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SLIDE 1

Secular Stagnation
Advanced economies growth and inflation

Global Markets: Bill Priest
Let’s start with the concept of secular
stagnation, which Larry Summers believes is
the case, versus cyclical debt overhang, which,
according to Ben Bernanke, will recede as
growth picks up. Whether secular stagnation is
the right phrase or not, we do believe we are
in a period of growth that is well below the
historical average. Growth in the workforce
in developed countries is very modest.
Productivity, the way it is currently measured,
has been sliding. Thus, we have a very sluggish
growth rate. It is positive, but almost all of it
has come from the U.S. as far as the developed world is concerned.
Source: IMF World Economic Outlook; October 2015.

SLIDE 2

Global Debt Is Higher Today Than In 2007
Global Stock of Debt Outstanding by Type

1. 2Q14 data for advanced economies and China; 4Q13 data for other developing economies
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Part of the argument behind the secular
stagnation theory is the fact that global debt
today is higher than it was in 2007. You can
see which segment has grown the most. From
2000 to 2007, it was a combination of
financial household debt. We needed to move
debt from households and the banking system
and put it on a longer-duration entity, in other
words, governments. Government debt has
risen at 9% since 2007. As a result, this has
been a drag on real growth and, rightly or
wrongly, unpaired fiscal policy spending
patterns.

Source: McKinsey & Company, Debt and (not much) deleveraging;
February 2015.
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SLIDE 3

Equity Markets Have Re-rated As A Result of QE1
Cumulative contribution to return		
2012 through 2014			

S&P 500 next twelve months		
earnings multiples

Please see our white paper dated May 29, 2014: The Power Of Zero + The Power Of The Word http://www.
eipny.com/epoch_insights/papers/the_power_of_zero_the_power_of_the_word
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SLIDE 4

Secular Stagnation Fear And Central Bank Intervention Reflected In
Sovereign Yields
Global 10-year bond yields

It was imperative that we have quantitative
easing, as we had a financial crisis that was
potentially horrific. The form of the response
led to a change in the discount rate for
financial assets by pulling down interest rates
to near zero, which pushed up present values.
The box on the left shows that the gains in
stocks from 2012 through 2014 came
mostly from valuation expansion: it was all
QE driven. In the box on the right you can see
that earnings multiples soared until this
August, when a lack of growth started to
impinge on growth-rate expectations and we
had a fairly significant sell-off.
Numbers may not total due to rounding.
Source: Standard & Poor’s; MSCI; Epoch Investment Partners;
December 2014.
Source: Standard & Poor’s; Yardeni Research; Epoch Investment
Partners; September 2015.

To the extent growth remains disappointing,
Europe and Japan are likely to continue QE, and
you can see that in the performance of their stock
markets recently. QE is pretty much over in the
U.S. and the U.K. Bond yields at these levels
encourage people to move to more risky
assets, such as equities. The yield on stock
market indices are higher than bond indices, and
there is a growth rate to the dividend yields on
equities as well. Volatility remains higher for
equities, however.

Source: FactSet; Epoch Investment Partners; October 12, 2015.

SLIDE 5

The Big Problem: A Lack Of Growth
World real GDP growth estimates continue to be revised down

The way to think about the big picture is that
there is a lot of debt, a lack of growth, and
no inflation. There is a deflationary specter
haunting central bankers and causing them
to look for the tools to prevent that. And right
now, the only tool that they have available is
more QE.

Source: IMF World Economic Outlook; October 2015.
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SLIDE 6

2% Is The New 4% For Mature Economies
GDP Components

1. Includes all 28 members of the European Union as well as Iceland, Norway and Switzerland, Australia, Canada, Hong Kong,
Israel, New Zealand, Singapore, South Korea, Taiwan
2. Includes China, India, Bangladesh, Cambodia, Indonesia, Malaysia, Myanmar, Pakistan, Philippines, Sri Lanka, Thailand,
Vietnam, Argentina, Barbados, Bolivia, Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Ecuador, Guatemala, Jamaica,
Mexico, Peru, St. Lucia, Trinidad & Tobago, Uruguay, Venezuela, Algeria, Bahrain, Egypt, Iran, Iraq, Jordan, Kuwait, Morocco,
Oman, Qatar, Saudi Arabia, Sudan, Syria, Tunisia, United Arab Emirates, Yemen, Angola, Burkina Faso, Cameroon, Cote d’Ivoire, DR
Congo, Ethiopia, Ghana, Kenya, Madagascar, Malawi, Mali, Mozambique, Niger, Nigeria, Senegal, South Africa, Tanzania, Uganda,
Zambia, Zimbabwe

It all adds up to roughly a 2% growth rate
for developed economies — that’s
probably the best you can hope for.
Looking at developing economies, frankly, no
one believes the numbers from China. China
is a big economy, and the world needs China
to grow; but whatever its real growth rate is, it
is probably overstated here.

Source: The Conference Board, 2015. The Conference Board Total Economy
Database™, May 2015, http://www.conference-board.org/data/economydatabase/.

SLIDE 7

China’s Contribution To Growth Has Been Substantial
Global GDP Growth 2009-2015 (est) in USD

In the last five years, China represented 46% of
the growth in global GDP. That is an
astonishing number from a single geography.
As this slows down, it’s a problem. The rest
of the developed world simply doesn’t have a
strong growth rate because of poor
demographics and low productivity.

Source: IMF World Economic Outlook; Epoch Investment Partners;
October 2015.

SLIDE 8

China’s Growth Is Weakening

The dotted line is China’s GDP growth forecast
for itself, which is questionable. The other two
lines, electricity consumption and rail cargo
deliveries, are negative year over year. So we
know the industrial economy is suffering.

Source: Pavilion Global Markets (National Bureau of Statistics of
China Data via Datastream); August 31, 2015.
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SLIDE 9

Spike In China’s Economic Policy Uncertainty Index1

1. The measure of economic policy uncertainty for China is constructed using a scaled frequency count of articles about policy-related
economic uncertainty in the South China Morning Post (SCMP), Hong Kong’s leading English-language newspaper. The method follows
Baker, Bloom and Davis’ (2013) news-based indexes of economic policy uncertainty for the United States and other countries.

The Policy Uncertainty Index is based on
news announcements. It is at the highest
level it’s ever been.

Source: “Measuring Economic Policy Uncertainty” by Scott Baker,
Nicholas Bloom and Steven J. Davis at www.PolicyUncertainty.com;
October 2015.

SLIDE 10

Share Of Nominal GDP By Economic Sector

China is trying to rebalance away from this
over-investment, which is suffering
horrible returns on capital deployed,
toward consumption. The marginal efficiency
of invested capital in China is declining
sharply and is a drag on growth, while
consumption, which represents approximately
35% of China’s economy (versus 70% for the
developed world) has been robust.

Source: Bureau of Statistics of China, Factset, Federal Reserve
Economic Data, Epoch Investment Partners; Annual data as of 2014.

SLIDE 11

Retail Sales Growth
Retail Sales

Retail sales growth has been poor, but the
absolute level is pretty good at over 10%, and
there’s little hint it is accelerating. Airline
miles in China have been growing 15% -18%
per year. So the consumer story in China is
just fine. It is this adjustment period that has
been a concern.

Source: FactSet; Epoch Investment Partners; September 2015.
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SLIDE 12

China At The Epicenter Of Declining Growth Expectations

Who is affected most by a Chinese slow
down? It is their commodity trading partners.
Not only is China buying a lot less, but the
price of what they are buying is collapsing.
Less volume and lower prices are
causing a huge problem for the global
commodity complex.
The Pac Rim, which is roughly 30% percent of
global GDP, will also be affected. It will be
noticeable in Korea, Malaysia, and probably
Japan. Europe will also be affected, but not
that much. It will be like catching a bad cold
— it is not a catastrophe. Germany will
probably be impacted more than other
European economies. And the U.S. as a
geography is almost not impacted at all.
Source: Epoch Investment Partners; August 2015.

SLIDE 13

Commodity Exporters And Pacific Rim Most Exposed

It is easy to see that commodity exporters
and the Pac Rim are exposed to a Chinese
slowdown. Chile, for example, in ‘05 exported
the equivalent of 10% of its GDP. Fast forward
nine years and it is over 26%.

Source: Cornerstone; Epoch Investment Partners; August 2015.

SLIDE 14

Still Facing Challenges
Japan wages year-over-year % change1
					

To touch on Japan, wage growth is still very

low. They would like to get inflation to 2% and
Japanese corporate liquidity keeps 		
they would like to see it reflected in wages,
climbing2

but it’s just not happening.
An interesting point is that there is an
enormous amount of capital locked up in
Japanese companies, as seen in the box on
the right. Abenomics has been encouraging
companies to do something with it — such
as, give it back through dividends or share
buybacks or reinvest and acquire. If this
capital is allocated to useful economic
outcomes, Japan could become very
interesting from an investment standpoint.

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); August 31, 2015.
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SLIDE 15

European Data Is Exceeding Lowered Expectations

The Economic Surprise Index suggests
that when the numbers come out, vis-àvis forecasts, they have been slightly
better than expectations. But it is still not
far above zero.

The Economic Surprise Index measures whether data releases from
an economy or group of economies have beaten or missed
expectations in the past 90 calendar days. A positive index reading
means that releases have been better than expected and a negative
reading means that releases have been worse than expected. The
index is measured in basis points of aggregated and decay-adjusted
standard deviations of surprises and has no natural bounds.
Source: Eurozone Surprise Index; October 2015.
1.

SLIDE 16

World Is Experiencing An Uneven Recovery
Eurozone, U.S., Japan and U.K. industrial production

The next slide summarizes all of this and
highlights that the world is experiencing a
very uneven recovery. As you go back to 2005
and then you look through the ’08−’09 period,
the only country that is better off today
than in ’05 is the United States. Virtually
everyone else in terms of industrial production
is no better off and some are worse off than
they were in ‘05.

Source: FactSet; Epoch Investment Partners Inc.; Indexed to 100 in
January 2005; September 2015.

SLIDE 17

More Slack Exists Than The Unemployment Rate Implies

U.S. Markets: David Pearl

Employment to population ratio vs. unemployment rate

The official unemployment rate has gone from
10% to 5%, which normally would imply full
employment and lead to wage gains, but there
is a large amount of slack in the workforce
due to structural unemployment. That is,
people who have left the workforce and who
will not return. Certainly, those with specific
skill-sets, such as Silicon Valley engineers,
nurses and some very highly skilled workers
are beginning to experience wage increases,
but the amount of slack is hindering growth
across the board.

Source: Pavilion Global Markets (data via Bloomberg); September 2015.
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SLIDE 18

Inflation Remains Benign

In the U.S., we have been experiencing
rather benign inflation. This is attributable to
the weakness in commodities and energy due
to the slowdown in China, and the low cost of
energy which has suppressed the cost of goods.
The dollar has also strengthened as a result of
accommodative monetary policies in other
countries, leading to deflationary tendencies in
the U.S.

5-Year Forward Inflation Expectation Rate, Percent, Daily, Not
Seasonally Adjusted.
2
Personal Consumption Expenditures: Chain-type Price Index,
Percent Change from Year Ago, Monthly, Seasonally Adjusted
Source: Federal Reserve Economic Data; Epoch Investment
Partners; October 2015.
1

SLIDE 19

Real Wages Have Been Surprisingly Strong . . .
Year-over-year change in average hourly earnings private nonfarm payrolls

With consumer spending representing 70% of
GDP, growth in the U.S. has been led by the
consumer. Even though real wages have
not increased yet, purchasing power for
consumers has increased. The catalyst here
has been the lower cost of energy and, with
more money in their pockets, consumer
spending in the U.S. has been robust.

Source: Federal Reserve; Epoch Investment Partners; September 2015.

SLIDE 20

. . . Leading To Improving Consumer Confidence
University of Michigan Consumer Sentiment Index

Consumer confidence has risen almost
concurrently with the economy as a result of
the increases in employment, and the
aforementioned real wage windfall.

Source: Federal Reserve Economic Data, Epoch Investment Partners;
September 2015.
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SLIDE 21

Regional Housing Prices Have Recovered In Booming Areas
S&P/Case-Shiller Home Price Indices

Another important aspect of the recovering
economy has been the improvement in
regional housing prices. The most significant
improvements happen to coincide with the
areas geographically that are among the
strongest regional economies in the U.S.:
Silicon Valley, Atlanta, Charlotte, Texas and New
York. These regions have experienced
significant job growth for various reasons. Of
course, low rates have helped the housing
market, and other assets, creating an important
wealth effect.

Source: Standard & Poor’s; Epoch Investment Partners; Indexed to
100 January 2007; September 2015.

SLIDE 22

The Public Sector No Longer A Drag On The Economy
Government contribution to real GDP

The public sector has experienced positive
receipts and therefore can begin to
increase spending. This had been a drag
since the financial crisis and now many state
budgets have a surplus and they’re beginning
to spend, which is having a positive impact
on GDP.

Source: Strategas Research Partners; 2Q 2015

SLIDE 23

Real Time Estimates For Third Quarter Show Weak Growth
Contributions to real GDP growth

1

GDP growth for the first and third quarters
had been very modest, while GDP in the
second quarter was very strong. The swing
factor in these differences has been
inventories — in the second quarter, we built
inventories and in this quarter, we are drawing
down those inventories.
We think U.S. GDP will average in the 2% 2.5% range. If that is the case, that makes
the U.S. a good place to be if you’re an
investor, or at least relative to anywhere
else in the world. Only China really has a
higher GDP growth expectation, but that
number is decelerating.

The Atlanta Fed GDPNow model also mimics the methods used by the BEA to estimate real GDP growth. The GDPNow forecast is
constructed by aggregating statistical model forecasts of 13 subcomponents that comprise GDP. Other private forecasters use similar
approaches to “nowcast” GDP growth. However, these forecasts are not updated more than once a month or quarter, are not publicly
available, or do not have forecasts of the subcomponents of GDP that add “color” to the top-line number. The Atlanta Fed GDPNow
model fills these three voids.
1
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Source: GDPNow; Federal Reserve Bank of Atlanta.
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SLIDE 24

Official Measures Of Productivity Remain Weak
Non-farm business sector: real output per hour of all persons1

1.

Non-farm business sector: real output per hour of all persons Quarterly, Seasonally Adjusted

While productivity metrics remain weak, it
should be noted that productivity is a
difficult number to measure, specifically in
the service sector because of technology.
There’s been an influx of smart appliances and
smart devices that improve efficiency and
reduce labor costs and these improvements are
not accounted for in GDP measures. For
example, when you think cloud computing, it
makes employees more productive and you
need fewer employees to get the job done
because you don’t need your own computer/IT
department.

Source: Federal Reserve Economic Data; Epoch Investment Partners;
April 2015.

SLIDE 25

Interest Rate Expectations Changed Sharply Post-Meeting
Implied Probability of a fed rate hike on or before Fed meeting1

Here we see the change in expectations
regarding the Fed rate hike. While the
expectation is that rates are, in fact, going
to go up, it’s just not happening as quickly
as originally thought. So the expectation
now is that rates will remain low for longer
and generally speaking that’s not a bad thing.
The significant outcome from the most recent
meeting was the change in language, where
the Fed implied they could see the possibility
for more weakness in the economy, which
certainly had an impact on markets.

Based on CME Group 30-Day Fed Fund futures prices, which have
long been used to express the market’s views on the likelihood of
changes in U.S. monetary policy.
Source: CME Group; October 15, 2015.
1.

SLIDE 26

Measures Of Risk Have Spiked In Financial Markets
CBOE Volatility Index

External factors, such as Greece, China, the
Fed announcement and Hillary Clinton’s
attack on drug companies, led to a
dramatic increase in volatility during
the period.

Source: CBOE.com; October 2015.
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SLIDE 27

Stock Correlations Have Risen

Correlations rose with the spike in volatility. The
result was a difficult period for stock pickers as
everyone got out of the market at the same
time. This coincided with the 10-year Treasury
falling from around 2.5% earlier in the year, to
around 2%. So it was a significant “risk off”
period for the market.

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

SLIDE 28

October Has Been A Reversal Of The Third Quarter
S&P 500 Index total returns

Here we see how sectors reversed during the
month of October from the results of the third
quarter. In the third quarter, what you
really wanted to own were utilities and
consumer staples, while avoiding riskier
sectors. The market is beginning to digest all
of the external factors, but the big question is
whether China has bottomed. If it stabilizes,
even if it’s at a lower rate, 3% or 4%, it will be a
positive for equity markets.

Source: Standard & Poor’s; Factset; Epoch Investment Partners;
October 14, 2015.

SLIDE 29

Earnings Estimates Continue To Fall
S&P 500 earnings estimates

The other significant thing that’s happened
this year is that earnings expectations have
continued to fall. The question is, will 2016
remain true to form where everyone’s
expectations are overly-optimistic early, and
the numbers continue to fall?
If U.S. job growth continues and GDP is
positive, even at a 2% to 2.5% rate, we will
have small earnings growth, and when you
add return of capital in the form of dividends
and share buybacks, we anticipate that
we can have a positive return in the stock
market, probably exceeding that for other
asset classes.

Source: Standard & Poor’s; Epoch Investment Partners; October 2015.
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SLIDE 30

S&P 500 Index Sector Valuations And Earnings Revisions

When we look at valuations and expectations,
clearly the earnings expectations are coming
down for next year, but valuations are more
reasonable. Financials are the cheapest, and
while it would be better for financials, generally
speaking, to have rates rise, a stronger economy
will translate into fee growth. We do think there’s
opportunity in more economically sensitive
industries as well, like industrials. Earnings
haven’t been so bad and we’re starting to see this
quarter’s announcements actually be better than
the lowered expectations. Technology results
have also been positive looking at the recent
earnings over the last couple of days.
Source: Standard & Poor’s, Factset; Epoch Investment Partners;
September 2015.

SLIDE 31

Where Will Free Cash Flows Go?

So where will free cash flows go? At the end of
the day, successful investing is linked to
prudent capital allocation. The key here is:
can you earn something above your cost of
capital? So if a company can reinvest $1 at a
rate above its cost of capital, it should do so.
Therefore, those companies that can do
that are involved in capital spending
and acquisitions.
On the other hand, if you can’t exceed your
cost of capital, you should give the money
back to investors in the form of cash
dividends, buybacks and debt reductions,
which we call shareholder yield.

SLIDE 32

Buybacks And Dividends On Track For Another Record Year
S&P 500 annual buybacks and dividends

1.

Projection based on current run rate; Dividends through 6/30/15; Buybacks through 3/31/15
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Buybacks and dividends are on track for a
record year. This will exceed a trillion dollars,
or over 6% of GDP. As we move into a more
capital-lite world, companies will be able to
sustain their margins and generate free cash
flow. If the world continues to grow at 2%,
as opposed to 4%, we anticipate that a
large amount of that cash flow will
continue to go to dividends and share
buybacks. It’s important to note, however,
that buybacks have to be net of shareholder
issuances to have a real effect.

Source: Strategas Research Partners, Standard & Poor’s; 1Q 2015.
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SLIDE 33

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

The other focus of capital use is going to
continue to be M&A activity. As with
dividends and buybacks, M&A activity is
also on pace for a record this year. CEOs who
are charged with growing their businesses, but
who lack the opportunities to do it organically,
will continue to pursue that goal externally via
M&A activity.

Source: Strategas Research Partners; September 2015.

SLIDE 34

1. Secular Stagnation: low growth, low inflation and lots of debt
2. The end of QE’s effect on valuation metrics (think P/Es) in U.S. and
U.K.; likely to continue to play a valuation role in Japan and Europe
3. Economic contagion emanating from the slowdown of the world’s
third largest economy
4. The date of the Fed’s exit from zero rates has been pushed out
5. Volatility will be above average in financial markets
6. U.S. well positioned and in recovery
7. Companies that generate free cash flow with managements that are
good capital allocators should win

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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