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SLIDE 3
Interest rates have hit an inflection point

Section I: John Tobin
It’s our view that interest rates have hit an inflection
point and they will be rising. We cite three reasons.
First, across the developed world, we’re seeing
growth that is above trend and likely to persist for at
least the next couple of years. Second, inflation is
less transitory than initially thought, and you can see
the U.S. trend evident in the chart. Third, in response
to these two phenomena, central banks setting the
stage for rate normalization.

SLIDE 4
Interest rates have hit an inflection point

Yesterday, the Fed gave us a new dot plot. The median
line is a midpoint of the individual forecasts for each
of the individual members of the Federal Open Market
Committee. It seems clear that the folks that set
monetary policy in the United States are expecting to
raise interest rates for the next few years.

* The webinar Epoch held on December 16 was titled “Shareholder Yield: Reflation, Duration and Salvation.” The replay link is here and the presentation can be
viewed online at: https://www.eipny.com/wp-content/uploads/2021/12/GESY-Reflation-Duration-Salvation_FINAL.pdf
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SLIDE 6
Shareholder Yield is an indicator of short duration

What does that mean for equities? We think the concept of
duration -- which is normally something that bond investors
fixate on -- offers valuable insights for stocks. Like bonds,
stocks vary in their sensitivity to interest rates. Growth
stocks tend to have longer equity duration. They have cash
flows and earnings that are out in the more distant future.
Therefore, those cash flows will be more sensitive to
changes in the discount rate that’s used to value those
future cash flows. On the other hand, stocks that have
substantial present day cash flows and are paying dividends
have shorter duration. They should be less affected as
interest rates move higher.
Bond investors know that when rates are headed up, the
smart move is to shorten duration. We think equity
investors should be thinking about the risk in their
portfolios from holding long duration equities in a rising
interest rate environment. And viewed in this light, we’d
like to suggest that shareholder yield is an indicator of
short duration.

SLIDE 7
The onset of the pandemic hit short-duration stocks the hardest

This chart came from a recent study published in the
Journal of Accounting Research. The authors used the
concept of equity duration to analyze the pandemic
drawdown in 2020. They found that short-duration
equities were hit the hardest in this period. The
pandemic hit hard and fast, but it was expected to be
a relatively short-term phenomenon. As a result short
duration equities, those companies whose immediate earnings and cash flows would be hit the most,
those are the ones that had the bigger drawdown in
this episode.

SLIDE 8
Stocks that pay no dividends (long duration) have surged since 2020

Here’s another insight related to equity duration. On
the left is the long-term record: 25 years of history
up until 2020. The highest average annual returns
occur for companies with growing dividends,
followed by companies with stable dividends,
followed by companies with zero dividends, and
followed at last by companies that cut dividends.
The chart on the right shows the most recent period:
22 months from the start of 2020. In this period, the
highest returns by far came from companies with
zero dividends. This anomaly is puzzling until we
consider duration. In fact, this chart on the right is
just the flip side of what we saw in the previous
chart. Long-duration equities have been strong
during the pandemic.
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SLIDE 9
Long-duration stocks will face the strongest headwind as rates rise

Now, what about going forward if interest rates are indeed
headed higher? We think long-duration stocks will face
stronger headwinds. I apologize for the math, although I
hope you’re all familiar with it. It is just the straightforward
present value calculation. All it says is that the present
value of any asset is found by looking at the cash flows
generated by the asset over the time and discounting those
cash flows back to the present using an appropriate
discount rate. What this “bond math” tells us is for a given
increase in interest rates, those distant future cash flows
will be affected the most.
The numerator shows the cash flows that are expected to be
experienced over time. To be fair, I should point out it’s
certainly possible that cash flows will grow over time.
Indeed, one of the reasons we think interest rates are
headed higher is because we’re in an above-trend growth
environment. So, we should see growth and it’s possible that
growth can offset some of the effect of higher interest rates.

SLIDE 11
Rising short rates are favorable for stocks that pay dividends

Section II: Tom Callahan

The myth about dividend paying stocks is that they
suffer as rates rise and investors consider shifting to
fixed income. But that’s not been the case historically. As you can see, dividend payers tend to do well
relative to other stocks in a rising rate environment.
This fits nicely with our view about how stocks with
different durations behave when interest rates go up.

SLIDE 12
Long-term yields are more relevant to discount rates

Long-term rates are more important in terms of a
discount rate used to value stocks. So, let’s look at
that. In the first quarter of 2021, the 10-year
Treasury yield jumped about 60 basis points. You can
see on this chart where we have circled that the
sharp rise in rates caused a large adjustment in the
P/E ratio for the broad index but had a much more
muted impact on the High Dividend Yield Index and
the Global Equity Shareholder Yield portfolio.
The High Dividend Yield Index and the Global Equity
Shareholder Yield portfolio both focus on companies
that pay dividends currently and they can be
characterized as having relatively short duration. We
believe this explains the smaller impact on the P/E
multiple for both compared to the MSCI World Index.
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SLIDE 13
Recent examples of the influence of equity duration

Now, let’s look at this from another perspective.
Here’s where we move further away from theory and
get into a real-life example. The chart on the left is the
Broad Global Equity universe in the first quarter of this
year. When long-term Treasury yields jumped, the
more yield you had in your portfolio, and therefore,
the shorter your duration, the better off you were. The
Global Equity Shareholder Yield strategy, which is the
orange dot in this chart, has more yield than most
portfolios, and yield was a big positive factor. In fact,
the Global Equity Shareholder Yield portfolio was a top
quartile performer in this period.
Then in the second quarter, Treasury yields drifted
back down and this dynamic reversed. Yield was a
big negative factor in the second quarter relative to
other strategies, even though the absolute returns
were still strong.

SLIDE 14
Recent examples of the influence of equity duration

This dynamic still holds within the Equity Income
universe. As you can see, while the plot points are
not tightly as clustered as the previous, the trends
are exactly the same. Global Equity Shareholder Yield
has more yield than most other strategies and that
has been an advantage in a rising rate environment
and a hindrance in a falling rate environment.
Now, the next question might be, what type of
environment are we in now? While no one knows
what will happen from quarter to quarter, John did
point out earlier that we believe that the trend in
interest rates will be up over the next several years.

SLIDE 15
Attributes of the Global Equity Shareholder Yield Strategy

There are several attributes that the strategy
exhibits that should be attractive to long-term
investors. The Global Equity Shareholder Yield
strategy provides more yield than most equity
strategies and it does so without sacrificing quality,
evidenced by the above-median quality characteristics in this chart; specifically return on equity and
net profit margin, which are both in purple on the
right-hand side.
This comparison shows shareholder yield against
the Morningstar World Large Blend category, which
is a broad universe that contains a wide variety of
global strategies.
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SLIDE 16
Attributes of the Global Equity Shareholder Yield Strategy
These attributes hold up even within the Morningstar
World Value universe, which is the assigned category
for the strategy. Dividend yield is still top quartile,
and the quality characteristics remain above median.
And one thing we’d like to highlight for those of you
responsible for allocating assets is that these
characteristics have been exceptionally consistent
over a long period of time.

SLIDE 17
GESY: Substantial Yield Without Sacrificing Quality

The last slide I’ll show you provides one more
perspective on quality. Within the Shareholder Yield
portfolio, we’re not reaching out on the risk spectrum
to achieve a relatively high yield. We’re getting it from
fundamentally sound companies with sustainable and
growing cash flows and a history of providing
distributions to shareholders by paying cash
dividends, buying back shares, and reducing debt.
In addition, the vast majority of the portfolio
holdings—about 95 percent—possess investment
grade credit ratings, which is another indicator of
quality. And the yield on the portfolio remains very
competitive to those offered by most fixed-income
investments. The portfolio’s yield of about 3.6%
percent is well above the 10-year Treasury yield,
which is about 1.4%.

SLIDE 18
The PE Expansion Surge is Likely Over

Section III: Kera Van Valen
I would like to make a few observations about where we
expect equity market returns to come from in the future.
We believe that shareholder distributions will be the more
reliable, perhaps even the most significant component of
equity market returns in coming years. It is unlikely we are
going to see much in terms of returns coming from
expanding multiples. If anything, the impact from changes
in multiples could reverse as rates normalize.
Now, what does that mean for equity market returns?
Some believe that dividends will be the dominant form
return in the coming decade, as price returns could face
pressures in the absence of expanding multiples. As Bank
of America shows in the chart on the right, dividends have
historically represented 37% of total returns. They suggest
that dividends could represent a larger portion of total
returns in the next 10 years, as price returns face
headwinds as shown in their outlook on the left. While we
aren’t convinced that dividends will be your sole source of
return, we do believe they will continue to be important
and will represent a larger portion of equity market
returns in coming years.
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SLIDE 19
The Components of Equity Returns

This framework for thinking about the long-term
history of the components of return is consistent
with the chart we often reference. Market returns
can be broken down into dividends, earnings
growth—which is a proxy for free cash flow growth—
and changes in multiples.
Dividends, the orange bars, are always positive
contributors to return. Earnings growth, the light blue
bars, is almost always a positive contributor to
returns over rolling 10-year periods. The big swing
factor is the changes in multiples which over the long
run is not a meaningful contributor to equity market
returns. Dividends and earnings growth are the more
stable drivers of equity market returns. Dividends
and cash flow growth are central to the Shareholder
Yield strategy.
We look to invest in companies with capital allocation
policies that emphasize stable and growing dividends
supported by consistent and predictable cash flow
growth. Cash flow growth supports further reinvestment for future growth, but it also adds to the
stability of the cash distributions back to shareholders. As a company grows, so does the cash
distribution back to shareholders if the company has
a consistent capital distribution policy.

SLIDE 20
Components of Shareholder Yield

Dividends have not only been reliable, but they have
been a significant source of return over time. As price
returns move up and down, a dividend-oriented
portfolio always starts with a positive total return
buffer. And as a reminder, we view dividends more
holistically. We look to capture all three ways a
company can return cash to shareholders: dividends,
share buybacks, and debt paydowns. All three are
dividends of sorts in that they are ways for a company
to return the cash to the owners of the business.
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SLIDE 21
Expanding Opportunities to Harvest Shareholder Yield

Before we wrap up, it’s important that we touch on
the accumulation of cash, which is enormous. The
COVID pandemic has not altered sound capital
allocation policies. If a company can earn above its
cost of capital, by all means, it should be reinvesting
in the business or making acquisitions, as that is the
fastest way to create value. However, there are not
an unlimited supply of opportunities to earn above
your cost of capital. So, much of this cash will be
returned to shareholders through dividends and
share buybacks.
And on top of that, many companies across a variety
of sectors are moving toward capital-light business
models, replacing both capital and labor with
technology. This means the opportunity to collect
dividends and share buybacks might be even greater
than this chart suggests.

SLIDE 22
Shareholder Yield: Relevant for the Times
REFLATION
– Interest rates have hit an inflection point and have begun to normalize

DURATION
– H
 igher yield and shorter duration are shifting from a negative to a positive relative
to other stocks

SALVATION
– A
 focus on cash flows and distributions to shareholders (cash dividends, share
buybacks and debt reduction)
– Dividends: historically a more reliable component of equity returns than earnings
growth or expanding valuation multiples
– Above-average yield and quality characteristics whether compared to a broad
universe or a value or equity-income universe
– A conservative approach that complements riskier allocations

In summary, we are long-term believers in making
distributions to shareholders a primary source of
your equity returns, whether it be cash dividends,
share buybacks, and/or debt reduction. This
approach is the proverbial tortoise in the race against
the hare. It might have fallen out of fashion recently,
but the world is changing. As interest rates normalize, we believe Shareholder Yield is well positioned
to succeed.
Thank you very much for your time. We truly
appreciate your support and interest in this strategy.

For more, visit
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 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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