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SLIDE 1

World is experiencing a slow and steady recovery
Eurozone, U.S., Japan and U.K. industrial production

Global Markets: Bill Priest
The world is in the midst of a very shallow
recovery, led by the U.S. and, to a lesser
extent, the Eurozone, Japan and the U.K.

Source: FactSet, Epoch Investment Partners, Indexed to 100 in
January 2005; May 2015

SLIDE 2

The long end of the yield curve is beginning to rise
U.S. and Euro Zone Yield Curves

The long end of the yield curve is
beginning to normalize, in large part
because there’s a belief that growth is
returning. While this has been more
pronounced in the U.S., the Eurozone is on a
similar path, suggesting we are in the midst of
a global recovery which is being manifested in
the form of rising rates.

Source: FactSet, Epoch Investment Partners; July 13, 2015
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SLIDE 3

Three types of Contagion Risk

The circumstances that have deterred
accelerated growth have been headline
events and the resulting concerns about their
effects spreading globally. These three
contagion risks include financial
contagion, political contagion and
economic contagion.

SLIDE 4

Financial Contagion Risk:
Global Quantitative Easing has contained financial contagion risk
Central bank balance sheets1

Financial Conditions Index2

Global quantitative easing has been fairly
effective in acting as an insulator against
financial contagion. In the wake of the global
financial crisis, central banks utilized
unconventional monetary policy to alleviate the
spread of the financial contagion which
originated as a liquidity event in the financial
sector but quickly spread across other industries.
While the U.S. and the Bank of England have
eased off of the accelerator, the Bank of Japan
and the European Central Bank continue to ramp
up liquidity. The effects can be seen in the
normalization of financial conditions, reflecting
the containment of financial contagion.
Source: 1. Pavilion Global Markets; Indexed to 100 January 1,
2007; June 2015
2. Bloomberg. The Bloomberg U.S. Financial Conditions Index
combines yield spreads and indices from U.S. money markets, equity
markets, and bond markets into a normalized index. The Bloomberg
Euro-area Financial Conditions Index combines yield spreads and
indices from euro-area money markets, equity markets, and bond
markets into a normalized index. July 2015

SLIDE 5

Political Contagion Risk:
Greek crisis contained financially and de minimis economically
Greece’s creditors

GDP as % of euro zone

The crisis in Greece presents a political
contagion risk. While the situation has been
exacerbated by the media, the potential
for a financial contagion is negligible.
Roughly 60% of Greece’s creditors are other
Eurozone countries themselves, and Greece’s
contribution to the GDP of the euro zone is
minimal. The larger issue revolves around
political contagion and the viability of the
euro zone going forward.

1. European countries lent to Greece through two institutions: the
€52 billion through the Bilateral Loan Facility and €143 billion
through the European Financial Stability Facility. These are in addition to each countries’ contribution to the IMF.
Source: Deutsche Bank, IMF, Reuters, Bloomberg,
Epoch Investment Partners
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SLIDE 6

Political Contagion Risk:
Greece: Lehman or RadioShack1?

Global 10-year government bonds spreads to German Bunds

Looking at Greece through the lens of
previous bankruptcies, it is evident that
Greece’s problems more closely resemble
the plight of RadioShack, who had been
struggling with solvency issues for some
time, rather than Lehman Brothers, whose
bankruptcy was catastrophic and had an
enormous impact on global markets. This is
reflected in the negligible impact the Greek
crisis has had on the spread of 10-year
government bond yields with other periphery
countries.

1. Is Greece Lehman Brothers, or Is It RadioShack?, New York Times,
June 24, 2015 Source: FactSet, Epoch Investment Partners; July 13, 2015

SLIDE 7

Economic Contagion Risk:
China has been the engine of global growth

The situation in China presents an economic
contagion risk. China has been the global
engine of growth for a long period of time but
that growth engine has begun to slow as
evidenced by declining electricity
consumption, cargo delivery and ultimately
GDP. While China’s economy continues to
expand, it’s not at the same rate and we
expect the slowdown to persist as the
country transitions from an investmentdirected command-and-control economy to
one that is more market-based.

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

SLIDE 8

Economic Contagion Risk:
Chinese home prices may be bottoming
China home prices: 70 medium and large cities

Home prices in China appear to have hit the
bottom. While prices are generally way
off their highs, the slight uptick in the
most recent data hints at the departure
of speculators from the Chinese housing
market.

Source: Pavilion Global Markets (National Bureau of
Statistics of China Data via Datastream); May 2015
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Economic Contagion Risk:
Rise in China’s Market Driven By Local Investors
MSCI China and China A Series LTM P/E

So where has all that speculation gone? It
appears to have flooded into the Chinese
stock market, leading to an enormous
expansion in local share values. The total
volume on the Chinese stock market has
exceeded the volume of all the other stock
markets in the world over the past three
months on several separate days. Speculation
has just been enormous.

Source: Pavilion Global Markets estimation (data via Bloomberg,
China Household Finance Survey); June 30, 2015

SLIDE 10

Economic Contagion Risk:
Timeline: China’s measures to prop up the market
SSE Composite - Price

When China’s stock bubble began to deflate,
the Chinese government, which views the
crash as a state security risk, began to
implement policy after policy to prop up the
market. Ultimately, we believe that these
actions, as with all interferences with capital
markets in the past, are doomed to fail. And
the main concern is that a prolonged bear
market in Chinese equities would be a drag
on the real economy in China, and in turn a
drag on the global economy which is
already perilously weak.

Source: New York Times: China’s Market Rout Is a Double Threat; July
14, 2015

SLIDE 11

Rise in emerging market debt funded externally
Emerging market corporate debt by region

The outlook for emerging markets is grim,
in our view, particularly for countries with
current account deficits that have been
funded with Treasuries. The World Bank
put out a very lengthy paper indicating that
it felt the emerging markets were in a serious
circular negative period and that is something
that we subscribe to here.

Source: Pavilion Global Markets estimation (data via BIS), External
loans of BIS reporting banks in developing countries;
December 31, 2014
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SLIDE 12

Japan still facing challenges
Japan wages year-over-year % change
					
1

Japanese corporate liquidity
keeps climbing2

Japan’s stock market in dollars terms has
been one of the best developed markets by
far this year. This has been a bit of a surprise
to us because underneath it all Japanese
wages year-over-year have risen very little
despite a rise in corporate liquidity. We
believe that this growth has been
underpinned by the change in the statefunded pension scheme. The Japanese
Government Pension Investment Fund
recently made a substantial shift to
riskier assets, which are contributing, in
our belief, to these substantial stock
market gains.
Source: 1. Strategas Research Partners, Annex-TBL Ratio to the Preceding year (%,Establishment with 5 or more employees); May 2015
2. Pavilion Global Markets (Cabinet Office, BOJ data via Datastream);
December 31, 2014

SLIDE 13

Disconnenct: Federal Reserve vs. Market Expectations
Expectations of federal funds rate through December 2017

U.S. Markets: David Pearl
The issues around the globe, particularly in
Greece and China, have affected the U.S.
market over the last few weeks, but we
believe overall fundamentals in the United
States are good and will drive the market over
the next year to two years. One of the more
important macro issues facing the U.S. is
the normalization of interest rates and
here we see the disconnect between what
the Fed anticipates (dotted line chart from
Federal Open Market Committee minutes)
and what the market is pricing based on
the futures market for the Fed Funds Rate.
Source: Strategas Research Partners; July 2015

SLIDE 14

Inflation still relatively benign
U.S. inflation: headline and core

Inflation, a key driver of Fed policy on
rates, has been relatively subdued. The
biggest swing factor is the non-core CPI,
and most significant metric in that bucket is
energy. The drop in oil prices has really been a
boom to consumers by lowering their energy
costs and, in turn, controlling inflation.

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 &
Energy, Percent Change from Year Ago, Monthly, Seasonally Adjusted;
May 2015
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SLIDE 15

More slack exists than the unemployment rate portends
Employment to population ratio vs. unemployment rate

Another other major variable in the policy
discussion is employment. While the
unemployment rate has steadily declined,
the broader measure, the participation
rate, has remained stubbornly low.
Structural changes are at play here. We’ve
moved to a more capital-lite world with
higher productivity in automation, not just
replacing factory workers with machines but
replacing service workers as well. The
consequence has been a tougher recovery
for employment than past recoveries,
slowing the rate of growth, and with that,
wages and inflation.

Source: Pavilion Global Markets (data via Bloomberg) July 2015

SLIDE 16

Real wages have been surprisingly strong . . .
Year-over-year change in average hourly earnings private nonfarm payrolls

And here we see this effect on wages.
Nominal wages have been relatively flat,
which has been disappointing, but there
has been an increase in purchasing power
for consumers due to lower oil prices.

Source: Strategas Research Partners; May 2015

SLIDE 17

. . . Leading to improving consumer confidence
University of Michigan Consumer Sentiment Index

As a result, consumer spending has been
picking up recently (and notably within the
last few reporting periods) in line with the
aforementioned purchasing power. We all
believe, however, that for the recovery to reach
escape velocity we will eventually need to see
sustainable wage growth.

Source: Federal Reserve Economic Data, Epoch Investment Partners;
June 2015
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SLIDE 18

Investment becoming supportive
Private non-residential investment: % of GDP

We are also seeing a modest recovery in
corporate investment.

Source: Strategas Research Partners; 1Q 2015

SLIDE 19

The public sector is no longer a drag on the economy
Government contribution to real GDP

The public sector also has recovered from
being a drag on GDP, to being a
contributor. As state budgets are beginning
to balance or show surpluses, hiring is
beginning to resume, and public spending is
beginning to increase. While we don’t think
it’s going to revert back to the massive
spending we had prior to the financial crisis,
it still has gone from a negative to a positive,
which is an encouraging sign.

Source: Strategas Research Partners; 1Q 2015

SLIDE 20

The market is looking through current 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, from 11.5x
earnings in 2012 to 17x today, discounting
the fact that earnings from energy companies
have gone down. We don’t think there is that
much more upside in PEs but at the same
token, we don’t see the collapse happening
anytime soon. So if PEs are relatively flat,
the returns you will get in the market come
from the growth in earnings and dividends.

Source: Standard & Poor’s, Yardeni Research,
Epoch Investment Partners; July 2015
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SLIDE 21

First rate hike positive for market over medium-term
Market performance before and after first rate hike following a recession

Another point we think is interesting is the
effect rate hikes have had on certain sectors.
Here we see the sector returns before and
after interest rate increases following the
six previous recessions. Prior to a rate hike,
many sectors anticipate the rise in rates, like
financials, and perform well. As the yield curve
normalizes, their relative outperformance starts
tapering off. But very cyclical industries, very
economically sensitive industries such as
industrials and technology, do quite well after a
rate increase presumably because the increase
is driven by a stronger economy.
Source: Strategas Research Partners; Average returns taken from time
periods following previous six recessions circa: 1971, 1975, 1980,
1983, 1994, 2004

SLIDE 22

Global M&A activity continues to accelerate
Monthly global M&A deal value and number

We anticipate that the M&A trend to
continue as long as companies that have
cash but lack the demand to grow
organically can find accretive acquisition
candidates where their return on investment
exceeds their cost of capital.

Source: Strategas Research Partners; June 2015

SLIDE 23

Buybacks and dividends on track for another record year
S&P 500 annual buybacks and dividends

We also believe that the other uses of cash,
buybacks and dividends, will continue to
accelerate for the remainder of 2015,
creating significant value for the shareholder.

1. Projection based on current run rate; Dividends through 6/30/15;
Buybacks through3/31/15;
Source: Strategas Research Partners, Standard & Poor’s; 1Q 2015
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SLIDE 24

1. World is growing slowly and steadily
2. Contagion risks (financial, political and economic) lead to market
volatility
• Greece: Political contagion risk
• China: Economic contagion risk

3. First rate hike historically a positive for stocks over a 6 - 12 month
time horizon
4. Regional attractiveness: Europe, U.S, Japan & U.K.
5. Emerging markets unappealing for the most part
6. Companies generating free cash flow will continue to distribute a
rising proportion of that total to shareholders
7. Ideal company to own: one which has proven they can grow 		
their free cash flow, even in a tepid economic environment and
have a disciplined approach to allocating cash that will 		
create value for shareholders

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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