
On April 2, Epoch held its Quarterly Capital Markets Webinar (webinar link)
where we discussed COVID-19: the prerequisites necessary for markets to 
recover, the federal stimulus package as well as the virus’ effect on the energy 
sector. Our speakers received numerous questions during the presentation. 
We’ve answered ones most interesting to discuss with our larger audience.

Q. Is the cure worse than the disease? How will the government ever begin to pay 
down the accumulated debt?

A. The government might never pay down the accumulated debt. Rather it may 
just transfer the growing liabilities onto the balance sheet of the central bank, and 
keep rolling them over. That is certainly the experience of Japan, which is being 
followed by Italy, Spain, and others (including China). Once an economy becomes 
overly leveraged, tapering QE and shrinking balance sheets places a lot of stress 
on an increasingly fragile system. This is what we witnessed late-2018. As a result, 
the helicopters have arrived and a polite version of MMT is being implemented in 
all major economies. Although 99% of economists are critical of this approach (the 
solution to a debt problem is certainly not more debt), it is the path we are taking. 
Provided inflation remains benign, this grand experiment might be able to run for 
quite a while ( Japan started over two decades ago). However, ultimately, and in all 
probability, it will end in a rude awakening. Can we avoid complete despair?

Q. These bailouts cannot continue indefinitely. The next recession there will be no 
fiscal and monetary rescue and a massive global collapse to ensue. What are your 
current thoughts?

A. Agreed, but the experience of Japan suggests they can last for quite a while, 
albeit at a significant cost (lower growth, less innovation and creative destruction, 
greater system fragility). The next recession will likely take us even further down the 
rabbit hole. This is extremely worrisome and totally unprecedented, but we don’t 
know if the denouement is years or decades away. 

Q. What are your feelings concerning the developed international markets, particu-
larly in the E.U.? Do you have concerns of another European debt crisis?

A. The short answer is “yes.” European equities have under-performed since 2008, 
reflecting weak earnings growth. There is every reason to believe this will continue. 
E.U. policy post-GFC was a classic case of “too little, too late” and policy makers 
in Brussels and Berlin are now repeating the mistakes of 2008 and 2012. The sad 
refrain from proponents of further E.U. integration is, “If not now, when?” It is the 
right question and one result of the dithering is a rising risk of yet another Italian 
debt crisis. 

Without a common fiscal authority we believe the centrifugal forces are 
overpowering the EU’s centripetal influences. There is an important meeting 
scheduled for April 7th, but we believe they will continue to “extend and pretend,” 
doing just enough to keep matters from getting out of control, but not enough to 
deal with the challenging underlying fundamentals. The result will be continued 
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weak top-line growth, ongoing “Euro-sclerosis,” periodic debt crises, and 
under-performance relative to the U.S. All that said, our analysts and PMs have 
identified quite a few global champions in Europe that are attractive and meet our 
investment criteria.

Q. Is globalization going to be reduced, perhaps permanently, given the supply 
chain concerns we are experiencing due to the global shutdown? If so, will this lead 
to price inflation?

A. The globalization phase actually peaked just before the GFC. For over a decade 
the world has been engaged in stealth deglobalization (as seen in a host of metrics, 
such as trade, capital flows and foreign direct investment (FDI) relative to GDP). 
Events of this year will undoubtedly accelerate this process. Global supply chains are 
efficient during good times, but highly fragile when stressed. We expect increased 
redundancy to be built into global value chains and some production, especially 
related to healthcare, pharmaceuticals and tech hardware, to be brought home. 
While this will temper some of the secular deflationary forces, they are very strong 
and more related to technology, digital goods and services, and demographics. We 
are more worried about the impact on manufacturing margins, which have soared 
over the last three decades. We are skeptical that they will recover to and exceed 
their previous peaks.

Q. Is this the end of the business cycle or a blip in the long cycle?

A. Three points regarding this question. First, the business cycle has changed 
dramatically since pre-1980s. Earlier cycles were often driven by inventory and 
capex cycles, but with services now dominant the dynamics are totally different. 
Inventories are a shadow of their previous levels and, as we’ve stressed in our “Tech 
is the New Macro” papers, we’re living in a capital-lite world.

Second, rather than traditional business cycles we now have credit cycles. That 
certainly has been the case for the cycles that ended with the recessions in 1991, 
2001, 2008 and 2020. Leverage in the system has increased dramatically over the 
last three decades reflecting the secular decline in interest rates, the Fed “put” 
(which began with Greenspan and has been endorsed by every Fed chair post-
Volker) and an increasingly sophisticated, complex and opaque financial sector. This 
current recession would still have occurred without leverage, but our system is now 
much more fragile and less robust than pre-1980s.

Third, recessions cause pain and voters are increasingly demanding that fiscal and 
monetary authorities do everything they can to alleviate their suffering. This means 
imbalances keep building up rather than being moderated or otherwise dealt with. 
No one seriously believes that a debt problem can be solved with more debt, but 
that is what we keep doing. The result is “The Helicopters are Coming” and Modern 
Monetary Theory rules the roost. This has taken place in spite of the fact that 99% 
of economists oppose MMT and believe it is a dangerous experiment. Monetary 
stimulus morphs into debt financing when it is no longer viewed as temporary. The 
Fed’s QE experiment, first launched in 2008, is increasingly looking permanent.

Bottom-line: The nature of cycles has changed dramatically, and probably not for 
the better.
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Q. Consumer spending was supporting the economy. What happens if unemployment 
continues to sky rocket, small businesses go out of business, sentiment decreases? 
How long does it take to rebound? 

A. Absent an aggressive policy response, the scenario you outline could result in 
a painful recession morphing into a prolonged depression. While not perfect, the 
policies put in place thus far are intended to ensure that vulnerable households still 
have some spending power, that most small businesses remain operable, and that 
financing channels stay open (the latter is particularly important as the collapse 
of the banking sector in the 1930s was a key reason for the longevity of the Great 
Depression). Rather than an ongoing contraction (L-shaped) or a sharp recovery 
(V-shaped), we expect a swoosh-shaped rebound. With improved testing and greater 
availability of personal protection equipment, consumers, workers and students will 
slowly and gradually resume their normal activities.

Q. I understand the argument against a V shaped economic recovery (in GDP). How-
ever we know the market and economics can be disconnected. What shape would you 
expect to see in terms of the chart of the S&P 500?

A. Once investors become confident that the three prerequisites for the markets 
to stabilize are in place, then we expect equities to begin to recover. This typically 
occurs well before it is obvious that the real economy is back on a sound footing. 
The type of market recovery though is likely to be quite different than those 
experienced previously.

Q. Would the economic scenario change if a second wave of infection happened?

A. Our economic and market scenario incorporates second waves, but assumes they 
will be much milder than what we are currently experiencing.

Just to clarify, a second wave can refer to several developments. Four examples: 
(1) A return of infections in the autumn as temperatures and humidity levels in the 
Northern Hemisphere drop; (2) The pandemic spreads to the Southern Hemisphere 
over the next few months as the winter arrives there; (3) A rise of infections in 
places like NY or CA, that have imposed relatively strict lockdowns, as travelers 
arrive from other parts of the country/world where restrictions were more relaxed 
(and infection rates remain high); and (4) A few weeks after the number of new 
cases peaks, we begin to relax restrictions and gradually return back to normal. 
However, without sufficient testing and PPE, as well as isolation and tracing 
policies, a second wave could well occur. In fact, so could a third, until the infection 
rate is brought below 1 and a sufficient proportion of the population has built up 
antibodies/immunity.

Our base case includes second waves, but assumes they are mild relative to the 
current pandemic. The Spanish Flu came in three waves, but the situation today is 
very different. A rougher second wave would definitely require us to mark-down 
our outlook.

Q. Are there any particular areas of opportunity that will arise as part of the recovery?

A. Within Epoch’s concentrated global equity strategy, we are identifying 
opportunities within the following areas: low-price, consumer non-durables; 

3

Capital Markets Q&A



infrastructure; and companies benefitting from the continued digital age transition from 
atoms to bits.

Q. Do we anticipate any possible permanent structural changes to the economic/
business environment as a result of COVID-19?

1) Bits vs. Atoms: The gap between the digital and analogue parts of the economy 
keeps growing, and almost certainly at a faster rate than previously. This has been 
a key theme at Epoch, as explored in our “Tech is the New Macro” notes. In today’s 
environment, this includes online education, healthcare, fitness, house-parties...

2) De-globalization: Again, this has been a key theme of a number of our Insight 
papers. The fragility of global supply chains (e.g., healthcare, tech hardware) has 
been harshly demonstrated. Expect greater diversification (and redundancy) in 
supply-chains, with some production of truly essential products returning home. Bad 
news for manufacturing margins.

3) China: The role of the state gets more and more intrusive in both everyday life 
and the economy. Convergence is not happening, Cold War 2.0 is here, and so far we 
are not winning.

4) Eurozone is dysfunctional: There is no meaningful EU level fiscal or health 
authority, meaning this crisis will be much worse and longer-lasting than it should 
have been. Europe continues to underperform, and powers and capabilities will 
likely devolve from Brussels back to member states.

5) Modern Monetary Theory and leverage: 99% of economists oppose MMT, but a 
polite form has now been adopted in all major economies. This means central banks 
have little independence and government debt levels continue to rise. Similarly for 
corporate leverage.

6) A trend becomes permanent, as all major economies are “turning Japanese” 
(like in the 1980s pop-song). Yield becomes even more important. Banks remain 
under pressure.

7) Geopolitical risks: Italy’s debt sky-rockets and is forced out of the EU; revolution 
in Iran further destabilizes the Middle-East; China swoops in to take advantage of 
the void.
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security, strategy or investment product. Information contained herein has been obtained from sources believed to be reliable, but not guaranteed. The information contained in 
this update is accurate as of the date submitted, but is subject to change. Any performance information referenced in this update represents past performance and is not indicative 
of future returns. Any projections, targets or estimates in this update 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 that 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 Q & A 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. 


