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Each quarter, Epoch Investment Partners’ co-CIOs Bill Priest and David Pearl discuss the macroeconomic themes that
are affecting global capital markets. This quarter, they were joined by Michael Jin, an analyst on our Shareholder Yield
team, who discussed the utilities sector. This document contains the summarized transcript of the presentation. A full
replay of the webinar is available on our website, www.eipny.com.

SLIDE 1

P/E Expansion Has Driven Market Returns

Global Markets: Bill Priest

Cumulative contribution to return 2012 through 2014

The effects of monetary policy have had a
significant impact on the factors
contributing to stock market returns.
The bulk of returns from 2012 through 2014
are owed to the expansion of valuation
multiples. The S&P 500 is up approximately
73% with more than half of that return
resulting from multiple expansion, while more
than three-quarters of the MSCI World’s 54%
return over the same time period is
attributable to multiple expansion.

Numbers may not total due to rounding.
Source: Standard and Poors; MSCI; Epoch Investment Partners;
December 2014

SLIDE 2

The Big Problem: Secular Stagnation
World real GDP growth estimates continue to be revised down

The problem the world is now confronted
with is the absence of economic growth, or
as Larry Summers calls it, secular
stagnation. According to growth estimates
provided by the IMF, which continue to be
revised down, we are in store for a persistent
period of low growth.

Source: IMF World Economic Outlook; January 2015
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SLIDE 3

World More Highly Levered Than Before Financial Crisis
World debt ex-financials, percent of GDP

A heavy debt burden globally is the most
likely culprit confounding global growth.
One could argue that the growth we have had
since the crisis has been financed by more
debt. The cost of servicing this debt, however,
is lower than before the crisis reflecting the
current low interest rate environment.

Source: Geneva Reports on the World Economy; “Deleveraging? What
Deleveraging?” Authors’ calculation based on OECD; IMF and national
accounts data; October 2014

SLIDE 4

Debt Crisis Resolution In 3D

The U.S. has already completed the steps
necessary to solve its debt crisis while the
eurozone’s structure as a fiscal union, not a
monetary union, has prevented countries
from taking action in two of the three areas,
leaving austerity as the only tool to help solve
the crisis.

SLIDE 5

Secular Stagnation Fear Reflected In Sovereign Yields/QE Policy
Continuation
Global 10-year bond yields

Monetary Policy has been the tool of choice
to jumpstart growth and we can see the
effects here as the yield on several
countries’ debt races to (or even below)
zero. This has led to increased foreign
ownership of U.S. Treasuries which is
evidenced by the significant premium of U.S.
Treasuries over any European 10-year bond.

Source: FactSet, Epoch Investment Partners; April 7, 2015
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SLIDE 6

Deflation Fears are Present in European Yields
U.S. and European Yield Curves

Despite the efforts of central banks and
monetary policy, deflation is already
present in Europe. This is troublesome
because falling prices generally cause
consumers to delay consumption based on
the assumption that goods will be cheaper in
the future, perpetuating the downward spiral.

Source: Bloomberg; April 2, 2015

SLIDE 7

U.S. Growth Outlook Remains Better Than Rest Of World
Eurozone, U.S., Japan and U.K. industrial production

The prospects for the U.S. continue to be
better than the rest of the world. This is
largely a product of U.S. running the course of
the previously mentioned “3 D’s” cycle before
the rest of the world. It is worth noting,
however, that there are signs of improvement
in the U.K. and Japan as well.

Source: FactSet; Epoch Investment Partners’ Indexed to
100 in January 2005; February 2015

SLIDE 8

Economic Surprise Indices
Positive economic surprises in Europe, negative surprises in the U.S.

The Citi Economic Surprise Index, which
measures the actual outcome of economic
data releases relative to consensus
estimates, has been on the decline in
the U.S. while rising in the eurozone,
contributing to greater expectations for real
growth in Europe.

Source: Citigroup Global Markets; April 2015
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SLIDE 9

Dollar Strengthened Against Major Currencies
Exchange rates in USD terms

The sharp rise in the dollar is largely
attributable to the fact that the U.S. has
ended its quantitative easing program.

Source: Federal Reserve, Epoch Investment Partners; Indexed to 100
July 1, 2014; April 10, 2015

SLIDE 10

Global Returns, First Quarter 2015
Local currency and USD

The effects of the strong dollar can be seen in
the global returns for the first quarter of 2015.
Several countries posted strong doubledigit returns in local currency, but when
converted to USD terms, those returns
were muted. Also worth noting is the
emerging market countries that are generally
funded by external debt produced some of the
weakest results during the period.

Source: MSCI, Epoch Investment Partners

SLIDE 11

Top 10 ETF Net Flows
First Quarter 2015

The effects of a strong dollar on investor
behavior is evident in ETF fund flows over the
first quarter of 2015. Here we have the top
10 ETF net flows and it is clear that European
hedged equity has been an extraordinary
beneficiary of the dislocation in global
monetary policies.

Source: ETF.com
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SLIDE 12

Abenomics Boosted Income Growth, But Consumers Are Skeptical
Cash earnings year-over-year
					

Japan consumer confidence survey income growth, asset growth

In Japan, demographics are not favorable
and productivity remains disappointing.
Wages have picked up a little, but consumers
are paying more for the things they buy and
confidence surveys remain subdued.

Source: Pavilion Global Markets (Bank of Japan Data via Bloomberg);
February 2015
Source: Pavilion Global Markets (Cabinet Office via Datastream);
February 2015

SLIDE 13

Pressure Building For Corporate Reforms
Japanese Government Pension Investment Fund

Corporate governance reforms in Japan are
contributing to the recent advance in the
Nikkei. The Japanese Government Pension
Investment Fund has made a substantial shift
to riskier assets, spurring substantial gains.

Source: BoJ; Japanese GPIF; Exane BNP Paribas

SLIDE 14

Chinese Growth Continues To Weaken

Growth in China continues to weaken as
seen through the lens of declining electricity
consumption, cargo delivery and ultimately
GDP. The reliability of the GDP number is
also in question as we estimate that it could
actually be 200 basis points below the
reported 7.25%. And, unlike the developed
economies of the U.S. and Europe, the
mechanism for monetary policy to transmit
itself into constructive growth in the real
economy in China just doesn’t exist.

Source: Pavilion Global Markets (National Bureau of
Statistics of China Data via Datastream); February 2015
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SLIDE 15

Chinese Home Prices Declining Amidst a Glut of Inventory
China home prices: 70 medium and large cities

Home prices in China continue a precipitous
fall due to the economic slowdown and
excess inventory, furthering the drag on
economic growth.

Source: Pavilion Global Markets (National Bureau of Statistics of
China Data via Datastream); February 2015

SLIDE 16

Chinese Investors Moving From Housing To Stock Market

While home prices in China have collapsed
year over year, there has been a steady
flow into the more speculative stock
market, causing the Shanghai Composite to
climb sharply.

Source: Pavilion Global Markets; April 2015

SLIDE 17

All Eyes Are On Inflation

U.S. Markets: David Pearl

U.S. inflation: headline and core

The Fed would like to have a little room to
maneuver by having rates above zero, but
inflation is the major driver of Fed policy on
rates, and we don’t see inflation picking up
anytime soon.

Source: FRED; Consumer Price Index for All Urban Consumers:
All Items, Percent Change from Year Ago, Monthly, Seasonally
Adjusted, Consumer Price Index for All Urban Consumers: All Items
Less Food and Energy, Percent Change from Year Ago, Monthly,
Seasonally Adjusted; February 2015
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SLIDE 18

Employment Rising Steadily at Around 200k a Month
Change in employment, all private employees

Inflation is affected by employment. Last
quarter, many thought employment was
beginning to surge. Now, it has slowed
considerably. It’s hard to say what the trend
is, but it certainly does not feel like we’ve
had that lift-off in economic recovery
based on job growth. It takes about 180,000
jobs per month to just sustain the growth
in the workforce.

Source: Bureau of Labor Statistics; March 2015

SLIDE 19

Job Openings and Labor Turnover
Precursor to wage growth?

We’re seeing some green shoots in labor
turnover. Presumable, people don’t quit
their job without other job opportunities
opening up. However, this is occurring only
in certain sectors of the economy.

Source: Bureau of Labor Statistics; Total U.S. Nonfarm Job Openings
and Total U.S. Nonfarm Quits Seasonally Adjusted; January 2015

SLIDE 20

Wage Inflation Has Yet To Materialize
Earnings growth elusive

If new jobs were opening up and there was
a shortage of labor, wages would go up. But
there is still an oversupply of workers, keeping
wages low. Many service workers have been
replaced by technology. If you think of
restaurants or gasoline stations, it’s self-serve.
In an economy that is led by consumption, you
need people to have jobs and to be making
more money.

1. Production and Non-Supervisory: Total Private Industry
Source: Federal Reserve Economic Data; March 2015
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SLIDE 21

Corporations Continue To Be Main Beneficiaries Of The Recovery
Corporate profits vs. labor compensation, precent of GDP

Corporate earnings have benefited from low
labor costs and higher productivity. We’re not
saying we think there’s much upside in
profit margins at this point, but it is
sustainable. Companies are generating more
cash than any time in history, so it is a good
time for shareholders and not so much for the
labor force.

Source: Bureau of Economic Analysis; Epoch Investment Partners;
Fourth Quarter 2014

SLIDE 22

Earnings Estimates Have Followed Oil
S&P 500 earnings estimates and WTI oil price

Earnings estimates have come down, but
largely as a function of energy. Earnings
growth is still occurring outside the
energy sector.

Source: Standard and Poor’s; Epoch Investment Partners; April 2015

SLIDE 23

The Market is Looking Through Currenct Earnings Pressure
S&P 500 next twelve months earnings multiples

The market has looked through the nominal
S&P earnings drop-off. In other words, the
market multiple has gone up, discounting
the fact that earnings from energy
companies have gone down. It is being
perceived as a near-term issue in the
energy sector.

Source: Standard and Poor’s; Yardeni Research; Epoch
Investment Partners; April 2015
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SLIDE 24

S&P 500 Sector Valuations
S&P 500 earnings multiples

Energy stocks are cheap on past earnings and
expensive on forward earnings. Many
economically sensitive areas — technology,
industrials, financials — are at discounts to
the market. If we are growing and hopefully
accelerating economically, those sectors
should do quite well. Utilities look expensive
going backwards, but looking forward, they
are actually at a slight discount, which might
not be intuitive.

Source: Standard and Poor’s; FactSet; Epoch Investment Partners;
April 2015

SLIDE 25

Utilities: Interest Rate Impact

Impact on Interest Expense:
• New debt will be a small fraction of overall debt; impact is
limited
• Companies took advantage of the low rate environment
Impact on Discount Rate:
• Stocks that have high dividends are shorter-duration than
those that do not
• V = Div / (r − g) g Growth can overcome headwind of
rising rates

Utilities: Michael Jin
Rising interest rates will impact utility companies
in two main areas: interest expense and the
discount rate. While the concern that rising rates will
add to the interest expense is valid, realistically most
debt is spread over various maturities and the debt
maturing in the next 12 months is fractional.
Additionally, most utility companies have taken
advantage of the low rate environment in the last few
years and have already refinanced some of their high
coupon debt, lowering their servicing costs.
As for discount rates, we know that when interest
rates rise, the price of a bond falls, and when interest
rates fall the price of a bond rises. How much the
price will change is proportional to the duration of a
bond. A utility stock would have a lower duration than
a stock that does not pay any dividends, and because
the utility stock has lower duration, it actually is less
price-sensitive to rising interest rates than a stock that
does not pay any dividend at all. Utilities also have
growth to offset the effect of rising interest rates.

SLIDE 26

Utilities for Shareholder Yield
12-month dividend yield

Utilities are distinctively suited for the
shareholder yield strategy because they
have high dividend yield and display
stable growth. As a result of these two
characteristics, utility companies have lower
durations and therefore lower interest rate
sensitivity than the MSCI World Index and
MSCI World Utility Index.

Source: MSCI; Epoch Investment Partners; 2014
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SLIDE 27

Global M&A Activity Continues to Accelerate
Monthly global M&A deal value and number

U.S. Markets: David Pearl
So what are companies with high profit margins
doing? M&A activity is picking up
considerably where valuations are down and
assets are cheap relative to the cost of
capital, such as energy. Also in industries
where growth is very hard to come by,
such as consumer staples.

Source: Strategas; March 2015

SLIDE 28

Buybacks And Dividends Continue To Be A Favored Use Of Cash
S&P 500 annual buybacks and dividends

Companies are returning more cash to
shareholders. The preference has been for
share buybacks over dividends, likely due to
the flexibility it provides, rather than
committing to a sustainable and growing
dividend. In a world with few growth
opportunities, returning more cash to
shareholders will continue as a capital
allocation trend.

Source: Strategas; Standard and Poor’s; December 2014

SLIDE 29

Equities Offer Better Income Than Sovereign Bonds
MSCI country and regional dividend yields vs. 10-year government bond yields

Equities appear more attractive than fixed
income. The yield on equity markets is
substantially higher than for 10-year
government bonds in almost every region of
the world. The U.S. is an exception, being only
slightly higher after having already gone
through quantitative easing.

Source: MSCI; Epoch Investment Partners; April 14, 2015
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SLIDE 30

Summary

1. World is growing . . . slowly and unevenly
2. Diverging monetary policies reflected in currency movements
3. Currency changes can reallocate growth but have little effect on 		
		 aggregate demand
4. Currency changes more effective at reallocating inflation/disinflation
5. Dollar strength tightens financial conditions in a U.S. dollar-		
		 denominated global financial system
6. Regional attractiveness based on QE expectations: Europe, Japan, 		
		 U.S. & U.K.
7. Emerging markets unattractive for the most part
8. Free cash flow growth rates aided by technology as we move 		
		 increasingly toward a “capital light” world
9. Companies generating free cash flow will continue to distribute a 		
		 rising proportion of that total to shareholders
10. Ideal company to own — global champions with goods/services 		
		 priced in dollars and costs in local currency

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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