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Edited transcript — July 21, 2016
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 Kevin Hebner, Epoch’s global investment
strategist. 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

Bill Priest:
The extraordinary rise in equity markets
observed since early 2012 has mainly been
the result of an increase in PE ratios, rather
than growth in earnings or dividends. For
example, of the 83.3% rise in the S&P 500 since
January 2012, almost two-thirds was due to PE
expansion, with the remainder split between
EPS growth and dividends. For the MSCI, the
attribution to multiple expansion is even more
dramatic. This highly unusual situation is largely
the result of central bank policies, including QE
and NIRP, and expectations regarding additional
unorthodox measures.
Source: Bloomberg, Standard & Poor's, MSCI, Epoch Investment
Partners; June 2016

slide 2

During the last five years the S&P 500 has
significantly outperformed the MSCI World
ex-US equity index, and the reason is all about
earnings. There has been substantial earnings
growth in the S&P 500, roughly doubling from
the January ‘09 bottom, and up solidly over the
last four years. By contrast, although earnings
outside the U.S. are up from early 2009, the gain
has been modest. Stronger earnings growth in
the U.S. is the principal factor explaining the
difference in performance.

Source: Bloomberg, Epoch Investment Partners; Indexed to 100 January
31, 2007; July 2016
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slide 3

Even with solid earnings growth, the U.S. equity
market has marched ahead so that PE multiples
have hit new multi-year highs. In January 2012
the S&P 500 sold at 12 or 13 times forward
earnings. However, we are now over 18 times.
This is the effect of QE and the power of zero
(‘lower for longer’ discount rates) in a present
value equation. Further, central bankers keep
promising markets that, if current measures
don't prove sufficient, there is potentially much
more to come. I think this monetary policy ‘put’
is doing much to underpin the valuation of
equity markets today.
1. Please see our White Paper dated May 29, 2014: The Power Of Zero
+ The Power Of The Word
Source: Standard & Poor’s, Bloomberg, Epoch Investment Partners; June
13, 2016

slide 4

Since 2011 global growth has been weak and the
IMF's estimates have consistently been revised
down. This illustrates what Larry Summers
calls ‘secular stagnation’; i.e., that growth and
bond yields will remain low due to weak global
demand, reflecting a combination of poor
demographics, deleveraging, income inequality,
tepid capex growth, and so on. This worries
central bankers (who fear deflation above all
else) and is a key reason why I believe there
is a ‘put’ underlying the market today. Central
bankers will continue to come up with novel
ways to keep the discount rate exceedingly low
and provide high valuations to financial assets.

Source: IMF World Economic Outlook; April 2016

slide 5

Secular stagnation implies that ‘2 percent is
the new 4 percent’ for real GDP growth in
industrialized economies. This table provides
the Conference Board’s estimates from both
May 2015 and May 2016. Note that U.S. growth
has fallen moderately, from 2.3% in 2015 to
an estimate of 1.7% in 2016. We do want to
emphasize though that official statistics in the
U.S. significantly underestimate productivity
growth, mainly due to mis-measurements tied
to new technologies and the Internet. Also note
that the Board’s estimate for Chinese growth has
declined dramatically, but this is entirely due to
their new, much improved and we believe more
accurate method for forecasting Chinese GDP.
Source: The Conference Board Total Economy Database™, May 2015
and May 2016
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slide 6

China’s economy is slowly and gradually
rotating away from investment and heavy
industries toward the consumer and services. We
expect consumption to increase toward 51% of
GDP next decade (most developed economies
are at 65 to 75%), with investment declining
toward a still high 34%. This is good news for
companies involved in domestic consumption and
services, but will represent a major headwind for
commodities and capital spending well into the
next decade.

Source: McKinsey; March 2016

slide 7

Regarding the June 23 Brexit vote, there are
three potential forms of contagion — financial,
economic and political. We believe there is
little in the way of financial contagion and
central banks are well positioned to deal
with anything that does unexpectedly arise.
Economic contagion is also limited, although
we don't want to dismiss this as a non-event
and we remain concerned about Italian lenders.
Political contagion though is a big risk, with the
upcoming Italian referendum in October and a
host of general elections next year.

Source: Epoch Investment Partners; July 2016

slide 8

Inflation remains too low in a large majority
of OECD countries, keeping central banks on
high alert. Thirty of the 35 OECD countries
are experiencing inflation under 2%, with 25
actually under 1% and 11 below 0%. This means
that deflation risks are real in most OECD
countries and that further unconventional
policy announcements are more likely than
not, particularly in Europe and Japan. Watch
for more QE and NIRP, and possibly helicopter
money. Further, we expect policy makers in the
U.S. and other OECD countries to increasingly
make the case for fiscal spending, particularly on
infrastructure projects.

Source: OECD, Epoch Investment Partners, June 2016
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slide 9

Negative interest rate policies have been
implemented in six countries since 2012 and
this list is likely to expand further over coming
years. Further, interest rates are lower than they
have been in the history of man. There are data
series that go back hundreds and hundreds of
years, and they've never been this low before.
While this raises the risk of a dislocative move in
bond yields, we believe this is a low probability
event as our analysis strongly suggests we are
in a ‘lower for longer’ interest rate environment.
The good news is that this suggests 'higher for
longer' equity multiples.

Source: Bloomberg, Epoch Investment Partners; July 2016

slide 10

One of our key investment themes concerns
the impact of technology on productivity, cash
flow and profit margins. New technologies
and business models will be primary drivers of
business creation and productivity, as well cash
flow and profit margins. However, this presents
a huge challenge for national accounts and GDP
measurement. Innovation and differentiation—
the creation of things new and singular—are
a boon to economic progress and the bane of
economic measurement. We believe productivity
growth is being significantly underestimated in
official data and that profit margins can remain
at relatively high levels.

slide 11

Corporate America has entered into a capitallight world, as can be seen by the structural
decline in capex as a percentage of U.S.
company profits. In the 1970s and 1980s
capital expenditure typically represented about
60% of corporate earnings. Since then it has
been in a secular declining trend, aside from
the temporary increase to 70% during the tech
bubble. However, it is running around 20 - 25%
today, much lower than earlier levels. You don't
need the same dollar value of bricks and mortar
to generate a dollar of sales today, so asset
utilization and RoE has improved. This is also
good news for cash flow and profit margins.
Technology is your best friend.
Source: Bloomberg, BEA; March 2016
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slide 12

An increasing percentage of companies possess
zero inventories. Not only has corporate America
entered a capital-light world, but we are also
in an inventory-light economy. The rise of
companies with zero inventories reflects the role
of technology, the new economy and a greater
emphasis on services. The fact that working
capital is managed more efficiently today
than it used to be is again positive for asset
utilization, RoEs, cash flow and profit margins.
It also suggests future recessions may be less
disruptive, as downturns are usually driven by
companies cutting back dramatically on capex
and inventories.
Note: Chart excludes temporary impact of tech bubble in the late 1990’s
Source: ClariFi, Morgan Stanley; December 2015

slide 13

Technology is positive for all three components
of return on equity. The first component is profit
margins (profits/sales), while the second is asset
utilization (sales/assets) and the third is leverage
(assets/equity). The new technologies allow for
improved margins essentially because you have
lower labor costs per dollar of sales. Further, you
have higher sales per dollar of physical assets
(such as plant, equipment and inventories),
because we are in an asset-light world. Finally,
leverage could be higher or lower, but given
how low the cost of debt is today, you have
seen a substantial increase in leverage in many
companies. All this points to higher ROE and
technology is behind this.

slide 14

We believe the outlook for equities is better than
that for bonds, partially because equities offer
much higher yields. To illustrate, the yield on
the U.S. 10-year government bond is only 1.55%,
whereas the average dividend yield on the S&P
500 is 2.12%. And that doesn't even take into
account the average buyback yield of 3.2% in the
U.S. For many other markets the yield advantage
of equities is even greater. For example, in
Europe and Japan 10-year bond yields are
actually in negative territory, while dividend
yields are 4.08% and 2.17%, respectively. Finally,
in the U.K. the average stock's dividend yield is
over 3 percentage points higher than the 10-year
bond yield of 0.80%.
Source: Bloomberg, Epoch Investment Partners; July 19, 2016
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slide 15

Companies that will win in the long run are
those that grow free cash flow on a consistent
basis and are efficient allocators of that capital
across the five choices. At Epoch we seek
to identify companies where management
has demonstrated a wise and capable ability
to allocate capital among: cash dividends,
buybacks, debt reduction, acquisitions and
internal projects. Now, in the short run equities
can be influenced by many factors, including
QE, but in the long run sustainable cash flow
generators and efficient allocators of capital
will win. Additionally, given today’s low growth
environment, we expect M&A activity will be
high and that we will continue to see rising
payout ratios.
slide 16

David Pearl:
U.S. employment growth has been choppy, but
the underlying trend is solid, and wage growth
is clearly picking up. The U.S. economy has been
in a tepid, but steady GDP growth trajectory
of around 2%. This slide looks at employment
and wage data because the U.S. economy is
primarily consumer driven. Although monthly
employment data has been volatile, the
underlying trend shows a robust and steady
recovery. Similarly, wage growth is clearly on an
uptrend. Although the current recovery may be
one of the most tepid since World War II, it is a
recovery nonetheless.
Source: Bloomberg, Epoch Investment Partners; June 2016

slide 17

U.S. personal income growth is strong and is the
key driver of consumption (which in turn is the
key driver of the domestic economy). Consumer
spending represents about 70% of the economy
and it is clear that consumers are feeling more
confident and they’re actually spending now.
Further, their real purchasing power has been
helped by the strong U.S. dollar (keeps import
prices low) and the decline in energy prices. So
people who consume imports and drive cars have
more spending power than they used to, even if
their wages haven't gone up that much yet.

Source: Bloomberg, Epoch Investment Partners; June 2016
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slide 18

Credit conditions are crucial to the recovery and it
has become clear that mortgages and consumer
credit are growing solidly. The chart on the left
shows that mortgage applications for home
purchases have accelerated, so the residential
real estate market is solid. Part of this reflects
today’s very low level of interest rates. Further, as
the chart on the right demonstrates, consumer
credit has picked up; this is very important as the
U.S. is a credit-driven economy. After the financial
crisis, consumers were focused on deleveraging
and paying down debt, but these charts indicate
that consumers have become confident enough to
start leveraging up a bit.
Note: Data indexed to 100 on June 2011 (left)
Note: Revolving includes credit cards, while non-revolving credit
includes auto loans (right)
Source: Bloomberg, Epoch Investment Partners; June 2016

slide 19

The U.S. economy and stock market have little
direct exposure to Europe and the U.K., so we
believe the implications of the Brexit vote are
manageably small. Only 3.8% of total U.S. exports
go to the U.K., representing 0.3% of American
GDP. Similarly, 18.4% of our exports head to
Europe, amounting to 1.5% of GDP. Further, the
U.K. represents only 2.9% of S&P 500 revenues,
with this proportion being highest for energy
and IT companies, and lowest for utilities and
telecoms. So even if the U.K. does enter into a
recession, the knock-on impact to the U.S. will be
quite small.

Source: Bloomberg, Epoch Investment Partners; June 2016 (left)
Source: FactSet, Epoch Investment Partners; June 2016 (right)

slide 20

State and local government investing has
recovered from the declines of 2009 – 2014
and is now accelerating and contributing
positively to GDP growth. Many of these
governments fell into difficult situations due to
the impact of the financial crisis and the ensuing
recession on their revenues (especially those that
were real estate related). Given that they can’t
print money, this meant severe cuts in spending.
However, during the past two years their receipts
have improved sufficiently that they are now
able to hire and spend again, which is very
meaningful to the U.S. economy.

Source: Bloomberg, Epoch Investment Partners; June 2016
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slide 21

Although 2016 earnings growth for the S&P 500
is expected to be only 0.5%, the good news is
that it is no longer being revised down. Sell-side
analysts are almost always overly optimistic, so it
is quite normal for earnings to be revised down
as the year proceeds and 2016 was no exception.
At the beginning of this year analysts were
expecting 2016 earnings growth of 5.0%, but this
has since been revised down to just over zero.
The positive takeaway is that earnings forecasts
have stabilized and estimates are not being
lowered anymore. This means the worst for
earnings is likely over and consensus estimates
for the second half of the year should come in a
bit higher.
Source: FactSet, Epoch Investment Partners; July 2016 (left)
Source: Standard & Poor’s, Epoch Investment Partners; July 2016 (right)

slide 22

During the last two years defensive sectors have
outperformed economically sensitive sectors,
resulting in a dramatic divergence in their valuations. Defensives have performed well partially
because some investors sought equities that had
low volatility, steady free cash flow and attractive
dividend yields. As a result, defensive sectors were
bid up, resulting in PE expansion, especially relative
to cyclicals. So from a stock picking perspective, we
do see select opportunities in cyclicals. Health care
is also interesting, given its strong earnings growth
and the multiple compression it has encountered.
Financials are a bit different, given challenges from
low interest rates and government regulation.
Cyclical sectors include autos, capital goods, materials, consumer durables,
and so on. Defensives sectors include utilities; telecoms; food, beverage
& tobacco; pharma; and so on. Source: Bloomberg, Epoch Investment
Partners; Indexed to 100 in June 2014; July 2016 (left)
Source: Standard & Poor’s Epoch Investment Partners; July 2016 (right)

slide 23

Since the Brexit vote on June 23 equity volatility
has declined markedly, as markets expect central
banks to come to the rescue by loosening
policy even further. In some sense, ‘Bad News is
Good News,’ because the markets believe in a
central bank put. There have been bouts of high
volatility during the last year (e.g., during August
of 2015 when Beijing devalued the RMB), but
they have all been subdued by promises of
additional monetary easing. So although the
current environment offers some interesting
stock picking opportunities in cyclical sectors,
the desire by investors for shareholder yield will
probably continue.

Source: Bloomberg; July 2016
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slide 24

slide 25

Our new book, Winning at Active Management,
explains the essential roles of culture, philosophy
and technology. What do active managers have
to possess to be successful? We think there are
three prisms by which to answer this question.
First, do you possess an investing culture?
And is it a command and control culture, or a
partnership culture? Second, is there a clear,
well-defined investing philosophy that can be
sustained through time? Our philosophy at
Epoch is based on free cash flow and the wise
capital allocations of that free cash flow. Third,
how well do you infuse your investment process
with technology; for example, to make your
analysts more efficient and effective?

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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