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America’s Economic Experiment: End of the Reagan Era?

Fiscal Policy: Biden’s Trifecta for 2021
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Today we discuss three topics: America’s risky 
economic experiment (enormous monetary and 
fiscal stimulus); the Roaring ‘20s (spurred by $1.7 
tn of excess savings); and the two key market 
risks (interest rates and valuations). We will also 
discuss a recent paper we wrote on central bank 
digital currencies.

America’s risky economic experiment under 
Biden marks the end of the Reagan era, which 
emphasized that government is not the solution, 
it is the problem.

Moreover, we are now living in an MMT world, with 
the primary policy aim of ensuring full employ-
ment. This has led reasonable people to wonder: 
what is the upper limit on fiscal policy? The most 
likely limiting principle is inflation, which this 
presentation will discuss in some detail.

During his first 85 days, Biden unveiled the most 
ambitious fiscal platform since FDR’s New Deal way 
back in 1933.

As shown on the bottom left, the plan Biden signed 
in March will boost this quarter’s growth by an 
eye-popping 6 ppts (on an annualized basis).

Biden’s other two plans are equally important but 
less about stimulus: They are more focused on 
infrastructure and helping lower-income families.

http://www.eipny.com
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Three stimulus packages have been implemented since 
the pandemic began. However, only 25-30% of the 
transfers have been spent, which has resulted in excess 
savings of $1.7 tn and implies enormous pent-up 
demand as reopening progresses. This implies a real 
possibility of a Roaring Twenties replay, at least for a 
couple years.

The chart in the upper left shows that personal 
consumption is running well below trend, largely 
because of social distancing measures, that especially 
affected service sectors like restaurants, accommoda-
tion, and transportation.

However, as seen in the top right, personal income was 
greatly boosted by the CARES Act, with a large percent-
age of its transfers used for savings or to pay down debt, 
as demonstrated in the table on the lower left.

The result is seen in the bottom right, with cumulative 
savings running $1.7 tn above trend.  This alone almost 
ensures extraordinarily strong growth this year and next.

There is a widespread view, at least among Demo-
crats, that corporations aren’t paying their fair share 
of taxes.

We expect the corporate tax rate to be hiked, but 
centrist Democrats have promised to hold the line at 
25% rather than 28%.

Additionally, taxes on overseas profits are likely to be 
increased, with Treasury Secretary Yellen working with 
her European counterparts to ensure a global 
minimum tax.
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Fiscal Policy: The Case for Higher Corporate Taxes

Reopening + Massive Savings = “Roaring Twenties”?
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Fiscal Policy: Biden’s $2.3 tn “American Jobs Plan”
Biden’s “infrastructure” plan is long overdue, as the 
government has underspent in this area for well over 
four decades.

The table on the bottom right shows that such 
spending initiatives enjoy broad bipartisan support 
among voters.

However, the tax hikes to offset this spending are 
much more controversial, with the GOP promising to 
block any such attempts.
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The charts on this slide help to counter the common 
misperception that labor market recoveries can be 
V-shaped. This can be seen most clearly in the top- 
left chart.

Further, the top-right chart shows the level of 
employment in the leisure & hospitality sector, which 
was particularly hard hit by COVID and social 
distancing. The sector shed half of its jobs in three 
short months last spring, but a year later is still 
operating 20% below its pre-COVID level

The Biden administration wants to avoid another 
experience like last decade in which it took 75 
months for the overall labor market to recover 
post-GFC.

This explains the third revision to how the Fed is 
interpreting its dual mandate: That is to ensure full 
employment for all workers .

Turning to monetary policy, the Fed has made three 
changes to its interpretation of the dual mandate.

The first revision is that the Fed is going to base its 
decisions on hard, realized data, rather than its 
forecasts of future outcomes. This reflects the Fed’s 
recognition that it has been consistently too hawkish 
and tightened too early over the last three decades.

Second, during the last few months, the Fed has 
repeatedly emphasized its 2% target is an average, not 
a ceiling. This means the Fed will be willing to let the 
economy and inflation run a bit hot during the next 
couple years, to make up for previous undershoots.

How is the recovery and return to normal going so 
far? Traditional economic metrics are released with 
long lags, so we believe it is important to also follow 
some of the new high-frequency indicators.

They show that restaurants, retail, and recreation 
activity are well on the way to “normal”, while some 
other activities, such as flying or mass transit 
continue to lag pre-COVID levels.
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Has Activity Returned to “Normal”? High Frequency Indicators

Monetary Policy: Labor Market Recoveries – Never V-shaped

Monetary Policy: Dual Mandate – Three Significant Revisions
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If bond yields do keep rising, it is reasonable to 
expect value to outperform growth, as shown in the 
top right chart (although we believe the traditional 
definitions of value and growth are quite flawed).

It is also likely that banks would outperform 
defensives, as the bottom charts illustrate.

However, we believe bond yields are only likely to 
rise by another 20-30 bps this year, with a cyclical 
peak probably below 2.5%.
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What if Bond Yields Keep Rising?

Downside Risk: Dramatic Rise in Interest Rates

Ensuring full employment for all workers means the 
Fed won’t just focus narrowly on U-3 unemployment 
but will look at broader measures such as U-6, which 
includes people working P-T who would prefer F-T 
jobs and those only marginally attached to the labour 
force.

The Fed will also take into account the LFPR of 
people with less education, as well as that of 
different ethnic groups.

The bottom-line is the Fed has decided to reinterpret 
its mandate in three distinct ways, all of which are 
dovish, and this has critical implications for equity 
and bond markets over the coming cycle.

SLIDE 10

Monetary Policy: Fed is Targeting Full Employment for Everyone

The key risk for equity markets is a dramatic rise in 
interest rates, which would be especially damaging  
to long duration assets and could occur for one of  
two reasons.

First, inflation expectations might become unteth-
ered. This could include an acceleration in wage 
inflation, as it did in the 1970s. While possible we 
believe the Fed’s credibility remains intact, technol-
ogy is steadfastly deflationary, and break-evens are 
already close to their highs for 2021. 

Second, higher real yields: As can be seen from the 
chart, this strikes us as more probable. However, as 
in 2013, sharply higher real yields are not likely until 
the Fed begins to taper.
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Digital Economy and Superstar Firms

A second risk concerns equity valuations and the 
euphoric sentiment prevailing in many asset markets.

The two charts at the bottom show several valuation 
metrics: All of which use trailing earnings.

The good news is that earnings and cash flow growth 
are likely to be exceptionally strong over the next 
two years. However, much of this is likely already 
priced in.

Regardless, so-called “story stocks” with little or no 
operating CF and reflecting imagination (imaginary) 
outcomes will start to lose their value.

In spite of these risks, the short-term outlook, say 
over the next two or three quarters, is actually 
quite positive.

Equity Market: Fairly Valued, Contingent on Bond Yields
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Money 3.0: Central Bank Digital Currencies

A defining feature of the last decade has been the 
growing importance of the digital economy and 
superstar firms.

It’s amazing the oversized impact a relatively small 
number of stocks has had. Just six companies alone has 
accounted for almost 40% of the S&P’s appreciation 
since 2015.

While these companies underperformed for a few 
months (following the Nov 9 Pfizer announcement 
and Biden’s election), we continue to favor many of 
them due to their resilient business models and strong 
FCF growth.

Last month we wrote a paper on central bank digital 
currencies, which is the tenth article in our “Tech is 
the new macro” series.

Our paper starts off by explaining three recent 
developments in the digital economy that have 
made central banks realize the status quo is no 
longer an option.

The first is that traditional currency, in the form of 
notes and coins, has by now been almost totally 
displaced by credit cards and electronic payments.

Consequently, if central banks don’t evolve, they 
will soon be nudged to the periphery and could 
eventually lose much of their relevance in the 
digital economy.
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The second development that has served as a 
wake-up call for central banks is the rise of private 
digital currencies that operate without any involve-
ment by central banks or financial institutions.

Bitcoin has now been trading for over a decade, with 
great operational success, and has a market cap of 
well over $1 tn.

Moreover, the Libra project initiated by Facebook 
two years ago absolutely lit a fire under central 
banks, including the Fed, ECB, and PBOC.

While Bitcoin is wildly unstable and possesses a 
number of design flaws, including its enormous 
energy consumption, it is becoming mainstream and 
could pose an existential risk to central banks’ ability 
to influence the financial economy.

The third development spurring on the Fed and ECB 
is China’s digital currency. China is leagues ahead of 
Europe and the US when it comes to fintech, 
payments and now, digital currencies.

China has already run three successful pilots and 
could formally launch as early as next Feb, during the 
Beijing Winter Olympics. This gives China a critical 
edge in setting global standards for digital currencies 
and Beijing has already filed dozens of patents.

It also will help formalize the RMB’s status as one of 
the world’s top three currencies. More broadly, in the 
context of Cold War 2.0, which is primarily about 
technology, digital currencies have become yet 
another battlefront along with semis, AI, robotics, 
gene editing, and so on.

Bitcoin: Digital Gold or a Purely Speculative Asset?
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China’s DC/EP: Challenging the USD’s Hegemony
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Central Banks: Aware They Could Soon Be Irrelevant
Regarding the implications of CBDCs, one positive is 
that monetary and fiscal policy will be much faster 
and more effective when all households and 
businesses have an account at the Fed.

Less positive are legitimate worries about privacy. A 
second concern is that significant swaths of the 
commercial banking system could be disintermedi-
ated, especially if CBDCs sit on the balance sheets of 
central banks rather than commercial banks.

More broadly, CBDCs will further accelerate the 
digitization of the economy. While overall a good 
thing, this will further speed up disruptive innova-
tion, some of which could be destabilizing.

Finally, during the past two years, CBDCs have 
progressed from a bold speculative concept to a 
seeming inevitability and will soon be a core feature 
of our financial ecosystem.
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America’s Economic Experiment: Investment Conclusions
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Biden has certainly been sprinting through his first 
85 days. We’ve discussed his fiscal trifecta in some 
detail, but equity markets are especially worried 
about the likelihood of tax hikes next year and the 
return of a more active regulatory environment.

Second, we are experiencing the strongest GDP 
growth since 1984. As social distancing wanes, 
consumers with their pockets full of cash just want 
to spend and have fun.

Next, the two key market risks are sharply higher 
bond yields and lofty equity valuations.

Finally, we are especially interested in companies 
that have demonstrated their ability to allocate 
capital wisely and can articulate their business 
strategy for the digital age. If they cannot do that, 
they are likely to flounder and eventually, wither 
into irrelevance. 

Epoch’s Thought Leadership

1.  Biden’s Priorities: Sprinting Through the First 85 Days
• Fiscal trifecta: Ambitious experiment
• Tax hikes: Could entail 5% hit to 2022 EPS (8% for tech, healthcare)
• Regulation is back: Environment, antitrust, …
• Trade: China policy changes more in rhetoric than substance

2.  Strongest GDP Growth Since 1984: Consumers Just Want to Have Fun
• Supportive policy: Both fiscal & monetary
• Reopening + massive consumer savings = “Roaring Twenties”?
• Rebound in service sectors: Recreation, healthcare, travel, hotels, restaurants & bars

3.  Market Risks: Bond Yields and Valuations
•  Bond yields could rise slightly further: Reflecting untethered inflation expectations 

or “normal” real yields
• Equity valuations: Fair, assuming lower for longer interest rates

 – Euphoric sentiment and pockets of liquidity-driven excess
4.  What is Your Business Strategy for the Digital Age?

•  We remain focused upon firms with resilient business models and strong free cash 
flow growth

 –  We look for a demonstrated ability to allocate that cash flow effectively between 
return of capital options and reinvestment/acquisition opportunities

•  It is imperative that companies successfully implement a business strategy for the 
Digital Age

 – Especially favors companies in tech, healthcare, and communication sectors
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