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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 document contains the summarized transcript of the presentation. A full
replay of the webinar is available on our website, www.eipny.com.
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Overview: Bad News and Good News

Overview: Bad News and Good News

• The end of valuation-driven equity returns
 QE over in the U.S. and the U.K.
 Ongoing QE in Europe and Japan fully reflected in
valuation levels

• Technology is the new macro: enhancing productivity
and thus sustaining profit margins while reconfiguring
capital allocation choices

• Earnings revisions reflect headwinds of too little growth
• Geopolitical issues cast a pall over all forecasts

• U.S. consumer position improving amid strengthening
wages and low energy prices
• Dividend payers and companies with demand driven
growth will benefit from the acceleration of technology
applications in an increasingly “capital light” environment

slide 3

The End of the Big Re-Rating

Bill Priest:

MSCI All-Country Price Index and Earnings		

The large scale re-rating caused by
unconventional monetary policy has come
to an end and the result is a falling outlook
for price/earnings ratios.

Source: MSCI, FactSet, Minack Advisors, Epoch Investment Partners;
January 2016
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slide 4

Equity Markets Have Re-rated as a Result of QE
Cumulative contribution to return
2012 through 20141

S&P 500 next twelve months
earnings multiples2

Please see our White Paper dated May 29, 2014: The Power Of Zero + The Power Of The Word

The effects of the large scale re-rating are
evident in the components of returns from
2012 through 2014. Multiple expansion had
been the driver of returns over that time period.
And this is further evidenced in the expansion,
and eventual decline of earnings multiples. It is
worth noting that the most recent dip is less a
reflection of QE ending than it is a reflection of
earnings revisions.

Numbers may not total due to rounding
Source: 1. Standard & Poor’s; MSCI; Epoch Investment Partners;
December 2014
2. Standard & Poor’s, Yardeni Research, Epoch Investment Partners;
January 2016

slide 5

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

The most pressing concern, we believe, is
the condition of negligible, or no economic
growth, a phenomenon Larry Summers
termed Secular Stagnation. This chart shows
that there has been a consistent overestimation
of growth and a true lack of appreciation that
the effects of QE didn’t spill over into the real
economy.

Source: IMF World Economic Outlook; October 2015.

slide 6

A Lack of Growth: Regional Perspective
Global GDP growth by country classification

Here we see the lack of economic growth
laid out from a regional perspective.
Coming out of the Global Financial Crisis, GDP
growth rose at a significant rate, but it has
been unsustainable and trending downwards
since mid-2010.

Source: Goldman Sachs, Minack Advisors, Epoch Investment Partners;
July 2015
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slide 7

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

slide 8

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

Increases in debt have been the catalyst for
what little growth we have experienced,
and we can see here that global debt is
actually higher today than it was in 2007
relative to GDP. The most significant
expansion has been in the public sector. We
essentially took the debt problem that existed
in the finance sector and moved it to a longer
duration holding entity — the government.

Source: McKinsey & Company, Debt and (not much) deleveraging,
February 2015

The sum of these factors results in what
we believe will be roughly a 2% growth rate
for developed economies. As far as China
is concerned, we believe their GDP numbers
are overstated and, while the country will
continue to grow, it will be at a slower rate
than we have experienced in recent years.

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

slide 9

Sources of Contagion That May Impact Global Growth

In a global economy, the potential for
financial, political and economic contagion
is all too real. Financial contagion was the
culprit in 2008, but we believe that, broadly
speaking, there is enough liquidity in the
world that we have quelled that risk. Political
contagion, on the other hand, is present
currently in the euro area and has been
compounded by the immigration issue and
the recent terrorist attacks. Our main
concern, however, is the economic contagion
that is coming from China. And we have seen
the effects manifested in the volatility of
global equity markets over the last
several months.
Source: Epoch Investment Partners; January 2016
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slide 10

China’s Contribution to Growth has been Substantial
Global GDP growth 2009–2015 (est) in USD

Over the last several years, China has
represented a substantial amount of global
GDP growth. As China’s growth slows, the
repercussions will be felt globally because the
developed economies are suffering from poor
demographics and low productivity.

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

slide 11

Sharp Slowing of Chinese Growth In Manufacturing and Construction
Nominal Chinese growth by sector

Slowdown in China has been concentrated
in the construction and industry sectors,
while service industries have been trending
upward. This is reflective of China’s evolution
from an investment directed command-andcontrol economy to one that is more
consumer led.

Source: National Bureau of Statistics of China, Epoch Investment
Partners; September 2015

slide 12

China at The Epicenter of Declining Growth Expectations

China has been at the center of the global
slowdown, and its commodity trading
partners and other Pac Rim countries will
be the most adversely affected by the
slowdown. The majority of Europe and the
U.S. are fairly well-insulated from the shock,
but have been subject to the volatility
associated with headline risk over the last
several months since China devalued
its currency.

Source: Epoch Investment Partners; August 2015
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slide 13

Commodity Exporters and Pacific Rim Most Exposed

The commodity exporters and the Pac Rim
countries, which experienced the most
significant boost from China’s growth, have
been left the most exposed during the
slowdown. Chile, for example, in ‘05 exported
the equivalent of 10% of its GDP. Fast forward
nine years and it is over 26%. As China slows,
Chile and the rest of the exporters are sure
to follow.

Source: Cornerstone; Epoch Investment Partners; August 2015

slide 14

Secular Stagnation
Advanced economies growth and inflation

Advanced economies have been grinding
real growth down since the late 1980’s.
But 2% is not the end of the world, it’s just not
what we’ve been used to in post-war America
and inflation has declined somewhat in lockstep with the slowing growth.

Source: IMF World Economic Outlook, October 2015

slide 15

Low Rates (almost) Everywhere
Number of OECD countries with low inflation

These low inflation numbers are not a
localized phenomenon in the U.S. Of the
34 countries in the Organisation for
Economic Co-operation and Development,
31 of them have been experiencing inflation
less than 2%, 27 less than 1%, and 11 are
actually experiencing deflation.

Source: OECD, Epoch Investment Partners, 2015
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slide 16

Technology: Impact on Cash Flows
• The driver of a capital-light world
• The last, best hope for sustaining profit margins

slide 17

Rising Return on Equity
Returns and capex for top 10% of S&P 500 ranked by 3-year trailing ROE

The incremental return on equity over the
last 20 or so years has been relatively flat. But
the capex to sales ratio over that same time
period has been declining. This has led to an
increasingly capital-light world where you
need less capital to generate the same level
of sales. This will continue to be a theme going
forward and will have a positive effect on free
cash flow and profit margins.

Source: Bloomberg, Minack Advisors

slide 18

Technology: Impact on Capital Returns
Return on equity components
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Technology is the new macro and will have a
significant impact on returns. If you think of
return on equity in the form of three
variables: profit margins, scale (or asset
utilization) and leverage, technology effects
all three. Profit margins are helped by
technology in the aforementioned capital-light
world, as is scale as you are able to do more
revenues with fewer assets. Finally, in a low
interest rate world, you can actually take on
more leverage if you’re confident of your final
demand outlook. So technology works its way
through and produces a positive effect on every
component of return on equity.
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slide 19

Measures of Risk Have Spiked in Financial Markets

David Pearl:

CBOE Volatility Index

World markets have been on a great bull
run characterized by low volatility over
the last several years driven by QE, rising
profits and higher valuations. Then came
the recent spout of contagion risks,
starting with the Greek debt crisis in July
2015. What has followed has been a series of
headline events that have lead sharp
increases in volatility, which has continued
into 2016.

Source: CBOE.com; January 2016

slide 20

Cyclical and Defensive Industry Groups
Performance relative to S&P 500

1. Cyclicals include Automobiles & Components, Banks, Capital Goods, Diversified Financials, Energy, Insurance, Materials, Media,
Semiconductors & Semiconductor Equipment, Software & Services, Technology Hardware & Equipment, Transportation
2. Defensives include: Commercial & Professional Services, Consumer Durables & Apparel, Consumer Services, Food & Staples Retailing,
Food Beverage & Tobacco, Health Care Equipment & Services, Household & Personal Products, Pharmaceuticals Biotechnology & Life
Sciences, Real Estate, Retailing, Telecommunication Services, Utilities

During the recent periods of uncertainty,
defensive stocks have been the leaders,
widening the gap between cyclicals during the periods of heightened uncertainty,
particularly with China.

Source: Goldman Sachs, FactSet, S&P, Epoch Investment Partners;
Indexed to 100 in January 1, 2014; January 2016

slide 21

A Narrow Market Driven by a Select Few
Performance of stocks in S&P 500

Market leadership in 2015 was incredibly
narrow. The top ten stocks in the S&P 500,
meaning the biggest 10 out of 500, rose 11%.
On an equal weighted basis, the ten largest
companies in the S&P 500 rose 17%, whereas
the equal weighted performance for the other
490 names was -5%. Energy had something to
do with that, but nevertheless, it was a very
difficult year.

Source: Bloomberg. Price return data indexed to 100 in December
31, 2014; December 31, 2015
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slide 22

Style Factor Performance
Return relative to U.S. market (top 50% of style)

2015 saw a huge discrepancy between
winners and losers, and not just defensives
outperforming cyclicals. Momentum and
growth factors were the clear winners. Things
that we look for at Epoch, like free cash flow
and the ability to grow free cash flow did not
work out as well on a relative basis. Even
dividend yields, surprisingly, did not
outperform, although that was partially due
to energy.

Source: Style Research; December 31, 2015

slide 23

Consumer Confidence Rises As Gas Prices Decline

With all that said, we believe 2015 was an
anomaly and that 2016 will be different. Here
we see that consumer confidence is inversely
related to the price of gasoline. In other
words, consumers feel better when their
costs go down and for most people who live
outside of inner cities, gasoline is a very large
staple expense for their livelihood.

Source: Federal Reserve Economic Data, Epoch Investment Partners;
December 2015

slide 24

Consumers Have Money to Spend

Despite the fact that real wages have not
picked up, low inflation and declining
energy prices have contributed to an
increase in consumer’s disposable income.
And remember, consumers represent 70% of
U.S. GDP, so this is a significant force at work in
the United States.

Source: Federal Reserve Economic Data; Epoch Investment Partners;
December 2015
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slide 25

Services Remain Strong as Manufacturing Weakens
Institute for Supply Management Economic Activity Indices

When we disaggregate economic activity
indices and look at manufacturing vs.
non-manufacturing, we can see a very clear
picture that U.S. manufacturing has been
impacted by the slowdown in China. The
indices in this chart are diffusion indices, so
anything above 50 reflects that a greater
number of the series is rising. Keeping this in
mind we can see that the service sector has
been pretty good and actually we think is
going to continue to advance aided by
technology as Bill previously discussed.

Source: Institute for Supply Management, FactSet, Epoch Investment
Partners; December 2015

slide 26

Clicks vs. Bricks
The changing face of retail

On the topic of technology, we can see here
the changing face of retail. While traditional
brick and mortar establishments have seen
a steady decline in their sales growth,
online retailers, represented here by
Amazon, have been rising.

Source: Institute for Supply Management, FactSet, Epoch Investment
Partners; December 2015

slide 27

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

Equities continue to be a better investment
relative to low-yielding sovereign bonds. It
is worth noting that U.S. companies have a
predilection to return capital by share buyback.
So while U.S. dividend yields don’t look as
attractive as these other areas, if you consider
net share buybacks, and the fact that the U.S. is
the only geography on this chart that has
economic and earnings growth, the U.S. is even
more attractive.

Source: MSCI, Epoch Investment Partners; January 12, 2016
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slide 28

Where Will Free Cash Flows Go?

Bill Priest:
We believe that successful investing is
linked to prudent capital allocation. The key
here is: can you earn something above your
cost of capital? 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 29

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

Buybacks and dividends had a record year in
2015. We expect buybacks and dividends to
continue as a favored use of cash, in part
because there’s less capital required to
generate a dollar of sales in an increasingly
capital-light world. Therefore, the outlook
for free cash flow is better than one might
think. And that free cash flow will be returned
to the owners of businesses through buybacks
and dividends.

1. Projection based on current run rate; Dividends through 6/30/15;
Buybacks through 6/30/15;
Source: S&P; Epoch Investment Partners; 2Q 2015

slide 30

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

M&A activity hit a record in 2015 and, while
we believe that there will continue to be a
multitude of deals, we do not believe it will
continue at record levels due to the expansion of
high yield spreads.

Source: Strategas Research Partners; December 2015
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slide 31

High Yield: Widening Spreads Driven by Commodity Sectors
High yield spreads by sector

The expansion of high yield spreads, one
could argue, is a canary in the cold mine
scenario with regard to credit risk. While
commodity-related sectors have experienced
the most significant widening, we can see the
spreads in other sectors, particularly utilities
and telecoms, trending upwards as well.

Source: Pavilion Global Markets (Barclays data via Datastream),
December 2015

slide 32

Summary
• Too little growth and the discounted valuation effects of QE have made 2%
the new normal for real GDP growth in the developed world
• Technology is the new macro: enhancing productivity and thus sustaining
profit margins while reconfiguring capital allocation choices
• Dividend payers and companies with demand driven growth will benefit
from the acceleration of technology applications in an increasingly “capital
light” environment

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.
Epoch’s Capital Markets Outlook | January 14, 2016

11

