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Bill Priest:
The U.S. unemployment rate hasn’t been lower 
since the late-1960s. Such tight labor markets 
suggest upward pressure on wage growth, but 
so far the pace of increase has been surprisingly 
gradual and tame. Similarly, even with a closed 
output gap, the rate of increase in consumer 
prices has been strikingly low. We think this 
is largely explained by the impact of technology 
and digital prices.

Epoch’s Quarterly  
Capital Markets Outlook

EDITED TRANSCRIPT —  JUNE 26, 2018

Each quarter, Epoch Investment Partners’ co-CIOs and investment professionals discuss the themes 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.

U.S.: Strengths, Weaknesses, Opportunities and Threats

Source: Epoch Investment Partners

U.S. Employment is Now in its 8th Year of Solid Growth

Very tight labor market:  
Suggests higher wage growth

As output gap closes, inflation begins 
to tick up, typical of a late cycle

STRENGTHS WEAKNESSES
•  Culture: Commitment to innovation, free-market capitalism, 

allowing consumers to determine winners & losers.
•  Tech: The U.S. is easily the world leader (except-FinTech and 

Robotics).
•  Economic cycle: Turbo-charged by triple-whammy of: strong global 

recovery; fiscal stimulus (TCJA); and loose financial conditions 
(including negative real policy rates).

•  Earnings growth & buybacks:  19% this year (7 ppts reflecting 
TCJA), with buybacks historical high of $800bn.

•  Deregulation: A key focus of this administration (e.g., banking, 
energy), often under-the-radar.

•  Fiscal deficit and other imbalances: 2019’s budget deficit is likely to 
be its largest ever (as % of GDP), outside of recessions and wartime. 
One reasons is that entitlement reform is challenging, the third 
rail of U.S. politics. Further, the trade balance is approaching its 
historical worse level, as is the personal savings rate.

• Valuations: Above historical averages.

 OPPORTUNITIES THREATS
•  New Tech: The pace of innovation is accelerating; the US should lead 

the march (vs most of China’s 2025 ambitions), with a very positive 
impact on profitability.

•  Fast-growing emerging markets: Opportunities for U.S. MNCs and 
exports of goods and services.

•  Trump and Trade: Key issues are market access, IP and China’s state-
driven economic model. China to retaliate.

•  President Xi and China 2025: Aims to be a strategic competitor. 
China is challenging the U.S.’s lead in sectors such as AI, autonomous 
vehicles, electric vehicles & batteries, aviation, robotics, renewable 
energy, and bio-tech. Already leagues ahead in FinTech.

•  The risk of higher interest rates: The looming trifecta of QT, soaring 
fiscal deficits and the wall of maturities.

Source (both charts): Bloomberg, Epoch Investment Partners 
As of May 31, 2018
Note (left chart): U6 includes U3 + those only marginally attached to labor 
force (not looking, but would if labor market improved) + those working 
part-time for economic reasons. The “Wage indicator average” is the mean 
of four series: Atlanta Fed, NY Fed Median, AHE, ECI.
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The white paper we published earlier this year, 
“When Bits meet Atoms,” explains the implica-
tions for business models of the Digital Age. 
Crucially, information is non-rivalrous (so you 
can have your cake and eat it too) and can be 
replicated perfectly, instantly and costlessly. 
Companies need to be implementing strate-
gies and business models that will allow 
them to be successful in the Digital Age.

Multiple expansion, rather than earnings 
growth, is the main factor that moved the stock 
market higher from 2012 to 2016. However, 
with the end of QE, we need to witness 
significant earnings growth to move the stock 
market higher. Fortunately, at least in the 
short-run, we expect substantial growth in 
earnings, as well as dividends and share 
buybacks. Another positive factor is that the 
S&P 500’s FCF yield is quite close to its 
historical median, suggesting the market is 
fairly valued. 

It is reasonable to expect some pick-up in U.S. 
inflation, as typically occurs late in the business 
cycle. This is why the Fed has adopted a 
hawkish tilt, and its dot plot implies five or six 
more rate hikes by end-2019. Fed hiking will 
also tend to flatten the yield curve. Historically, 
when short-term rates have been above 
long-term rates, a recession typically follows. 

Tight Labor Means a Hawkish Fed: And an Inverted Yield Curve?

U.S. Equity Multiples: Unlikely to Improve Given Transition to QT

U.S. Tech: The Sector has Outperformed for Eons, but Valuation 
is In-line with Historical Norm as FCF Growth has Kept Pace

Fed projects five hikes by end-2019,
with a few more to come in 2020

This time is different? If the yield curve 
inverts, a recession inevitably follows

S&P 500 only marginally expensive 
vs. post-1990 median

FCF yield:  
Close to historical median

Tech isn't expensive vs. history; trading 
close to its post-1990 median FCF yield

Tech FCF yield vs S&P 500:
Trading just above its historical median

Source (both charts): Bloomberg, Epoch Investment Partners 
As of May 31, 2018

Source (both charts): Bloomberg, Epoch Investment Partners 
As of May 31, 2018

Source (both charts): Bloomberg, Epoch Investment Partners 
As of May 31, 2018



3EPOCH’S CAPITAL MARKETS OUTLOOK   |   June 26, 2018

Epoch Investment Partners, Inc.

SLIDE 8

SLIDE 7

SLIDE 6

As the business models of firms increasingly 
emphasize bits rather than atoms, profit 
margins should increase (as firms substitute 
technology for labor), as should asset utilization 
(with companies substituting technology for 
assets). Further, leverage should decrease (as 
firms need less equity). If a company does not 
need the same level of fixed assets relative to 
revenues going forward, then it can reduce the 
equity base required to run the company. It can 
pull equity out of the business by increasing 
cash dividends or pursuing share buybacks. 
This is positive for shareholder yield and 
suggests significant growth ahead in 
dividends and stock buybacks. 

One impact of the Digital Age is that digital 
prices are deflationary. Specifically, the 
digital price index is estimated to be about 3 
ppts below the consumer price index each 
year. The transition from the first machine age 
to the Digital Age is dramatically changing 
business models and resulting in a DPI that is 
remarkably lower than the CPI. This is putting 
a bit of a lid on how quickly inflation and 
inflationary expectations can rise, even in the 
late-cycle, full employment situation that we 
are currently experiencing.

There have been seven or eight bubbles over 
the last 40 years or so. The first bubble is gold, 
which peaked in 1980 at about 5x its initial 
price. The most recent is e-Commerce, which is 
up over 8x since mid-2010. Although we are 
not convinced it’s a bubble, we have to 
admit it shares a lot of the characteristics of 
one. Our most recent Quarterly Investment 
Update, “Trees don’t grow to the sky: Is 
e-Commerce a bubble?,” discusses this issue in 
more detail.

Is e-Commerce the 2nd Largest Bubble of the Last  
Four Decades?
Facebook (25k employees) market cap > MSCI India (1.3 bn people)

Tech is the New Macro: DPI vs CPI

Lower inflation online than in the 
CPI; by 1.3 ppts per year—for the 

same categories

Source: Bloomberg, DoubleLine, Epoch Investment Partners
As of May 31, 2018
Note: Each series is indexed to begin at 100.

Source for both charts: “Internet Rising, Prices Falling: Measuring Inflation 
in a World of E-Commerce,” American Economic Association
As of May 2018 

Source: Epoch Investment Partners

The DPI is markedly lower than the CPI

•  The entry of new products implies the CPI overstates true inflation by an additional 1.5 to 
2.5 ppts per year.

•  Combining the two effects suggests the DPI inflation rate is more than 3 ppts per year 
lower than the CPI inflation rate for the same categories from 2014–2017.

Tech is the New Macro: Capital-Light World
Return on Equity Components

Technology will improve all three components
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This chart illustrates a traditional business 
model, where the demand curve slopes 
downward, with the corresponding marginal 
revenue curve lying below it. Also, we’ve 
assumed a flat marginal cost curve, horizontal 
at $40. When determining how much to 
produce, the firm will move down the MR curve 
until it intersects MC (point a). This determines 
the quantity, 30 in this example. The highest 
price it can charge is found by moving up 
vertically from there until you hit the demand 
curve (point b), which corresponds to a price of 
$70.

SLIDE 11

SLIDE 10

SLIDE 9

As discussed on slide 8, one important 
implication of a capital-light world is that 
companies can return a higher proportion 
of cash to shareholders. Supporting this 
view, dividends plus buybacks represented 
26% of cash usage in 2000, but this increased 
dramatically to 46% in 2018. On the other 
hand, CapEx represented 40 to 42% of cash 
usage in the early 2000s, but has declined to 
only 27 or 28% now.

This chart illustrates the profound transfor-
mation to a company’s business model when 
it enters the Digital Age. In this example we 
analyze the impact of having much lower 
marginal costs (representing the substitution of 
bits for atoms). We assume the MC curve shifts 
down, say from $40 to $10, so that it now 
intersects the MR curve at point c rather than 
point a (implying the firm increases its produc-
tion from 30 to 45). The price is now 
determined by point d, suggesting a price of 
$55 (vs. $70 previously). The result is a massive 
win-win, with both the company and consumers 
being much better off.

The Impact of Technology on Prices
Firms set quantity where MR = MC (point “a”) and then set price by moving 
vertically up to the Demand curve (point “b”)

Technology Reduces Frictions, Pushing Marginal Costs Lower: 
This is Win-Win, Making Both Consumers and Firms Better Off
Tech lowers MC so that it now intersects MR at point “c”, which is where 
the firm sets quantity. The new price is set by moving vertically up to the 
Demand curve (point “d”).

In a Capital-Light World, Companies Return a Higher Proportion 
of Cash to Shareholders: 2018 to be a Record Year for Buybacks

S&P 500 companies’ use of cash

Proportion of cash usage (%):
Capex falling, shareholder 

yield rising

Source: Epoch Investment Partners

Source (both charts): Goldman Sachs

Source: Epoch Investment Partners
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Kevin Hebner:
Turning to trade disputes, some people think 
that trade deficits are primarily driven by unfair 
trade practices. However, that view is, to a large 
extent, misinformed. The key driver is actually a 
country’s investment-savings balance. One 
implication of this is that, to reduce the U.S. 
trade deficit, we really need to see savings 
rising (or investment falling) and that isn’t 
something we’re expecting going forward. In 
particular, the household savings rate is close to 
record lows and the federal government budget 
deficit is rapidly deteriorating.

Continuing with aspects of capital allocation, 
2018 is shaping up to be a record year for M&A 
activity. Announced M&A volume is expected 
to rise 71% yoy in 2018. However, the number 
of deals is forecast to be only 6% higher, 
reflecting the preponderance of larger M&A 
announcements this year.

The U.S. 10-year bond yield is now higher than 
the average dividend yield for S&P 500 
companies. However, the combined cash yield 
(that is, including buybacks) is markedly 
superior to that available from bonds. This 
emphasizes the importance of capital alloca-
tion. If a firm cannot earn its cost of capital 
on new investments, then it should return 
the capital to the owners of the business 
through dividends, buybacks or debt 
reduction.

M&A: 2018 is Shaping Up as a Record Year for Global Deals
Announced global M&A volume (USD bn, deals worth more than $100 mn)

Trade Deficits are Driven by the Investment-Savings Balance

Source: Goldman Sachs

The Combined Cash Yield is Superior to that Available 
from Bonds

U.S. total net savings, as a % of GDP, 
has been on a declining trend since the 

early-1960s

The U.S. current account is 88% 
correlated with the investment-

savings gap

Source (left chart): Bloomberg, Epoch Investment Partners
As of May 31, 2018
Source (right chart): Bloomberg, Standard and Poor’s, Epoch Investment 
Partners
As of May 31, 2018

Dividend yield: Roughly 100bp less than 
the 10Y bond yield

Dividend + buyback yield: 1.75 ppts above 
10Y yield (reflecting record buybacks)

Source (both charts): Federal Reserve, Bloomberg, Epoch Investment 
Partners
As of December 31, 2017
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Although China 2025 is the primary trade 
dispute, the White House also has other targets 
in mind. China accounts for a majority of the 
U.S. trade deficit, but Japan is also quite 
important, as are Mexico and Germany. This 
suggests that the trade in autos and auto parts 
will be a second focus of trade discussions. 
Further, China has made it abundantly clear 
that they’re going to retaliate quickly and 
aggressively, and in a manner that targets soft 
spots in the U.S. economy (e.g., agriculture).

President Xi’s “Made in China 2025” agenda 
has called for Chinese companies to dominate 
10 rising sectors. This state directive has given 
a lot of ammunition to the trade hawks in the 
Trump administration. The leaders of the two 
countries have dug in their heels, suggesting 
this trade dispute won’t be solved anytime 
soon and will continue to be a source of 
market volatility for years to come.

The principal of comparative advantage demon-
strates that trade is always win-win. However, 
the U.S. exports relatively little to China and has 
legitimate reasons for believing that some 
aspects (mainly dealing with IP) of the current 
trade arrangement are unfair. However, global 
supply chains are complex and this makes it 
difficult to place tariffs on imports from China 
(or any other major economy for that matter) 
without hurting multinational companies, many 
of which are American.

President Xi has Indicated that “Made in China 2025” is Non-
Negotiable: Expect Trade Rhetoric to Remain in the Headlines
Increased state involvement in the Chinese economy,  
a web of opaque subsidies

China is the Primary, but Not the Only, Target

Trade Wars are Lose-Lose

Source (left chart): Bloomberg, Epoch Investment Partners 
As of May 31, 2018
Source (right chart): Peterson Institute for International Economics

Source: China People’s Daily

Source (left chart): Bloomberg, Epoch Investment Partner
As of May 31, 2018
Source (right chart): Peterson Institute for International Economics 
As of May 31, 2018

U.S. trade deficit by country 
(proportion, %)

China’s retaliation list  
(by product type, %)

Unbalanced: Solely due to comparative 
advantage? The trade gap has increased 

six-fold since  2001.

Share of target U.S. imports from China: 
Chinese vs. non-Chinese firms, 2017

Complex global supply chains
• U.S. MNCs operating abroad have sales of $6tn, roughly 4x total U.S. exports
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Second, the U.S. budget deficit is deteriorating 
dramatically. Next year it’ll be over $1 trillion, 
increasing to over $1.5 trillion by 2028. This 
means the U.S. is going to have to issue a lot 
more Treasury bills and bonds than they have 
previously been doing.

Turning from trade to “The Return of Price 
Discovery,” which is the title of our latest white 
paper. First, note that G4 central bank balance 
sheets, after increasing dramatically for a 
decade, are beginning to shrink. That is, they 
are turning from being net buyers to net sellers 
in global bond markets.

One reason we are concerned about escalating 
trade disputes is that, over the last two 
decades, we’ve seen margins in the U.S. 
increase dramatically. Part of this is because of 
trade and part is because of technology, tax 
cuts and declines in interest rates. We are 
concerned about “playing the movie 
backwards”; that is, moving from a win-win 
situation into a lose-lose one. The impact on 
equities could be significant, particularly for 
sectors that are involved in global trade and 
possess complex supply chains.

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

Unleashing Vol: The End of QE and the Return of Price 
Discovery

U.S. Fiscal Imbalances: To Infinity And Beyond

Source (both charts): FRB, ECB, BOJ, BOE, Bloomberg, Epoch Investment 
Partners
As of April 30, 2018 (left chart)
As of May 31, 2018 (right chart)

Combined G4 central bank balance sheet 
has increased inexorably for a decade. The 

yoy tightening impulse will be dramatic.

G4 QE suppressed interest rates and 
created a deluge in corporate bond 

issuance (96% correlation)

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

Trillion dollar federal budget deficits to be 
the norm  from 2019, and is already the 

worse ever excluding wars and recessions.

Rising U.S. deficit will likely be over 
$1 trillion in 2019. This and the Fed 
portfolio runoff, necessitates ever 

rising Treasury auctions.

Even an escalation of the trade dispute to 
include $200bn of imports would only reduce 
US GDP growth by roughly 0.25% and increase 
inflation by about 0.15%. But the impact on the 
stock market could be much larger, and faster.

Source (left chart): Congressional Budget Office, Bloomberg, Epoch 
Investment Partners
As of December 31, 2017
Source (right chart): U.S. Treasury Department, Goldman Sachs, Epoch 
Investment Partners
As of May 9, 2018

Source (both charts): Empirical Research Partners
As of December 31, 2016
Note (left chart): Net profit margins for S&P 500 companies, trailing 4 
quarters, smoothed.



8EPOCH’S CAPITAL MARKETS OUTLOOK   |   June 26, 2018

Epoch Investment Partners, Inc.

European markets are facing both the 
imminent end of QE plus a wall of maturi-
ties that’s about to thump the bond market. 
This means higher volatility, pressure on 
credit spreads and, at least partial 
normalization of bond yields. About 60% 
of German sovereign bond yields are held 
by the ECB, with another roughly 30% held 
by other central banks as part of their FX 
reserves. This leaves only about 10% in the 
hands of private investors, implying a lack 
of price discovery in this crucial market.

Bill Priest:
European PMIs have started to roll over, 
partially because of political turmoil in 
Italy, Spain and several other countries. 
By contrast, U.S. PMIs and forecast 
revisions remain solid.

Third, over the last 10 years the size of the 
corporate bond market has risen dramatically. This 
means that over the next couple of years there 
will be a significant increase in the value of 
corporate bonds maturing (and that need to be 
rolled over). Combining these three developments 
means that the supply of bonds hitting markets is 
going to more than double over the next couple 
years. This will engender higher volatility and 
wider credit spreads. There is also a risk that 
interest rates will start rising for “bad” reasons (an 
increase in fixed income supply). Each of these 
outcomes would be a headwind for high-duration 
equity strategies.

SLIDE 23

SLIDE 22

SLIDE 21

The Problem Next Time: Corporate Bonds At The Epicenter

European Growth: Cresting, Not Collapsing

Europe’s Double Whammy: The End of QE, Plus a Wall 
of Maturities

Source (left chart): Goldman Sachs, Epoch Investment Partners
As of May 31, 2018
Source (right chart): Deutsche Bank, Epoch Investment Partners
As of April 27, 2018

Value of U.S. corporate bonds maturing 
is expected to more than triple.  Likely 

placing stress on the U.S. corporate 
debt market.

Rising U.S. budget deficit comes at the 
same time as Fed redemptions and soaring 

corporate bond maturities. 

U.S. is still benefitting from the TCJA, while Europe gets roiled by political turmoil. Source (both charts): Bloomberg
(left chart) As of June 15, 2018
(right chart) As of June 22, 2018

Source (left chart): Goldman Sachs, Epoch Investment Partners
As of May 2, 2018
Source (right chart): Bloomberg, Epoch Investment Partners
As of May 31, 2018

Manufacturing PMIs: Europe has 
rolled over, U.S. remains solid

GDP forecast revision indices:Europe 
and the U.S. go their separate ways

The value of European corporate bonds 
maturing is expected to triple, from 
€120 bn in 2018 to €362 bn in 2022 
placing pressure on credit spreads.

Unfettered by fundamentals – The 
10Y bund yield is extraordinarily low 

relative to its own history, as well 
as Germany's strong fundamentals, 
domestic inflation and U.S. 10-year 

Treasury yields
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Regardless, the equity yield in Europe 
remains quite strong and there is a 
growth rate associated with it. Conse-
quently, we believe the outlook for equities 
is superior to that for bonds in Europe. Still, 
the fundamental problems of the Eurozone 
have not been resolved and we think it is 
unlikely that 2018 will see any progress 
regarding the much needed political reform 
agenda. This will continue to hinder growth 
prospects and be an ongoing source of 
market volatility.

A smaller portion of cash flow is returned 
to shareholders even though, generally 
speaking, dividend yields in Europe have 
been higher. The reason is that share 
buybacks have been more prevalent in 
the U.S. (partially reflecting a 1982 ruling 
by the SEC that provides a “safe harbor” to 
companies that repurchase shares). 

European equity market underperformance 
largely reflects relatively weak earnings 
growth and also the fact that tech repre-
sents a comparatively small proportion 
of market cap. We don’t see any reason to 
believe either of these factors will change 
meaningfully in the next couple quarters.

SLIDE 26

SLIDE 25

SLIDE 24

European Underperformance: Reflects Relative Earnings Growth

Cash Flow has Grown Less Quickly in Europe than the U.S.,  
With a Smaller Proportion Returned to Shareholders

Combined Cash Yield: Superior to that Available from Bunds. 
Eurozone Reform: Stalled.

Source (left chart): Bloomberg, Epoch Investment Partners
As of May 31, 2018

Long-term relative performance: 
This too shall pass, but not quite yet

Weaker EPS growth reflects its sluggish 
macro performance and a dearth of tech

Dividend + buyback yield:
400 bps above the 10Y bund yield

Source (both charts): Bloomberg, Epoch Investment Partners
As of May 31, 2018

The fundamental problems of the 
Eurozone have not been resolved

• Banking union: Progress seems to be 
reversing
• Fiscal union: The Growth and Stability 
Pact rules are increasingly broken.
• Political union: Not while populists are 
in the ascendancy.

Unlikely that 2018 will see any 
progress regarding the much needed 
reform agenda

STOXX European 600 (ex-fin):
Companies' use of cash

Cash usage (%) in Europe: Smaller 
proportion returned to shareholders 

than in the U.S.

Dividends plus buybacks: Accounted for 
18-20% of cash usage two decades ago, 
but has increased to 28% in 2018 (vs. 46% 
in U.S.).
Capex: Represented 50-54% of cash usage in 
the late-90s/early-2000s, compared to 42 - 
44% now (vs. 27-28% in the U.S.).

Source (both charts): Goldman Sachs
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There is an enormous amount of cash on 
the balance sheet of Japanese companies. 
However, it is dormant, there’s no velocity 
associated with all that money. The 
market would react positively if a larger 
number of companies began returning a 
greater share of capital to the owners 
of the business.

Japan’s earnings growth has been quite 
substantial this decade and the small cap 
market is especially interesting. Many large 
Japanese companies are not great capital 
allocators (and some were masters of wealth 
destruction for an extended period of 
time). However, it appears that some of 
the smaller companies possess both 
better business models and superior 
capital allocation skills. 

Turning to Japan, the labor market is 
unambiguously quite tight. This is why 
wage growth is relatively high, even 
though core inflation remains close to zero. 
The ongoing improvement in the 
domestic economy is one reason why 
Japan is, in many ways, more interest-
ing to us than Europe.

Japan’s Labor Market is Tight: But Why Aren’t Wages Rising?

Why Isn’t Japan Outperforming? Smaller Caps are Interesting.

Japanese Profits Dramatically Outstripping Capex

Unemployment rate at a 25-year low

Japan EPS growth has outperformed

Capital-lite Japan?

Topix: Approaching zero net debt

Core inflation is non-existent and 
nominal wage growth has been range-

bound since 2014

Japanese smaller companies 
outperform on improvements in the 

domestic environment

Source (both charts): Bloomberg, Epoch Investment Partners
As of May 31, 2018 (left chart)
As of June 22, 2018 (right chart)

Source (both charts): Bloomberg, Epoch Investment Partners
As of April 30, 2018

Source (both charts): Bloomberg, Epoch Investment Partners
As of March 31, 2018 (left chart)
As of May 31, 2018 (right chart)
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Outlook for Japan is More Constructive than Europe’s

Solid earnings should drive the TPX higher

1. Robust U.S. outlook: The labor market is tight, domestic demand is solid and the production side of the economy has picked up markedly. This provides a 
robust backdrop for earnings growth in the coming quarters. Further, the Tax Cuts and Jobs Act (TCJA) is providing a short-term boost to growth (and adding 
roughly 7% to EPS). 

2. Wage and price inflation in the U.S.: Increasing, but by less than in a typical cycle, likely due to technology. Still, the output gap has closed, so we expect 
moderate reflation and slightly higher bond yields.

3. Equity multiples unlikely to increase further: Multiples expanded on QE, but we are now transitioning into QT, and this is being combined with Fed hiking 
(the dot plot suggests 125 bps by end-2019). Consequently, equity return drivers have shifted from broad multiple expansion to earnings growth.

4. Tech is the new macro: Technology is positive for all three return on equity (ROE) components — profit margins, asset utilization, and leverage. Among 
other things, this implies corporate margins can remain high for a prolonged period and don’t necessarily need to revert. Also suggests companies returning a 
higher proportion of cash to shareholders.

5. Trade war rhetoric: Key issues include asymmetric market access, alleged IP theft, forced IP transfers and China’s 2025 policy. We expect trade tensions to 
remain a market theme, and a source of volatility, for years to come. However, an outright trade war, one that could cause a recession, is unlikely. We are more 
concerned about a bifurcation in global supply chains.

6. The return of price discovery: The looming trifecta of QT, soaring U.S. budget deficits and the upcoming wall of maturities (in Treasuries and corporate 
debt) could drive both interest rates and volatility markedly higher. Corporate debt is likely to be at the epicenter of upcoming market dislocations, as issuance 
has soared with QE and spreads remaining dangerously tight.

7. Europe: Growth is slowing, but is unlikely to collapse. Still, this is worrisome as Europe is likely to continue underperforming, as it grows EPS and CF less 
quickly than the U.S. (partially reflecting a lower weighting in Tech). Further, a smaller proportion of its CF is returned to shareholders. Finally, Eurozone’s 
reform agenda has stalled, undermining medium-term growth prospects.

8. Japan: The outlook has improved and Japan now looks relatively cheap. Our main concern is that the pace of improvement, regarding how companies 
think in terms of shareholder yield and capital allocation, remains glacial. Progress in these areas would send the Topix markedly higher. Japanese smaller 
companies appear particularly interesting.

9. Investment approach: As a result of the above points, it is ever more important to favor companies with a demonstrated ability to produce FCF and allocate 
that cash flow wisely between return of capital options and reinvestment / acquisition opportunities. 

Summary

Buybacks (JPY bn) expected to 
grow 10% yoy

Source (left chart): Bloomberg, Epoch Investment Partners
As of May 31, 2018
Source (right chart): CLSA
As of May 31, 2018

Share buybacks have picked up in Japan, 
but the overall value is still fairly modest. 
We would like to receive more clarity 
on what large Japanese companies are 
going to do with all their cash. Although 
we’ve kind of taken a wait and see 
attitude to this, we think the outlook for 
Japanese equities is more constructive 
than that for Europe.

A replay of our quarterly webinar is available on our website

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, 
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