this trend growing. 

Whether it’s European companies becoming more 
comfortable with share purchases, or Japanese companies 
beginning to pay and grow dividends, buy back stock, 
divest non-core businesses, and reduce cash hoards. We 
also see more companies adopting management incentive 
compensation schemes that are tied to return on capital 
and total shareholder return, rather than EPS growth. 

And we see technology helping the process along, as we 
increasingly live in a capital-lite world where fewer dollars 
need to be spent on bricks and mortar capital projects, and 
where as a consequence there’s more free cash flow 
available for distribution to shareholders. 

 . . . and very good down side protection. Now I 
realize I just went through those last five slides pretty 
quickly. But for those of you who would like to take a 
closer look, I would invite you to visit our website, 
www.eipny.com, and follow the link to learn more 
about Shareholder Yield, a portfolio cornerstone for 
an uncertain world.

. . . with lower-than-market volatility . . .

SLIDE 16
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Sources: Bloomberg, FactSet. As of December 31, 2018.
The data shown for Global Equity Shareholder Yield is of a representative 
account and such data may vary for each client in the strategy due to 
market conditions, client guidelines and diversity of portfolio holdings.

As of December 31, 2018.
Market represented by the MSCI World Index Net. Strategy inception date 
is December 31, 2005.

Why we expect payout ratios to remain robust

From a diversified portfolio of high-quality companies following good capital 
allocation practices

In 154 rolling three-month periods since the portfolio’s inception

ENVIRONMENT FOR SHAREHOLDER YIELD
Long-Term Historical Benefits

ENVIRONMENT FOR SHAREHOLDER YIELD
Long-Term Historical Benefits

ENVIRONMENT FOR SHAREHOLDER YIELD
Outlook

Companies continue to focus on appropriate capital allocation
• Invest when ROIC > WACC
• Otherwise, return capital to owners

Technology implies a “capital light” world with more free cash flow to distribute
• “Tech is the New Macro”
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And yet when we compare the performance of the 
Russell 2000 and Russell 1000 indices, we find that 
the Russell 2000 has not outperformed. When the 
line in this chart is rising, the Russell 2000 is 
outperforming. When the line is falling, the Russell 
2000 is underperforming. The Russell 2000 
outperformed for a few years in the late 70s and 
early 80s, but in subsequent years it gave back all of 
that outperformance and more. Since inception, the 
Russell 2000 has underperformed on a cumulative 
basis. That’s the paradox: if there’s a small-cap effect, 
why don’t we see it in the small-cap index?

I’m going to talk about an Insight paper we published 
recently called “The Size Paradox.” In our industry, it 
is widely believed that there is a “small-cap effect,” 
meaning that small-cap stocks have a performance 
premium. This chart, showing the cumulative return 
for the Barra size factor, seems to confirm that. It 
says that a one standard deviation exposure to large 
size has generated a negative return over the last 35 
years here of about 35-40%, or about 100 basis 
points a year. If large size has had a negative return 
then you would expect small stocks to have outper-
formed large stocks.

SLIDE 19
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THE SIZE PARADOX
BARRA Says Large Size Has Had Negative Return

THE SIZE PARADOX
So Why Hasn’t The Russell 2000 Outperformed?

Source: Bloomberg

THE SIZE PARADOX
Why Do Some Companies Grow Large While Others Do Not?

EPOCH'S VIEW: 
Companies create value (and grow larger) by earning high returns on invested capital 
(ROIC) compared to their cost of capital (WACC). If so, larger companies should 
exhibit higher ROIC than smaller companies.

How do companies grow large to begin with? Epoch’s 
view is that companies create value and grow larger 
by allocating capital to investments that earn high 
returns on capital, and by returning capital to 
shareholders when they run out of such opportuni-
ties. This implies that large companies would exhibit 
higher ROIC than small companies. We measured the 
average ROIC for every company in both indices for 
2015 through 2017, and then looked at the median 
of those averages. Companies in the Russell 1000 
did in fact earn higher ROIC than companies in the 
Russell 2000, and a higher percentage of the large 
companies had positive ROIC. Even within both 
indices, it was true that the companies in the larger 
half of the index had higher ROIC than the compa-
nies in the smaller half.

Section III: The Size Paradox 
Steven D. Bleiberg

Source: FactSet

Source: FactSet



Source: FactSet

The conclusion is that, yes, there's a small cap effect, 
but that the Russell 2000 is not the place to look for 
it. This is because the companies that are generating 
the small cap effect are precisely the ones that move 
out of the index and up into the Russell 1000. 

We have a metaphor for this - it’s like trying to 
capture a photo of a sprinter, by standing in one spot 
pointing your camera across the finish line of a race, 
and waiting until you see somebody move into view 
to press the shutter. By the time you take the picture, 
the runner’s moving out of the picture. The analogy 
here is that the small cap stocks which generate the 
small cap effect don’t stay small, and so you can’t 
capture it by simply owning the small cap index. 
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Summary and Investment Implications

1.  U.S. Outlook – Back from the brink: As the cycle matures, economic and 
earnings growth are slowing. However, the “Powell Pivot” has resulted 
in a significant loosening of financial conditions providing a nice, albeit 
temporary, tailwind for equities.

2.  Wage and price inflation: Consumer prices are showing no signs of 
acceleration (due to the deflationary impact of technology), but U.S. wage 
growth is slowly increasing, reflecting the tight labor market. This is bad 
news for corporate margins.

3.  Equity multiples unlikely to increase further: Multiples expanded on QE, 
but that phase of the cycle is now well behind us. Equity return drivers 
have shifted from broad multiple expansion to earnings growth, which is 
likely to be quite weak this year.

4.  The return of price discovery: QE was designed to suppress volatility and 
acted as a rising tide, lifting all boats. However, we expect significantly 
higher volatility over coming quarters and believe it is becoming much 
more of a stock-pickers market.

5.  Corporate debt is likely to be at the epicenter of upcoming market disloca-
tions: Issuance soared with QE, spreads remain dangerously tight and 
the market faces a daunting wall of maturities. Associated imbalances 
(including those in leveraged loans and private equity) might not be the 
direct cause of the next recession, but they will certainly make it much 
worse once it arrives.

6.  Tech is the new macro: Technology is positive for all three 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. Equally importantly, suggests 
companies returning a higher proportion of cash to shareholders.

7.  Trade tensions: To remain a market theme, and a source of volatility. 
Although an outright trade war is unlikely, we’re concerned about the 
impact on margins of a bifurcation in global supply chains (especially 
affecting tech hardware).

8.  Europe: To continue underperforming as it grows earnings less quickly 
than the U.S. (reflecting a lower weighting in Tech and weaker top-line 
growth). Further, the Eurozone’s reform agenda has stalled, undermining 
medium-term growth prospects.

9.  China: Excessive leverage is just one of its structural headwinds. Total 
debt (% of GDP) already exceeds the G20 average, with segments of the 
corporate sector particularly worrisome. Shadow lending declined dramati-
cally from late 2017, but has recently inflected, setting a floor on growth 
this cycle. Although infrastructure and capital spending remain excessive, 
the good news is that the key driver for both the economy and the equity 
market is now consumption, for which the outlook is very positive.

10.  Investment approach: As a result of the above points, it is ever more 
important to favor companies with a demonstrated ability to produce FCF 
and allocate that cash flow wisely between return of capital options and 
reinvestment/ acquisition opportunities.

But do companies grow large by having high ROIC, or do large companies 
have some advantage that enables them to earn high ROIC?

•  Membership in the Russell indices is not static, so looking at companies 
that have moved up or down from one index to the other can help us 
answer this question.

• Stocks that moved up had higher ROIC than the larger half of the Russell 2000; 
• Stocks that moved down had lower ROIC than the smaller half of the Russell 2000.

The small cap effect does exist, but the russell 2000 is not the place to look for it

The small companies that generate the small cap effect are precisely  the ones that 
leave the Russell 2000 and move to the Russell 1000

The rest of the Russell 2000 index consists of small companies that have stayed 
small due to their poor ROIC, or formerly large companies which shrank (because of 
poor ROIC)

Trying to capture the small cap effect by passively owning the Russell 2000 is 
unlikely to work

THE SIZE PARADOX
Why Do Some Companies Grow Large While Others Do Not?

THE SIZE PARADOX
The Small Cap Effect

SLIDE 21

But did earning high ROIC make companies grow 
large, or is there something about being large that 
enables companies to earn high ROIC? Because the 
two indices are reconstituted annually, and compa-
nies move up and down between them, we can test 
that. It turns out that the companies that moved up 
from the Russell 2000 to the Russell 1000 had higher 
ROIC than even the top half of the Russell 2000, and 
the companies that were demoted down to the 
smaller index had lower ROIC than even the smaller 
half of the Russell 2000. So it really was ROIC that 
made some companies grow larger and others grow 
smaller.
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Thought Leadership

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 invest-
ment 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 securi-
ties selected for clients in the past year were profitable.

A replay of our quarterly webinar is available on our website

www.eipny.com


