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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 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

QE is Losing Traction: Time to Pass Baton to Fiscal Policy?
Too little growth
funded by more debt
causing the end of the big re-rating
Technology is the new macro
causing better productivity and thus
sustaining profit margins while
reconfiguring capital allocation choices
Dividend payers and growth sectors
will benefit from acceleration of technology applications
and an increasingly "capital light" environment
Geo-political issues cast a pall over
all forecasts

Bill Priest:

This slide summarizes the key themes from our
capital markets outlook. First, there is a growing
consensus that QE is losing traction, implying now
is the time to pass the baton. In particular, we
expect to observe more expansionary fiscal policy
next year in a number of countries, including the
U.S., U.K., Japan and Canada. Next, technology is
the new key macro driver. The increasingly capitallight environment is a positive factor for profit
margins and ROE. Further, geopolitical risks in the
U.K. and Europe, as well as the U.S., imply greater
uncertainty and possibly market volatility over the
next 12 months.

SLIDE 2

The End of the Big Re-rating?
Cumulative contribution to return 2012 through June 2016

The extraordinary rise in equity markets
observed since early 2012 has mainly been
the result of an increase in PE ratios. For
example, of the 83.8% 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 World,
the attribution to multiple expansion is even
more dramatic. This highly unusual situation is
largely the result of quantitative easing policies
which seem to have largely run their course. In
our view, we are approaching the end of the big
re-rating in valuation metrics.

Source: Bloomberg, Factset, MSCI, Epoch Investment Partners;
July 2016

Epoch’s Capital Markets Outlook | October 6, 2016

1

Epoch Investment Partners, Inc.

SLIDE 3

Equity Markets Have Re-rated as a Result of QE1
S&P 500 next twelve months earnings multiples

slide 3

Even with modest earnings growth, the U.S.
equity market soared ahead such that PE
multiples hit new multi-year highs. In January
2012 the S&P 500 sold at 12 times forward
earnings. However, we are now over 18 times.
This 50% increase in multiples is the effect of QE
and the power of zero ('low for longer' discount
rates) in a present value equation. What is the
future for multiple expansion? We believe it is
largely behind us, and we are unlikely to see
much in the way of multiple expansion going
forward.

1. Please see our White Paper dated May 29, 2014: The Power Of Zero
+ The Power Of The Word
Source: Epoch Investment Partners, Bloomberg, September 23, 2016

SLIDE 4

Global Debt Levels are Still Rising
Total non-financial sector debt (% GDP)

One of the developments that people don't fully
appreciate is that global debt levels are still
rising. As this slide shows, non-financial sector
debt (as a percent of GDP) is still increasing
in most countries, but especially in Japan and
China. The most worrisome development is in
China, where the buildup in leverage has been
substantial. We are particularly concerned that
debt is building up most quickly in one of the
least productive sectors of their economy; that
is, state-owned enterprises.

What deleveraging?
• During the last two years, debt levels have increased in 90% of countries covered by the BIS.
• Exceptions include Germany, Spain and Sweden.
• The largest increases include China and Japan, but also Brazil, Australia, Canada and France.
Source: Bank for International Settlements; March 2016

SLIDE 5

Higher Debt Enabled by Lower Servicing Costs

Significant debt increases are essentially telling
us that we brought demand forward. That is,
through the mechanism of leverage we were able
to bring future consumption into the present.
Crucially, we have been able to do that because
the carrying cost of that debt has collapsed
(due to aggressive central banks and sluggish
economic growth). Essentially, higher debt levels
have been enabled by lower servicing costs.

* Implied from gross interest payments over gross financial liabilities.
** Includes households, government and non-financial corporates.
Source: Federal Reserve; Bloomberg; September 2016
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SLIDE 6

For Developed Countries 2% is the New 4%
GDP components

slide 6

• The drop from 2015 to 2016 does not represent a hard landing in China, just the
Conference Board's new method for calculating GDP.
• According to their new method, growth was 3.8% in both 2015 and 2016 (down from 5.6%
in 2014).
• China's growth slowdown commenced in 2011.

Secular stagnation suggests 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, 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. underestimate
productivity growth, mainly due to mismeasurements 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, and we believe
more accurate method for forecasting Chinese
GDP.
Source: The Conference Board Total Economy Database™, May 2015
and May 2016

SLIDE 7

Low Inflation (Almost) Everywhere
Number of OECD countries with low inflation

Inflation remains too low in a large majority
of OECD countries, in spite of the extremely
aggressive and unprecedented action taken by
central banks. 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. Given justified concerns regarding the
efficacy of further central bank easing, we expect
greater emphasis on fiscal policy, especially in
the U.S., U.K., Japan and Canada.

Source: OECD, Epoch Investment Partners, June 2016

SLIDE 8

Chinese Growth Aided by Debt Creation
Chinese credit outstanding

China has been the primary source of global
growth since 2009, but too much of that has
been driven by leverage. We estimate that
46% of global growth from 2009 to 2015 was
attributable to China. However, this growth
has been seriously aided by credit expansion,
with roughly half of the additional debt coming
from non-bank channels, which are often
less-stringently regulated. Further, much of
the additional leverage has been taken on by
the less-efficient and relatively unproductive
state-owned sector. All of these trends are deeply
worrisome, but unlikely to precipitate a hard
landing in China.

Source: Bloomberg; June 2016
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SLIDE 9

China at the Epicenter of Declining Growth Expectations

This slide illustrates how China's growth
deceleration is likely to affect other economies.
First affected are commodity trading partners,
such as Australia and Brazil, which have suffered
from a brutal terms of trade shock. Next most
affected are Pac Rim trading partners, including
Japan, Taiwan and Korea, and you can see this in
their export and industrial production numbers.
Moving further out, Europe is affected to a lesser
extent, with the U.S. being only moderately
impacted.

Source: Epoch Investment Partners; September 2016

SLIDE 10

Outcome: Secular Stagnation?
U.S. real bond yields

The outcome of all this is secular stagnation.
As discussed in our September Insight (Secular
Stagnation: "2% is the new 4%" for U.S. growth),
we believe that the deceleration in U.S. and
global growth is due to a combination of factors,
including demographics, excessive leverage,
weak productivity growth, an increasingly
capital-light world and a decelerating China. A
key implication has been the continual decline in
real bond yields, from almost 10% in the early1980s to virtually 0% today.

Source: Epoch Investment Partners; Bloomberg; August 2016

SLIDE 11

Secular Stagnation Fears and Central Bank Intervention
Reflected in Sovereign Yields
Global 10-year bond yields

Secular stagnation fears and central bank policies
have resulted in declining sovereign bond yields
across the globe. The stack of bond yields shown
on this slide has been declining for a long period
of time. We believe abnormally low yield levels
will remain with us for the next several years.
Recent rumors of imminent tapering by the ECB
and BOJ strike us as deeply unrealistic, at least
for the next year or so.

Source: Bloomberg; September 2016
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SLIDE 12

Technology: a New Macro Driver Emerges
- Firms require less physical capital per dollar of revenue
- Firms require less labor per dollar of revenue
- Higher productivity of capital and labor will hurt employment, but how
badly?
• Robots buy nothing!
• Pessimists have a point, but exaggerate.
• Policy needs to step up (education, skills training, mobility).

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. This is because firms
require less labor and less physical capital today
per dollar of revenue. This raises a number of
issues, including that a significant percentage
of jobs might be disrupted by technology, for
example through robots or AI. Further, this
presents a huge challenge for national accounts
and GDP measurement. In particular, we believe
productivity growth is being underestimated in
official data as a result.

SLIDE 13

The Ratio of Investment to Profits has Declined Dramatically
U.S. net business investment as a % of corporate profits

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
expenditures 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. For
investors, technology is your best friend.
Source: Bloomberg; March 2016

SLIDE 14

Inventory-Light Economy
Percentage of U.S. companies with zero inventory

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 (from 5% in
1980 to over 20% today) 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.

Note: Chart excludes temporary impact of tech bubble in the late 1990’s
Source: ClariFi, Morgan Stanley; December 2015
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SLIDE 15

Technology: Impact on Capital Returns
Return on equity components

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,
you don't need the same amount of equity for
the assets involved. Given this, plus 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 positive development.

SLIDE 16

U.S. Employment Growth Choppy, but Solid

David Pearl:

The underlying trend in U.S. employment
growth has been solid — important given that
the economy is primarily consumer driven.
The U.S. economy has been in a tepid, but
steady GDP growth trajectory of around 2%.
Employment growth of around 200,000 a month
for an extended period of time has brought the
unemployment rate down toward 5.0%. There are
even labor shortages in certain skills, particularly
in areas where there is good corporate profit
growth, like Silicon Valley, New York and Texas.

Source: Bloomberg; August 2016

SLIDE 17

U.S. Wage Growth Increasing, but Slowly

Labor compensation is certainly on an uptrend.
Although the current recovery is the most tepid
since World War II, it is a recovery nonetheless.
Aside from being a major positive for the
consumer, rising wage growth is also one of the
most important considerations for the Federal
Reserve, which is widely expected to hike again
this December.

1. Atlanta Fed measure starts in 1997, and estimates median wage
growth over a 12-month period for the same set of individuals (so is less
impacted by changes in survey and labor force composition)
Source: Bloomberg; August 2016
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SLIDE 18

Consumption to Remain the Key Driver of U.S. Growth
Real disposable income growth
a respectable 2.7%

Small business: Little hiring or compensation increases since early 2015

slide 18

U.S. personal income growth is strong and is the
key driver of consumption. Consumer spending
represents about 70% of the economy and it is
clear that consumers are feeling more confident.
Crucially, real disposable income is growing at
a respectable 2.7%. However, small business
hiring remains tepid, which is concerning, as
historically small businesses have been the main
growth engine for jobs.

First chart: Source: Bloomberg; August 2016
Second chart: Source: Bloomberg, NFIB diffusion indices; August 2016

SLIDE 19

Mortgage Applications for Purchases are Strong

U.S. housing appears on solid ground, with
mortgage applications for home purchases
at quite elevated levels. Part of this reflects
today's very low level of interest rates. Further,
as millennials and younger Gen X people have
gotten settled in their careers and started to
form families, they are increasingly taking on
mortgages and buying homes. This process took
a while to develop, but has become a pretty
strong trend. All that said, many people in the
U.S. have already refinanced their home, which
explains the other line in this chart.

Source: Bloomberg; Indexed to 100 June 2011; September 2016

SLIDE 20

Consumer Credit Growth Strong at 6%

Consumer credit has picked up, which 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 this chart indicates that consumers have
become confident enough to start leveraging up
a bit. This is particularly evident in auto loans,
where record low interest rates have played a big
role in lifting auto sales and leasing.

Note: Revolving credit includes credit cards, while non-revolving includes
auto loans
Source: Bloomberg; July 2016
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SLIDE 21

Capex-related Orders Still in Negative Territory

slide 21

The outlook for capex spending remains poor.
This reflects a number of factors, including
weakness in the energy sector and the
heightened uncertainty facing businesses.
However, we believe the key factor for weak
capex is technology, the efficiencies it offers and
that we are in a capital-light environment. Think
of the Cloud as an example, or the increasing
automation of factories (often with robots) and
service sector jobs.

Source: Bloomberg; August 2016

SLIDE 22

World Trade (% Of GDP) has Stagnated Since 2009

World trade has stagnated. In fact, it probably
peaked in 2014 and has been declining
moderately since. Some commentators have
argued that the post-WWII trend toward
increased globalization is under threat. This
would be a tragedy if true, but it is difficult to
deny the current political environment. Both
U.S. candidates for the presidency have been
critical of trade agreements, a sentiment echoed
by numerous politicians in the U.K. and Europe.

Source: World Bank; 2015

SLIDE 23

Fiscal Lift: Large Improvements During Last Two Years
Net Federal Fiscal Stimulus (% GDP)

Fiscal spending is no longer a drag on U.S.
growth. In the immediate aftermath of the Global
Financial Crisis, the U.S. government enacted
fiscal policies that were pro-growth. However,
that ended in 2010, and was followed by four
years of fiscal austerity (2011 – 2014, with 2013
being particularly contractionary). However,
fiscal policy is now moderately stimulative,
partially in response to increased tax revenues
and partially in acknowledgement that monetary
policy has lost traction.

Source: Congressional Budget Office
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SLIDE 24

Increase in Government Regulation: is Red Tape
Strangling Business?
Code of Federal regulations

Differences across administrations:
Cumulative # of economically significant
regulations published

The regulatory burden on companies is
increasing. Some studies have estimated that
excessive regulations have reduced annual U.S.
GDP growth by 0.8% since 1980. Regulation
has been most aggressive during recent years
in the financials sector. Other highly impacted
sectors include healthcare and energy, and this
has constituted a dark cloud hanging over their
valuations. Regardless, we believe healthcare
looks interesting, because earnings growth is
actually very good. Financials are a bit more of a
concern though, as heavy regulations will affect
the profitability of almost every bank or insurer.

Source (both charts): George Washington University, Regulatory
Studies Center, 2016

SLIDE 25

U.S. Inflation Expectations Exceed EU’s and Japan’s
Inflation expectations: 5Y5Y inflation swaps

U.S. inflation expectations have bottomed.
A key theme of this presentation is that U.S.
interest rates are likely as low as they're going
to get, which means that PE multiple expansion
has probably run its course. Further, although
inflation expectations remain low everywhere,
in the U.S. they are beginning to creep up,
reflecting the increasing wage growth we
discussed earlier. This mean the Fed is one of the
few central banks globally that is in hiking mode,
although we expect the path to be extremely
shallow (say, one or two hikes per year). This also
suggests that investors who require income will
likely continue to prefer high-yielding equities
rather than bonds.
Source: Bloomberg; September 2016

SLIDE 26

Defensive Stocks Have Outperformed Cyclicals

During the last two years defensive sectors
have dramatically outperformed economically
sensitive sectors. 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. This
presents an opportunity for active management,
especially as practiced here at Epoch. Sectors
that should do well include consumer
discretionary, because consumer spending
growth is robust, as well as industrials and
technology companies that help corporations
become more efficient (e.g., think of anything
that helps the Cloud).
Note: Both Cyclicals and Defensives series are against the S&P 500
Source: Epoch Investment Partners; Bloomberg, Indexed to 100 June
2004; September 2016
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SLIDE 27

S&P 500 Sectors: Earnings Growth and Valuations
2016 earnings growth estimates
for S&P 500 sectors

S&P 500 forward P/E Ratios
relative to 5-Year averages

The stock market has already discounted a slower
earnings growth environment. Earnings estimates
typically begin the year too high, especially as
sell-side analysts are perennially over-optimistic.
Regardless, the highest earnings sectors include
consumer discretionary and health care, while
sectors such as energy, materials and industrials
are likely to exhibit negative earnings growth this
year. Further, the valuations chart provides a guide
as to where the stock picking opportunities are. For
instance, healthcare has above average earnings
growth and below average valuations, which
suggests the possibility of opportunities in the sector.
Consumer discretionary is similarly interesting,
although consumer staples is more challenging given
its higher valuations.
First chart: Sorted by 9/2016 estimate and the energy sector is
excluded (currently -74.0%) Source: FactSet; September 2016
Second chart: Table excludes the energy sector (current forward P/E
Ratio is 54.9x vs 5-year mean of 21.7x) Source: Epoch Investment
Partners, FactSet; September 2016

SLIDE 28

Where Will Free Cash Flows Go?

Bill Priest:

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. The first three define
shareholder yield (returning capital to the
owners of the business), while the latter two
concern capital reinvestment. Now, in the short
run equities can be influenced by many factors,
including QE and political events, but in the
long run, sustainable cash flow generators and
efficient allocators of capital will win.
Source: Epoch Investment Partners

SLIDE 29

Buybacks and Dividends on Track for Another Strong Year
S&P 500 annual buybacks and dividends

A higher percentage of free cash flow can now
be used for dividends and buybacks because
technology means less capital is needed for
growth. We believe buybacks and dividends are
on track for another strong year. Our shareholder
yield team has identified companies that, on
average, can growth their free cash flow at the
rate of 3% per year. Add in a dividend yield of
somewhere between 4 and 4.5% and you have
roughly a 7% return expectation for the portfolio,
and that's before you deal with buybacks or debt
pay-downs.

1. Quarterly data through 3/31/2016. The figure for 2016 is trailing four quarters.
Source: Standard & Poor's, June 2016
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SLIDE 30

Global M&A Activity has Remained High –
Corporates Incentivized to Speculate

We expect M&A activity to remain strong
given the combination of relatively little
capital spending and very low interest rates.
The number of M&A deals remains high in
2016, although the value is down somewhat
from 2015. One example we like to cite is the
Microsoft purchase of LinkedIn. The financing
of the deal was quite exceptional, coming from
cash and bonds, so the incremental cost of
capital to make the acquisition was very low.
This means Microsoft doesn't need to earn much
on the $26 billion for this to be accretive to the
value of the company. This is just one of many
examples and illustrates why we expect to see a
lot of acquisitions. This is particularly important
to our Capital Reinvestment strategy.
Source: Bloomberg; June 2016

SLIDE 31

Summary
1. S ecular Stagnation: low growth, low inflation and rising debt levels make
2% the new normal for real GDP growth in developed economies
2. Stagnant global trade poses an additional threat for growth
3. The end of QE's effect on valuation metrics in U.S. and U.K.; likely to
continue to play a valuation role in Japan and Europe
4. Economic contagion emanating from the slowdown in China as it
rebalances its economy
5. Political contagion in Europe affected by immigration issue and Brexit
6. U.S. economy in a consumption-driven recovery and fiscal policy could
improve, but accelerating wage growth could lead to a more hawkish
Fed
7. Technology is capital's best friend: capital-lite business models and
enhanced productivity will sustain profit margins
8. Equity return drivers to shift from broad P/E expansion to firms with
prudent capital allocation process – shareholder yield and capital
reinvestment opportunities

This slide lists the eight key themes from this
presentation. Regarding the final point, we
believe monetary policy is losing traction, a
development that will limit the potential for
broad multiple expansion and will drive a shift
toward firms with prudent capital allocation
policies. In particular, we believe shareholder
yield and capital reinvestment strategies may
offer the best opportunities for investors.

SLIDE 32

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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