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The forward P/E multiple has increased from 
about 13x in early 2012 to roughly 17x currently. 
With interest rates likely to increase moderately 
over coming years, we expect a gradual decline 
in the S&P 500’s multiple. For the overall equity 
market to rise, we’ll need to see EPS growth 
win the tug-of-war against gradual multiple 
contraction.

Since early 2012 the total return on the S&P 500 
has been an impressive 98%, but the bulk of that 
return came from P/E expansion, reflecting QE 
policies and lower interest rates. For the MSCI 
World, this situation was even more extreme. The 
abnormality of this is emphasized by the figure on 
the right which shows the drivers of return from a 
longer term perspective. Typically, EPS growth and 
dividends are the key drivers. With QE now over, 
at least in the U.S., we should return to this more 
normal type of distribution.
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Equity Return Drivers

1. Please see our white paper dated May 29, 2014: The Power Of Zero + 
The Power Of The Word.  
Source: Epoch Investment Partners, Bloomberg; January 20, 2017

Source: Bloomberg, Epoch Investment Partners; December 2016

Playing the Movie Backwards: Equity Multiples Expanded on 
QE1. With Reflation, We Expect a Gradual Contraction 
of Multiples
S&P 500 and Forward Earnings Multiples
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The November 8 result was highly unexpected 
with most pre-election polls giving Trump only 
a 17% likelihood of winning. Further, his policy 
platform is a significant departure with positive 
impacts likely from tax reform, deregulation and 
infrastructure spending. These need to be balanced 
against two potential negatives: protectionism, 
which we will discuss in more detail later, and 
“the Big Rewind,” the gradual decline in equity 
multiples as nominal interest rates being to rise. 
We expect the negative impact from multiples 
to be overcome by solid growth in earnings and 
dividends, which should be enough to produce 
single-digit equity returns during 2017.

Nominal bond yields in the G4 appear to have 
bottomed right around the Brexit vote last 
June. As we move from deflation into a more 
reflationary environment, there will be a number 
of beneficiaries, of which financials is a clear 
example (others include domestic cyclicals and 
small caps). In fact, we expect financials to benefit 
not only from the global upturn in nominal 
bond yields, but also from expectations of less 
regulation in the U.S. While this should apply 
to a myriad of financial entities, banks and life 
insurance companies in particular will benefit.

The two key drivers of growth over the medium 
term, productivity and demographics, appear 
unchanged and continue to suggest a sluggish 
outlook. To illustrate, the growth of the workforce 
is still likely to remain relatively low in the 
developed world. As a result, real bond yields 
remain close to historic lows, even though 
nominal bond yields are likely to be headed 
gradually higher.

Beyond the Cyclical Upturn, We are Likely Still in a Secular 
Stagnation World: Real Bond Yields Remain Historically Low
U.S. real bond yields

From Deflation to Reflation: Financials Benefiting From 
Global Upturn in Yields and Expectations of Less Regulation 
in the U.S.
Global 10-year bond yields

U.S. Election Implications: A Game Changer

Source: Bloomberg; January 2017

Source: Bloomberg; January 20, 2017
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With the labor market picking up, consumer 
confidence has improved sharply, especially for 
lower income households. With more jobs and 
improved confidence, it is natural that people 
want their own homes. New home sales are up 
about 20% yoy, which suggests housing starts and 
other residential construction indicators should 
improve more during the next few years.

One issue with taking the very low unemployment 
rate at face value is that many people have left the 
workforce, resulting in a lower participation rate. In 
fact, this rate is not just lower than it was before the 
financial crisis, it’s lower than it was in the 1980s. 
Some of this decline is due to demographics and 
aging, but a good portion is due to discouraged 
workers who have left the labor force because they 
could no longer find acceptable jobs. This trend is 
particularly problematic for less educated people, with 
high school graduates having the lowest participation 
rate (a worrisome 57%). This is one reason why the 
Trump administration is emphasizing infrastructure 
spending, which could create jobs for these 
discouraged workers.

U.S. employment has clearly been getting 
better, as seen in the declining unemployment 
rate. In fact, the U.S. may have already hit 
full employment, which is one reason we are 
beginning to see wage growth accelerate; a 
good thing overall for the economy. To be fair, 
although wages are rising for skilled professions 
such as nursing and software engineering, there 
is not yet much upward pressure on wages of 
less skilled workers.

Employment Growth Remains Solid

Labor Market Participation

Confidence and Housing

As U.S. unemployment approaches 
NAIRU…

…wage growth increases, with 
upside risks

Participation has potential to 
increase significantly … …especially for less educated workers

Confidence up, especially for lower incomes

Very strong new home sales,  
with starts improving

Source: Bloomberg, December 2016

Source: Bloomberg, December 2016

Source: (left) Bloomberg, Epoch Investment Partners, December 2016
Source: (right) Bloomberg, December 2016
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The Trump administration’s promise to make 
lightening the regulatory load a top priority is 
one reason why small businesses are becoming 
more optimistic. During recent decades the 
regulatory burden has increased steadily, creating 
an impediment to growth that is particularly harsh 
on small businesses, ranging from physicians 
to hair salons. They face onerous regulatory 
requirements in all aspects of their businesses. 
We think this will be at least moderated under the 
new administration, particularly for the financials 
and energy sectors.

Small business optimism has gone through the 
roof since Trump’s election. Small business, 
historically, is the greatest job creator in the U.S. 
However, as the right hand chart illustrates, small 
business job creation has been relatively weak 
since the recession. We expect this to change 
over coming months and think small business 
employment is about to turn up significantly.

Credit growth is a key driver of the economic 
machine and has improved markedly from the 
depths of 2008–2010. Consumer credit growth 
is already a solid 6% yoy. Further, commercial 
lending for real estate is just over 10% yoy, while 
commercial and industrial lending is currently a 
bit on the soft side. This should improve with the 
cycle, for example, as companies lift their capital 
expenditure budgets. This has been a particular 
issue for small businesses which are typically 
the biggest borrowers in the commercial and 
industrial loan market.

Commercial Lending
Strong for real estate (10% yoy), but commercial & industrial is soft

U.S. Small Business: Outlook’s Quantum Leap

High Level of U.S. Government Regulation
Is Red Tape Strangling Small Business?

Source: (left) Bloomberg, National Federation of Independent 
Businesses, December 2016
Source: (right) Bloomberg, NFIB, ADP, December 2016

Source: Bloomberg, December 2016

Overall, U.S. credit growth is already solid: just over 6% for consumer credit

Will their optimism prove justified?

Will small business employment 
(and capex) increase?

Source: George Washington University, Regulatory Studies Center, 2016
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Capital expenditures are beginning to pick 
up from depressed levels. To illustrate, the 
private sector could spend more on technology 
to increase efficiency, or invest more in auto 
factories if related jobs are going to be brought 
back to the U.S. Further, energy sector capital 
expenditures.  will likely increase, partially due 
to deregulation. In the public sector there is 
room to increase spending on defense, roads, 
and the famous wall. In sum, there are a number 
of compelling reasons to be constructive on the 
outlook for capital expenditures.

U.S. companies have in aggregate about $2.5 
trillion of overseas “trapped” cash. With tax 
reform, some of this cash would likely be brought 
back to the U.S., probably at a tax rate of about 
10%. Repatriated cash would largely be used for 
stock buybacks and special dividends, but some 
could be used to increase employment and capital 
expenditures. Overall this should prove a clear 
positive for the equity market.

Congress and the White House have promised 
to lower tax rates. The U.S. has not been very 
competitive with its peers across the globe. In 
fact, this has created incentives for U.S. companies 
to invert and move to countries where the tax 
treatment is more favorable. Reforming the tax 
code is a key priority for Congress and we believe 
that it is likely to happen during the next twelve 
months. This should prove a huge positive for 
companies and will likely lead investors to favor 
domestically-oriented companies who typically 
pay higher tax rates, as they should benefit the 
most from tax reform.

Effective Marginal Corporate Tax Rate

Repatriation Would Be Positive for Buybacks and Dividends

Capex-related Orders are Finally Improving in the U.S. 
Orders bottomed just after the Brexit vote

Source: SEC Filings, Audit Analytics, Capital Economics, 2015

Source: Oxford University Center for Business Taxation, 2015

Cash held by U.S. companies abroad

Top 10 U.S. companies by  
overseas cash

Source: Bloomberg, Epoch Investment Partners, November 2016
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Moving away from the U.S., global economic 
policy uncertainty is quite elevated and event 
risk is high. While geopolitical risk events may 
or may not unfold during 2017, the possibility 
is much higher than at other times in the past. 
One area we are particularly concerned about 
is protectionism, especially given Trump’s 
likely trade policies. We are big believers in the 
benefits of free and fair trade, and the power of 
David Ricardo’s Law of Comparative Advantage. 
While Smoot-Hawley tariffs might not have 
caused the Great Depression, they certainly 
helped make it “great.”

There is a high correlation between interest 
rates and the performance of cyclicals versus 
defensives. Cyclical sectors typically outperform in 
a rising rate environment, so we expect even more 
of a change in sector leadership from the last five 
years (a period dominated by the impact of QE 
policies). We believe the U.S. is now in a different 
regime, at least for a while, featuring stronger 
economic growth and moderately higher interest 
rates. This should also favor small-cap stocks and 
banks. Bank shares have already discounted a lot, 
but if this trend continues, there is further upside. 
A few months ago U.S. cyclicals and financials 
were trading at a discount to the overall market, 
so from a valuation perspective they are still 
interesting areas to be invested in.

Turning to government activity, public 
construction spending has been low for the last 
few years. With bipartisan support, it is likely 
that we will witness a moderate increase in 
infrastructure spending over the next year or 
two. However, there is the question of how to pay 
for this bill, so the magnitude of the package is 
uncertain. Defense spending is also at historically 
low levels, so that’s another area of potential 
stimulus, and one that the GOP favors. Adding 
this up, we expect a stronger economy (from 
employment and wages, to consumption and 
housing, as well as capital expenditures.  and 
government spending), which means nominal 
interest rates will likely move higher gradually.

Cyclicals and Banks Outperforming

Heightened Geopolitical Risks
Global Economic Policy Uncertainty Index

Government Spending Has Room to Increase
U.S. public construction spending

U.S. defense spending at 
historically low levels

Source: (left) Bloomberg, Epoch Investment Partners, November 2016
Source: (right) Bloomberg, Epoch Investment Partners, December 2015

U.S. cyclicals vs. defensives:  
85% correlated with 5-year yield

Relative bank performance: 96% 
correlated with 5-year yield

Source: Bloomberg, Epoch Investment Partners, January 2017

Source: Global EPU Index with Current Price GDP Weights;  December 2016
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Turning to Europe, German manufacturing 
has thrived under the euro while most other 
economies have struggled. Target2 imbalances to 
some extent represent capital flight and a lack of 
confidence in the banking systems of countries 
like Italy and Spain. This constitutes a potential 
Achilles’ heel for the EU, which we believe will 
bend, but not break during upcoming years.

A move toward protectionism could reverse the 
strong improvement in manufacturers’ profit margins 
witnessed over the past 25 years. The pie chart on 
the right attributes the margin expansion to four 
different factors. The top two factors are likely to 
play in reverse during upcoming years (although the 
bottom two factors could have further to improve). It 
is important to note that over the past 20 years, U.S. 
manufacturing output has increased 87%, even as 
manufacturing employment declined by one-third. The 
manufacturing sector’s workforce has declined largely 
due to automation, with trade being a much smaller 
factor. This has been an important theme at Epoch, 
where we believe strongly that technology is a positive 
factor for margins.

What would a full trade war mean for the U.S. 
economy? According to the Peterson Institute, 
it would mean a greater than 50% chance of a 
global recession in 2018 or 2019. This is clearly 
something to keep your eye on and one of the 
major risks to global markets this year.

Smoot-Hawley 2.0? A Full Trade War Would Mean > 50% Chance 
of a Global Recession in 2018 or 2019
Projected U.S. GDP (USD tn) if U.S. Enters a Trade War with China and Mexico

Playing the Movie Backwards: Will Protectionism Shrink 
Manufacturers’ Profit Margins?

The German Economy Has Thrived Under the Euro, While Italy, 
France and Spain Have Struggled

•  In the event of a full trade war, in the U.S. 
there would be a 3% hit to consumption 
and a 9% hit to capex by 2019.

•  Full trade war: U.S. imposes a 45% tariff 
on imports from China and 35% on 
Mexico. They respond symmetrically.

•  Aborted trade war: U.S. tariffs  
imposed for only one year.

Manufacturers have propelled the 
S&P 500’s margin gains during the 

Bretton-Woods II era

The margin expansion of S&P 500 
manufacturers from 2000-2015 can 

be attributed to four key factors

Source: Empirical Research Partners
Note: Net profit margins for S&P 500 companies, trailing 4 quarters, 
smoothed.

Industrial Production
Are Target2 imbalances a sign 

of capital flight and a risk to the 
Bundesbank?

Target2 is the settlement system for payment flows (trade or financial 
transactions) between banks in the euro area. When the banking system 
in one country has more payment outflows than inflows, its national 
central bank accrues a Target2 liability vis-à-vis the ECB. Target2 
imbalances rose substantially during the Euro debt crisis, triggered 
by a loss of confidence in banks in vulnerable euro area countries and 
doubts about the sustainability of the Eurozone.

Source: Bloomberg, Epoch Investment Partners, November 2016

Source: Peterson Institute for International Economics
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The Japanese labor market has tightened 
significantly, suggesting higher wages in coming 
quarters. The unemployment rate has declined 
to 3.1% and the job offers-to-applicants ratio is 
now running roughly 1.4 to 1. The Bank of Japan’s 
survey also shows a very tight labor market. So 
the country is actually in a reasonably good place, 
particularly if you look at Japan vis-à-vis Europe. 
There may be more opportunities in Japan than 
we’ve seen in quite a long time. One caveat is 
the risk that the Trump administration designates 
Japan as a currency manipulator. However, we 
think it is more likely Trump will go after China.

Moving to Japan, shareholder yield is beginning 
to improve, although it’s still insufficient for 
many of our strategies. To illustrate how capital 
allocation in Japan is getting better, 2016 was 
yet another record year for buybacks. Further, 
dividends per share for the Topix has risen 
dramatically since 2000. However, there’s still 
an enormous amount of capital locked up in 
Japanese companies that could be deployed 
more efficiently. There’s some movement toward 
improvement, but we think it will take time 
before it’s fully reflected in share prices.

Italian banks are another area to watch. They are 
a major risk area for the eurozone, as is Greek 
government debt.

Is the EU at Risk in the Event of an Italian Financial Crisis?
Italian equities have trailed Europe by 40% since early 2010, while Italian 
financials have trailed their European counterparts by a staggering 55%

Shareholder Yield Beginning to Improve in Japan

Japanese Labor Market Has Tightened Significantly, Suggesting 
Higher Wages in Coming Quarters

We expect 2017 to be yet another 
record year for Japanese buybacks

Japanese unemployment rate 
declined to 3.1%

TOPIX dividends have risen 
dramatically since 2000

The Bank of Japan’s survey also 
shows a very tight labor market

Source: Bloomberg;  Epoch Investment Partners, January 2017
MXIT: MSCI Italy, MXEU: MSCI Europe, MXITOFN: Financials sector of MSCI 
Italy, MXEUOFN Financials sector of MSCI Europe

Source: (left) Bloomberg
Source: (right) Bloomberg, Bank of Japan

Source: Bloomberg, CLSA, Goldman Sachs
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Epoch is focused on the concept of cash flow 
generation and allocation. Over the long term, 
free cash flow separates winners from losers. 
During 2000–2014, excess returns followed the 
pattern we would have expected, with returns 
declining from quintile 1 (highest cash flow yield) 
to quintile 5 (lowest). However, during the past 
two years it hasn’t worked quite as well, due to 
the distortions created by QE policies. The good 
news is that the Fed’s QE policy is now over, so 
the efficacy of cash flow should improve in 2017 
and beyond.

Technology is positive for all three components 
of return on equity. The first component of the 
DuPont formula is profit margins (profits/sales), 
while the second is asset utilization (sales/assets) 
and the third is leverage (assets/equity). New 
technologies allow for improved margins because 
of 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. Coupled with the low cost of debt, 
we have seen a substantial increase in leverage in 
many companies. This points to higher ROE, and 
technology is behind this positive development.

Technology: Impact On Capital Returns
Return on equity components

Over Long Term, Free Cash Flow Separates Winners From Losers
MSCI World: Annualized excess returns by free cash flow yield quintile

Summary

Source: FactSet Research Systems; December 2016

1.  Playing the movie backwards: Equity multiples expanded on QE. With reflation, 
we expect a gradual contraction of multiples and a tug-of-war against EPS 
growth.

2.  Beyond the cyclical upturn: We are likely still in a secular stagnation environment 
as the two fundamental drivers of economic growth have not changed.

3.  How will we know if Trumponomics is working? Wage growth, capex, credit 
and small business activity are key. Also watch bond yields, the USD, and the 
performance of domestic cyclicals, financials and small caps.

4.  U.S. policy risks: Tax reform is fiendishly complex and GOP fiscal hawks oppose 
an infrastructure package. Further, we are worried about accelerated wage 
growth and a more hawkish Fed. Finally, protectionism is profoundly troubling.

5.  European equities require a risk premium: To reflect a busy political calendar, 
contagion risks and the possibility of an Italian financial crisis.

6.  Is Japan investable through a cash flow prism? The short answer is yes, as 
corporate Japan is changing. Further, the labor market has tightened markedly.

7.  Equity return drivers: To shift from broad P/E expansion to firms with prudent 
capital allocation process – shareholder yield and capital reinvestment 
opportunities.

Technology will improve all three components
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Conclusion

A replay of our quarterly webinar is available on our website

www.eipny.com

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 invest-
ment 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 securi-
ties selected for clients in the past year were profitable.


