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SLIDE 2
The Reopening Trade: Time to Favor Quality Growth?

At this stage of the reopening trade, we believe it
is time to favor quality growth. The labor market
is booming and the consumer will be the primary
driver of the economy, with a rotation from
durable goods into services. Housing is also on a
tear, with prices up 14.6% yoy, the biggest gain in
the data going back to 1988.
All of this makes us wonder if the good news is
already priced into the equity market. For
example, the outlook for corporate earnings is
solid, but revisions may soon peak. We believe
this will be a key issue for the second half of this
year, especially as some of the risks we list here
come back into focus.

SLIDE 3
The Long Road Back to “Normal”: High Frequency, Micro Data

There are a host of new high-frequency indicators
that allow us to monitor the economy’s return to
normal, almost in real-time. To start, the overall level
of restaurant reservations in the U.S. has almost fully
recovered, although there is significant variation
across regions and cities. The picture is similar with
the TSA measure of traveler activity. Google mobility
measurements for retail and recreation activity have
also come back solidly, as has Apple’s mobility
tracker. Overall, this micro data strongly suggests the
recovery is firmly on track and, in many aspects, we
are already back to pre-COVID levels of activity.

All charts use the latest data available as of June 22, 2021 unless otherwise stated.
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SLIDE 4
Shape of Recovery: From Demand- to Supply-constrained

A year ago the economy was demand-constrained,
but lately it seems that supply shortages and
bottlenecks are holding back the recovery. The labor
market collapsed from March to May of last year
but has since experienced an impressive rebound.
However, labor markets are complicated places and
have never really experienced a V-shaped recovery.
A second market that has received a lot of attention
is lumber. You can see the sharp decline in lumber
prices recently in the bottom-right chart, but,
according to the futures market, it will likely take
another year or two to fully normalize.

SLIDE 5
Celebrate Reopening: But Don’t Lose Sight of the Forever Virus

A number of commentators have taken to calling
COVID-19 the forever virus. While some communities
have very high vaccination rates, there is enormous
variation across regions and countries. For example,
14 U.S. states have full vaccination rates below 40%,
which means we’re a long way from herd immunity.
At the country level, above-average rates have been
achieved in Canada, Israel, the UK, and the U.S.,
among others. Lagging countries include Mexico,
Japan, and India, places the U.S. has an enormous
amount of interaction with. While much progress has
been made, it is premature to think about taking a
victory lap. The potential for this virus to raise its
ugly head again remains quite high.

SLIDE 6
Will the Inflation Genie Escape?

We recently posted a white paper on inflation and
began the note by discussing the three elements of
the ongoing policy experiment: the stimulus
packages enacted during the pandemic; the
transition to a fully reopened economy; and the
incredibly loose monetary policy. The paper also
emphasized that, what is particularly important
structurally, is the broad acceptance of MMT as the
basic framework for policy.
MMT assumes the economy almost always operates
well below full employment, which suggests fiscal
stimulus is necessary, as inflation is a remote risk,
and certainly less costly than persistent
unemployment. To some policy-makers, this means
we can crank up spending well beyond what was
previously thought feasible.

All charts use the latest data available as of June 22, 2021 unless otherwise stated.
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SLIDE 7
Fed Overestimating its Abilities to Fine-tune Economy

This slide makes three points. First, the market
perceives that inflation risks are at the highest
levels experienced in decades, as shown in the
top-left chart.
The second point is that we’ve had three distinct
inflation regimes since the early-50s, with many
commentators arguing today is most similar to the
period of the Great Inflation (1965-82), which was
finally walloped by Volcker in the early-80s.
Finally, the Fed broadly overestimates its ability to
fine-tune the economy and to micro-manage
inflation, a point we believe is illustrated by the
quote from Lael Brainard on the bottom left.

SLIDE 8
How Likely is a Repeat of The Great Inflation?

This slide summarizes our analysis of the Great
Inflation, which we believe had five key features. The
first three certainly feel familiar today, however, the
last two features are not yet being met.
Today’s supply-side issues (semiconductors, lumber,
and so on), are minuscule compared to the OPEC
shocks in the 70s. Further, it takes many years and
multiple policy errors for inflation to become
unanchored. We could still get there, but it is way too
early to make that type of judgment today.
For these reasons, we believe the Korean War
experience, which featured a transitory burst of
spending, and of inflation, offers a much better
historical analogy.

SLIDE 9
Investors Took a Beating During Great Inflation of 1965-1982

Inflation is brutal for investors, as best illustrated by
the fact that real equity returns were negative for
two full decades from 1965. Many people don’t
fully appreciate this because, initially, as we crawl
out of a recession, reflation is viewed positively, as
a signal the cycle is improving (see the chart on the
top-left).
However, as the cycle matures and inflation
expectations rise further out the break-even term
structure, everything turns pear-shaped (as
illustrated by the figure on the bottom-right). The
reason is that higher, longer-lasting inflation signals
we’re late cycle, the Fed is going to hike
aggressively, and a recession is around the corner.

All charts use the latest data available as of June 22, 2021 unless otherwise stated.
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SLIDE 10
Inflationary Pressures: Likely Transitory, but Risks Are Large

We’ve identified four key signals to watch. The most
important is definitely wages, with the risk of a
wage-price spiral being the key harbinger of a
1970s-type scenario. We also emphasize that the
endgame for MMT is inflation, although probably not
right now, given how small the ruling party’s majority
is. For better or worse, divided government is the
best insurance against inflation. We also need to
watch the composition of the Fed, with Powell’s term
expiring in Feb, and Clarida and Quarles’ terms up
before then. All three are Republicans nominated by
Trump, and it is certainly feasible that Biden will
want to place his own stamp on the FOMC.

SLIDE 11
The Fed’s Next Policy Action: A Taper Tantrum is Unlikely This Time

This slide discusses the Fed’s next policy action,
tapering QE4, which could be formally announced
by September, and implemented from Q4. Many
investors are worried about a replay of 2013’s taper
tantrum when the 10 year bond yield rose by well
over 100 bps from Bernanke’s first comments to the
formal announcement. This occurred because
investors thought tapering meant rate hikes were
imminent, but the first hike didn’t occur until
December of 2015, a full 31 months after the
tantrum began. Regardless, as shown on the
bottom-right, equities shrugged off the bond
market volatility and put in solid gains through both
2013 and 2014.

SLIDE 12
A Second Likely Policy Action: Higher Corporate Taxes

A second likely policy action out of Washington is
higher corporate taxes. The Biden administration
has proposed raising it from 21% to 28%, but we
think it will probably end up closer to 25%. This
would constitute a mild headwind for earnings as
we enter 2022.
There is also a lot of momentum in favor of a global
minimum tax. The current system is difficult to
defend and moving to a more efficient tax structure
will mainly affect a small number of companies in
tech and health care.
Corporations are essentially pass-through entities,
but there is no question that corporate taxes are
headed higher. However, we think most of that is
already baked into market levels today.

All charts use the latest data available as of June 22, 2021 unless otherwise stated.
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SLIDE 13
Value vs Growth: SVX Usually Outperforms Early Cycle

Regarding equity styles, value often outperforms
early in the cycle. However, we believe these
categories are not terribly useful, partially because of
the increased importance of intangible capital in the
digital economy. Almost every company in the world
is trying to pursue a capital-light strategy and
technology is very deflationary.
Regardless, we believe that so-called value
companies that have good capital allocation policies
and solid earnings growth expectations, are going to
be fine. The same goes for growth companies,
although sustainable FCF generation is crucial and
valuations are a constraint in some cases. Right now,
we think there are opportunities in both styles.

SLIDE 14
Equity Market: Fairly-Valued, Conditional on Bond Yields

Earnings growth has rebounded sharply and is
expected to remain strong through at least 2022.
However, we believe much of this good news is
already priced in.
Moreover, assuming these EPS estimates are
realized, and that bond yields remain relatively low,
we believe the overall equity market is fairly valued.
There are, though, numerous speculative excesses,
which we believe simply reflect the statement that
when money is free, imagination is real.
We believe it is crucial for investors to own
companies that generate sustainable FCF and
allocate that cash flow wisely.

SLIDE 15
America’s Risky Economic Experiment: Investment Conclusions

One of our favorite questions to ask companies is,
“What is your business strategy for the digital age?”
Every company needs to ask themselves that
question and if they can’t develop and implement a
credible strategy, they are going to be
disintermediated by the changes that are happening
in the digital world.
Moreover, we remain focused on those firms which
we think have resilient business models,
accompanied by strong FCF growth. Further,
management needs to be able to demonstrate they
can allocate that capital effectively through the
options of returning or reinvesting.

All charts use the latest data available as of June 22, 2021 unless otherwise stated.
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SLIDE 16
The COVID-19 Crisis Created a Historic Opportunity

Through September 30, 2020, small caps had
underperformed large caps for several years. This
underperformance had accelerated during the
pandemic. For example, on a YTD 2020 basis as of
that date, small caps had underperformed large caps
by over 15%.

SLIDE 17
Small Caps Outperforming Large Caps Since Vaccine Breakthrough

Starting in the fourth quarter of last year, small caps
staged a large rally. They have gone on to outperform
large cap stocks on a YTD basis as of June 18, 2021.
In fact, for the trailing 7 ½ month period small caps
outperformed large caps by over 22%.

SLIDE 18
Window of Opportunity Remains Open for Small Caps
Historically, small caps perform well after sharp
market declines. The blue bar at the far left of the
chart provides the average return for small caps for
the worst 25 rolling three-month periods since 1926.
The average decline of 35% is very similar to the drop
experienced at the onset of the pandemic last year,
which was 30%.

All charts use the latest data available as of June 22, 2021 unless otherwise stated.
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SLIDE 19
Window of Opportunity Remains Open for Small Caps

Historically, small cap stocks tend to perform well
during periods of high GDP growth.
When GDP growth is above 2%, small caps typically
generate attractive double-digit returns. Current
consensus estimates for US Real GDP growth for this
year and next are well above the 2% level.

SLIDE 20
Window of Opportunity Remains Open for Small Caps

Small cap fundamentals look attractive relative to
large cap. The chart on the left indicates that small
caps are expected to have higher revenue growth
both this year and next year.
In a similar manner the chart on the right shows
that small caps will also have higher profit growth.

SLIDE 21
Window of Opportunity Remains Open for Small Caps

Small cap valuations look attractive relative to large
cap. Small cap stocks almost always trade at a
premium relative to large caps due to their higher
growth prospects. The key to the analysis is to focus
on the change in the relative relationship over time.
Looking at the bottom right-hand corner of the
graph we can see that the relative valuations
remain near all-time lows.

All charts use the latest data available as of June 22, 2021 unless otherwise stated.
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SLIDE 22
Window of Opportunity Remains Open for Small Caps

Small caps have suffered almost ten years of net
out-flows, although that trend began to change at the
end of last year.
The market capitalization of mega-cap stocks dwarfs
the size of small caps. Any change in investor demand
away from mega cap stocks and into smaller cap
companies could provide significant support to the
asset class.

SLIDE 23
What’s Driving the Rally in Small Caps?

Low-quality small caps have significantly
outperformed high-quality small caps on a YTD basis,
returning approximately 40% versus 12% respectively.
Some of the strong performance of low-quality small
caps can be attributed to so called “meme stocks.”

SLIDE 24
What’s Driving the Rally in Small Caps?
Meme stocks entered our investment lexicon for the
first time in late January this year. A meme stock is
generally an unprofitable company that has
experienced a sharp run-up in its stock price due to
rampant speculation on social media.
Even though they represent a miniscule portion of
the index, on a YTD basis the Meme stocks added an
additional 2.7% to the return of the Index.

All charts use the latest data available as of June 22, 2021 unless otherwise stated.
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SLIDE 25
Advocating a High-Quality Approach

High quality small cap stocks outperform low quality
small cap stocks over the long run. The chart on the
left illustrates that high FCF yield companies
outperform over the long run.
Additionally, the chart on the right indicates that
higher ROE companies outperform over the long run.

SLIDE 26
Advocating a High-Quality Approach

High quality small cap valuations are at historically
cheap levels. So, in addition to superior cash
generation and high returns on capital, high quality
small cap valuations look very attractive at the
moment. This is essentially the best of both worlds
from a fundamental perspective.

SLIDE 27
Advocating a High-Quality Approach

High quality small caps tend to lag at the beginning
of a market recovery and then recover. The lag tends
to last for a period of about 12-14 months.
It’ been approximately 15 months since the market
bottomed in March 2020, suggesting that, at least on
historical precedent, now may be a good time to
invest in high quality small caps.

All charts use the latest data available as of June 22, 2021 unless otherwise stated.
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SLIDE 28
Advocating a High-Quality Approach

When it comes to investing in small cap’s we
advocate an active approach.
Over the last ten years the percentage of loss-making
companies within the small cap index has increased
and now equals approximately 35% - 40%.
Passive investments in index funds or ETF’s will, by
default, result in a large exposure to loss making
companies and, conversely, a sub-optimal exposure
to high quality companies.

SLIDE 29
The Small Cap Opportunity from Our Perspective

SLIDE 30
Epoch Thought Leadership

For more insights 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.
All charts use the latest data available as of June 22, 2021 unless otherwise stated.
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