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1a.  Delta Diminishing: What Will the Gales of November Bring?
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1.  Growth Risks: Tilted to the Downside
a. COVID: Expect only a moderate wave this winter
b. Policy impulse: No longer stimulative – tapering and tax hikes
c. China’s real estate obsession: No Lehman, but a critical growth headwind

2.  How Long is Transitory? A Wide Range of Inflation Outcomes is Plausible 
a. Supply chains: Constraints to ease from 1H2022
b. Wages: Especially hot for low-wage workers
c. Rents: Will make it tough for Fed to hit target late-2022

3.  Some Good News: Acceleration of the Digital Economy
• Surge in start-ups & unicorns reflects the broadening of the digital revolution across industries

 – Still, the U.S. has only reached 18% of its digital potential
• We expect digital platforms to represent the majority of market cap by 2025

 – With tech, health care and communications the most promising sectors

4.  Equity Market Outlook: Flat and Fat Returns
• Market valuations are fair provided

 – Interest rates remain low: Requires a benign inflation cycle
 – FCF growth meets rich expectations: Needs growth risks to abate

Our presentation begins with a discussion of the 
three key risks to the growth outlook. Next, we 
examine the reasons why there is such a wide 
range of plausible outcomes for inflation over the 
next twelve months. We then ditch the doom and 
gloom to discuss our latest white paper, which 
explains how the pandemic has accelerated the 
digitization of the economy. This is good news for 
productivity, margins and FCF. Finally, we briefly 
outline our equity market outlook.

The first risk to the growth outlook is the possibility 
of a COVID winter wave. However, we believe it will 
be modest and only constitute a mild headwind for 
growth. Delta is subsiding, which is great news, and 
this is reflected in a host of high-frequency re-open-
ing metrics. For example, Open Table reservations 
have fluctuated in a narrow band since May and are 
only slightly below pre-pandemic levels.



Epoch Investment Partners, Inc.

All charts use the latest data available as of October 5, 2021 unless otherwise stated. 2

In addition to tighter fiscal policy, we anticipate Fed 
tapering to commence during the next month or two. 
However, tapering does not mean that rate hikes are 
imminent, and it was this fear that caused the Taper 
Tantrum in 2013. The FOMC’s latest “dot plot” points 
to one hike in late-2022 and three in 2023. Any 
indication that the Fed would be more aggressive 
than this could trigger a market correction and a 
significant increase in volatility.

Further, it appears probable that a corporate tax hike 
will be enacted during the next month or two. This 
would result in a 4-7% hit to S&P 500 EPS next year, 
with tech and healthcare being especially affected. 
Also, there have been many headlines recently 
about the possibility of the debt limit being 
breached. This deadline has been punted into early 
December when it will once again reappear as an 
overhyped market risk.
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1b.  Tax Hikes: The $1.5 tn Quest to Fund Biden’s Agenda

1b.  Does Tapering Mean Hiking is Imminent?

SLIDE 4

1b.  Mid-Cycle Policy: No Longer Stimulative
The second growth risk concerns policy, with both 
fiscal and monetary stances now on tightening paths. 
The top left chart shows the fiscal policy impulse is 
now quite negative, largely reflecting the expiration 
of supplementary unemployment benefits and other 
transfer programs. Adding to this tightening is the 
possibility of income tax hikes being passed this 
quarter, likely coming into force in 2022.
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Having discussed why the risks to growth are tilted 
to the downside, we now examine three inflation 
drivers: supply chains, wages, and rents. The former 
is largely about durable goods, but has also impacted 
commodities, especially oil and natural gas. Also note 
that spending on durable goods (e.g., autos, 
furniture, appliances) is running 21% above trend, 
which explains why durable goods prices are 12% 
above the pre-COVID trend. 

Regardless of the extreme imbalances in the Chinese 
real estate sector, a crash is unlikely. Real estate 
represents 70% of household assets, which means 
the government has every incentive to muddle along, 
with an implicit promise of a “Beijing Put”. Regarding 
regulatory tightening, we believe the “Common 
Prosperity” policy limits the upside potential for 
many successful Chinese companies, especially in 
tech. This suggests the overall Chinese index is likely 
to continue underperforming.

The third growth risk concerns Chinese leverage. 
However, this is not new: Beijing has been worried 
since at least 2007 and the Fed first expressed alarm 
in 2004. What is different now is that the work force 
is shrinking and real estate imbalances have reached 
unprecedented levels. Still, we do not expect a 
Lehman-type financial crisis as China’s closed capital 
account and huge current account surplus provide 
Beijing with sufficient capacity to prevent contagion 
and to ensure households are protected.
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1c.  China’s Minsky Moment? Unlikely, But no Longer a Growth Driver

2.  U.S. Inflation: A Wide Range of Outcomes is Plausible

1c.  China’s Real Estate Obsession: In a League of Its Own 
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The third driver of higher inflation is rents, a topic 
that doesn’t receive nearly enough attention. Home 
prices are up 20% yoy, the fastest pace since the 
1980s, which suggests rents are set to move much 
higher, to at least 6%. Given the huge weight that 
shelter has in inflation metrics, rents will add at least 
50 bps to core inflation by the end of next year. This 
means it will be extremely difficult for the Fed to hit 
its 2% target on the timeline it has in mind.
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2c.  A Sharp Increase in Rents Is Likely

2b.  The Perfect Storm: Labor Pool Declined by 8 mn Since Early-2020

The backlog of manufacturing orders is close to a 
record high and, correspondingly, inventories are at 
an all-time low. The bottom right chart shows real 
freight rates have risen dramatically and typically 
take two years to normalize, implying we might now 
be just halfway through that process. The bottom left 
chart shows auto sales and production, which 
haven’t even started to recover yet, partially 
reflecting strains in the semiconductor market.

SLIDE 10

2a. Bottlenecks: Start Your Holiday Shopping Early!

This slide examines the second driver of higher 
inflation, wages. Job openings are at a record high, as 
are job quits. Further, it is extremely worrisome that 
the LFPR, shown in the bottom right, hasn’t 
improved an inch since October of 2020. Hopefully, 
that will change during the next couple of months. 
Finally, the bottom left chart shows that wages for 
less-skilled workers, after lagging for decades, are 
finally catching up. We expect this to run for at least 
a few more quarters.
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3. Broadening of the Digital Revolution Across Industries

Our next topic is based on a recent white paper, 
which discuss how the pandemic has turbo-charged 
the digital economy. Initially we noticed that, during 
recessions, the biggest news stories typically do not 
have the greatest long-term impact. We also noticed 
that GDP rebounded to its pre-pandemic high in Q2 
of this year, but it did so with five mn fewer workers. 
This suggests something particularly important is 
going on with productivity. Further, we observed that 
business applications have soared, to over 2x what is 
normal.

3. The Pandemic Accelerant Part II: Turbo-Charging the Digital Economy

SLIDE 15

3. Primed for a Decade of Rapid Productivity Growth

The top chart shows that unicorn births also surged, 
in fact to 3 or 4x the normal level. The new 
unicorns are almost all digital businesses, and span 
a host of industries, but with FinTech and BioTech 
being most prominent. Moreover, we think this 
trend has much further to run, as McKinsey 
estimates the US has only reached 18% of its digital 
potential. One reason for the surge in new 
businesses and unicorns is the wide availability of 
financing. A second is because of companies like 
Shopify, which make it much easier, cheaper, and 
faster to startup a business and to reach a wide 
target market.

What does the acceleration in digital innovation 
mean for markets? First, productivity growth is likely 
to be much stronger during the 2020s than it was 
last decade. Second, it is great news for margins and 
FCF generation. Margins recovered incredibly quicky 
and are already at peak levels in a host of sectors. 
Finally, tech and digitization are profoundly disinfla-
tionary, which implies “lower for even longer” 
interest rates.
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Turning to our overall view on equity markets, 
note that an optimistic outlook for EPS growth 
over the next two years has already been priced in. 
Further, valuations, when adjusted for 10Y bond 
yields, are close to their 25-year average. This 
suggests “flat and fat returns,” with the two key 
risks being markedly higher interest rates and 
disappointing FCF.

This presentation has explained why we believe the 
growth risks are tilted to the downside, while the 
risk for inflation is that it is less transitory than the 
Fed has assumed. Further, although the accelerated 
digitization of the economy is good news for 
margins and FCF, much of this is already imbedded 
in stock prices. Finally, we remain focused upon 
firms with resilient business models and strong FCF 
growth, and believe it is imperative that all compa-
nies successfully implement a business strategy for 
the Digital Age.

4.  Equity Market: Fairly-Valued, Conditional on Bond Yields
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This is Not a Normal Cycle: Investment Conclusions

1. Mid-Cycle Growth Risks: Tilted to the Downside
• COVID: Expect a moderate rise this winter, but each wave is less damaging
• Policy: Both fiscal & monetary impulses have peaked
• China: A challenging growth outlook, but no Lehman

2. The Great Inflation Debate: Transitory Keeps Getting Longer
• Supply constraints: More persistent than expected, but to ease from 1H2022
• Wages: Upward pressure, key risk to inflation outlook
• Rents: Make it challenging for inflation to hit 2.0% target next year

3. Some Good News: The Pandemic Turbo-Charged the Digital Economy
• U.S. has only reached 18% of its digital potential
• We expect digital platforms to represent majority of market cap by 2025
• The most promising sectors: Tech, health care & communications

4. Flat and Fat Returns: Equity Markets Appear Fairly-valued
• Two key risks: Markedly higher interest rates and disappointing FCF
• Mid-cycle portfolio positioning: Emphasize quality growth, with sustainable FCF
• Favor Global Champions: Given the winner-takes-most economy

5. What is Your Business Strategy for the Digital Age?
• We remain focused upon firms with resilient business models and strong FCF growth
• Imperative that companies successfully implement a business strategy for the Digital Age
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The Growing Regulatory Pressure Weighed on Equity Performance

SLIDE 20

MSCI China Index retreated meaningfully YTD as the 
country’s regulators stepped up their pressure on 
companies.

The Evolving Narrative Behind The Widening Crackdown

SLIDE 21

Living Through the Uncertainties – The Example of EDU

Under the umbrella of the concept of “common 
prosperity,” China waged multiple campaigns 
simultaneously on a growing number of industries.

In the case of New Oriental, the unprecedented 
clampdown on the industry stunned the market.
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But China Remains An Important Part of EM

SLIDE 23

What Can We Do? – Adapt Our Process

SLIDE 24

What Can We Do? – Evolve Our Toolkit

Yet from the perspectives of alpha generation and 
risk management, China is too big to ignore.

We have developed decision rules to de-bias our 
process and help make better decisions more quickly 
under the stress of extreme uncertainties.

Our sector analysts, quants and data scientists have 
started working together to accelerate our informa-
tion gathering and processing.
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The information contained herein is distributed for informational purposes only and should not be considered investment advice or a recommendation of any particular se-
curity, 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.

For more insights visit
www.eipny.com
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