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Each quarter, Epoch Investment Partners’ co-CIOs and investment professionals discuss themes affecting global
capital markets. The topics this quarter were: trends driving global markets, our outlook for U.S. equities, and an
in-depth discussion about Unicorns and IPOs. A full replay of the webinar is available on our website, www.eipny.com.
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MACRO TRENDS

The Digital Iron Curtain – A New Cold War

Section I: Macro Trends
William Priest

There are a lot of signs that we have entered a new
Cold War, that is largely about the values of state
capitalism versus free market capitalism, systems
that appear to be somewhat incompatible at the
moment. When the WTO opened its doors to China
in 2001, the country didn't change its state-driven
mercantilist system. In fact, the system is still in
place and, if anything, President Xi has adopted an
even more rigid stance than his predecessors. This
is why we believe that, even if a trade deal is
reached, it will amount to nothing more than a
temporary truce. While there is much room for
negotiation and compromise, the key issues remain:
market access, IP protection, and China's opaque
industrial subsidies.
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Trade War Consequences – Slowbalization

One of the benefits of globalization is that S&P 500
profit margins have doubled since 1989. Of the four
factors shown in the chart on the right, interest rates
and tax rates are likely to remain low, while domestic
plants will probably keep getting more efficient.
However, the benefits from labor arbitrage and the
development of global supply chains appear to have
peaked. We expect the lack of further upside to
margins to be a theme of company guidance and
commentary during the second half of this year.

Source (both charts): Empirical Research Partners
Note (left chart): Net profit margins for S& P 500 companies, trailing 4
quarters, smoothed.

All charts use the latest data available as of June 20, 2019 unless otherwise stated.
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MACRO TRENDS

As Chinese Growth Slows, The Spectre of Debt Looms Once More

Chinese growth has been boosted by the dangerous
accumulation of debt. Implementing policies to rein
in excessive leverage will certainly constitute a drag
on growth, but is unlikely to result in a hard landing
or a banking crisis. Any material slowdown in
Chinese growth is going to have a significantly
negative affect on the global economy, and we’re
probably going to see that occur in the second half
of this year, particularly if trade negotiations
stumble.

Source (left chart): “A Forensic Examination of China’s National Accounts,”
by C. Hsieh et al, University of Chicago and Brookings, March 2019
Source (right chart): Bloomberg, IMF, Epoch Investment Partners
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China’s Great Wall Of Debt

We refer you to China’s Great Wall of Debt by Dinny
McMahon, a book that examines China’s debt
excesses. Overall debt, as a percentage of GDP, is
already higher in China than in many developed
countries, which suggests that the period of
debt-fueled expansion is coming to an end. Deleveraging never proceeds smoothly and always serves as
a break on GDP growth.

Source: BAML
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Negative Yielding Debt

There is almost $13 trillion of negative-yielding debt
outstanding globally. Very low interest rates are
important because they function as discount rates in
DCF calculations. Even if the numerator (whether it’s
dividends, earnings, or cash flows) stays the same,
when the discount rate falls, the present value of the
investment goes ups. In that way declining interest
rates have provided a lot of support for financial
assets during 2019, particularly for longer duration
equities.

Source: Bloomberg, Epoch Investment Partners
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Equity Yield: Far Superior To Bond Yields

The U.S. has a dividend yield of just under 2 percent,
with buybacks running at 3.5 percent. However, it is
important to distinguish between the roughly
one-third of buybacks that are funded by issuing
debt versus the remainder that is paid for out of the
company’s operating cash flow. Regardless, the
equity yield numbers are very powerful and make a
strong case for owning equities, especially where the
shareholder yield total is growing.

Sources: Bloomberg, FactSet. As of March 31, 2019
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.
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U.S. Outlook: Moderation, not Recession

Section II: U.S. Outlook
David Pearl

On July 1 this will become the longest recovery ever
(or at least since 1854 when modern economic
records began). That doesn’t necessarily mean a
recession is imminent. Consensus GDP forecasts
(table on the top left) show a moderation in growth,
but nothing representing a hard landing. Moreover,
expectations for revenue growth have slowed to a
rate close to nominal GDP growth, after having been
boosted last year by tax cuts.

Source (left chart): Bloomberg consensus, June 18, 2019
Source (right chart): FactSet June 14, 2019
Note: 2018 was especially strong due to the TCJA.
Weak 2019E EPS is due to EN -9.8%, MAT -7.3%, IT 0.0%
Source (bottom chart): Bloomberg, NBER, Epoch Investment Partners
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Tight Labor Market: Positive for Consumption Outlook

CPI has remained very well behaved, and technology
is a big reason for why goods have been in deflation
and services prices are not accelerating. Wage
growth is increasing, but really slowly, even in a
record low unemployment situation. This suggests
the economy can continue to exhibit solid growth,
because the Fed does not have to react to an
overheated and inflationary environment.

Source (both charts): Bloomberg, Epoch Investment Partners
Note (right chart): Wage indicator is average of AHE, ECI, Atlanta Fed, NY
Fed median
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U.S. OUTLOOK

U.S. Still Outperforming Other Markets: Reflecting Superior EPS Growth

The U.S. stock market has dramatically outperformed
over the last decade, but it’s entirely due to superior
earnings growth. It’s not about excessive relative
valuations. In the bottom right chart, you can see
that technology has been the key sector driving the
strong earnings growth in the U.S.

Source (both charts): Bloomberg, Epoch Investment Partners
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U.S. Equity Market: Fairly Valued on Standard Metrics

On a valuation basis, the market is trading close to
its historical median. Also, free-cash-flow yield is
pretty much back to its median of 4.5 percent, which
is especially attractive relative to bonds.

Source (both charts): Bloomberg, Epoch Investment Partners
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U.S. Shareholder Yield: Equities Look Much Better than Bonds

The yield on equities is very good—roughly 4.5
percent—especially relative to fixed income. If you
need income, equities are an attractive place to be.
Additionally, if you need growth, equities are the
place to be.

Source (left chart): Bloomberg, Epoch Investment Partners
Note: Estimates for buybacks in first two quarters of 2019
Source (right chart): Goldman Sachs
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Inverted Curve: Doesn’t Mean Panic

Turning to interest rates, the market has priced in
three Fed cuts by the end of the year. However, this
cycle is a bit unusual in that an inversion has
occurred because of the long end of the curve
coming down rather than by the Fed raising the short
end. This gives us some comfort that as the Fed cuts,
the current moderate level of economic growth can
be sustained.

Source (top charts): Bloomberg, Epoch Investment Partners
Source (bottom chart): Credit Suisse
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The Next Recession: Corporate Debt Will be the Epicenter

After a decade of very low interest rates, it is perhaps
no surprise that excessive debt is a real concern. In
particular, corporate debt levels (expressed as a
percentage of GDP) have hit record highs and, as we
showed earlier, government debt is a problem as well.

Source: Bloomberg, Epoch Investment Partners
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Unicorns, IPOs and the Fear of Repeating the Late 1990s

Section III: Unicorns and IPOs
Kevin Hebner

2019 has been a banner year for IPOs and we don’t
expect this pace to slow down over coming quarters.
Some of the newly listed companies are interesting,
with innovative business models and strong growth
prospects. Others though appear to be highly
speculative, with stratospheric valuations and
possessing no clear pathway to becoming FCF-generative. Our key concern is that all the hype, with
buzzwords like “blitzscaling” and “two-sided digital
platforms”, is being combined with far too much
liquidity, creating a replay of the dot-com boom.

Source (left chart): Jay Ritter IPO database
Source (right chart): Bloomberg, J.P. Morgan, Epoch Investment Partners
Note: 2019E is based on Jan-Apr pace annualized
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Blitzscale and Hope: Fake It ‘Til You Make It

There are two additional reasons to be concerned
about the booming IPO market. First, venture capital
activity has soared and is at a level experienced only
once before, in 2000, just as the tech bubble was
about to crash. Further, a record percentage of tech
IPOs are issuing dual class shares. This is done to raise
money, but without ceding control. In some cases,
firms are even issuing shares with zero voting rights.
The result is often unaccountable management and
significant corporate governance challenges.

Source (left chart): Jay Ritter IPO database, Epoch Investment Partners
Source (right chart): Pitchbook, National Venture Capital Association
Note: 2019E is annualized Q1 deal activity
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Just One Aspect of a Broader e-Commerce Bubble?

While the e-Commerce index does share many
bubble-ish characteristics, it currently trades on a
FCF yield of 4.1%, which is only moderately below the
4.5% yield of the S&P 500. This suggests the index
could be somewhat overpriced, but not even close to
bubble territory. Moreover, expressed as a percentage of market cap, recent IPO activity appears to be
quite moderate, and certainly doesn’t represent a
systemic risk the way it did two decades ago.

Source (left chart): Bloomberg, J.P. Morgan, Epoch Investment Partners
Note: 2019E is based on Jan-Apr pace annualized
Source (right chart): Bloomberg, DoubleLine, Epoch Investment Partners
All eight series are indexed to begin at 100. Implying, for example, that
e-Commerce is up over 8x from its base.
The Dow Jones Internet Commerce index consists of 15 companies
including Amazon, Google, PayPal, Facebook, Snap, Twitter, Netflix, eBay,
and Expedia.
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Definitely A Bit of Froth, but Few Signs of Irrational Exuberance

There are two other ways in which the current
market backdrop is different from the dot-com boom.
In the late-1990s, the net supply of equity in the
tech sector increased by an astonishing 69%.
However, during the last five years, it has contracted
by 9%, due to buybacks and M&A. This is truly
extraordinary and unprecedented in market history.
Second, during the late-1990s, when Pets.com,
Webvan and eToys.com were going public, the
average tech IPO was only 4 years old, an immature
toddler by any standard, while today that has tripled
to 12 years.

Source (left chart): Jay Ritter IPO database, Epoch Investment Partners
Source (right chart): Citi Research
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Separating the Wheat from the Chaff: How to Value the Innovation Tsunami

Moreover, median sales of tech IPOs has increased
similarly, and many have already proven that their
business strategy works. Two final points to conclude:
First, there are over 360 unicorns globally now. Many
of these will be listed over the next couple years and
will develop into innovative and FCF-generative
companies. However, valuations appear a bit
stretched, and the historical record suggests we
should expect enormous dispersion in returns across
these companies over coming years. While valuation
first principles and the importance of generating FCF
do not change, modelling IPOs is somewhat more
challenging, although possibly even more important
in distinguishing between likely winners and losers.

Source: Bloomberg, Jay Ritter IPO database, Epoch Investment Partners

SLIDE 20
Summary and Investment Implications
1. L ate-cycle Slowdown: As the cycle matures, exacerbated by trade tensions,
economic and earnings growth are slowing. Earlier this year the hyperactive Fed responded with the “Powell Pivot”, which has broadened into
a global easing cycle. The resultant loosening of financial conditions has
provided a welcome, 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), while U.S. wage growth
is increasing, albeit glacially. This, combined with rising tariffs, is bad news
for corporate margins.
3. Equity multiples unlikely to increase further: From 2010-2018 multiples
expanded dramatically on QE. However, equity return drivers have now
shifted from broad multiple expansion to earnings growth, which is set to
be relatively 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 dislocations: 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. T ech 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 mediumterm growth prospects.
9. China: Excessive leverage is just one of its structural headwinds. Total debt
(% of GDP) already exceeds the G20 average, with local-government financing vehicles and segments of the corporate sector particularly worrisome.
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.
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RECENT PUBLICATIONS & WHITE PAPERS

Thought Leadership

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

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.
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