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SLIDE 2
The Fed’s Prime Directive: Keep the Recovery Intact

Section I: Bill Priest

"To get the kind of very strong labor market we want, it's going to take a long expansion. To get a long
expansion we need price stability… high inflation is a severe threat to achieving max employment.”
– Jerome Powell, Jan 11th
Growth Risks: Tilted to the Downside

•
•
•

Omicron: Significant hit in early Q1
Fiscal impulse: Nasty Keynesian hangover
Fed: Taking away the Red Bull

Transitory: Two Years for Inflation to Revert?

•
•
•

Supply chains: Efficient but fragile
Wages: Strong for low-income workers
Rents: Add 50 bps to 2022 inflation

“Common Prosperity”: Underweight Chinese Equities

•
•
•

Real estate sector: Extended period of deleveraging
Regulatory crackdown on tech: Private sector on tight leash
Equity market decoupling: Promoted by both Beijing & DC

Equity Market Outlook: The End of Multiple Expansion

•

Market valuations are fair: Key risks
Interest rates soar: But we expect 10Y yield to rise by < 50 bps
FCF growth disappoints: Consensus 8% in 2022, 5% in 2023
During every Fed cycle, weak links crack: Crypto, SPACs, pockets of market excess

–
–
–

As we enter the third stage of the economic and
market cycle, the Fed’s key objective is to ensure
price stability and thereby, keep the labor market
recovery intact. If the Fed is successful in guiding
inflation back to target over the next two years, the
macro backdrop should prove constructive for
equities. This is despite several challenges,
including a negative fiscal impulse and China’s
“Common Prosperity” policy framework. Moreover,
at this stage of the cycle, markets are unlikely to
benefit from additional multiple expansion. Finally,
the key risk to equities is a dramatic increase in
bond yields

SLIDE 3
Omicron: Each Wave Has Less Impact on Economy & Markets

The number of new omicron cases remains high, but
the trend appears to have peaked in mid-January.
The good news is that each successive wave of
COVID variants has less and less impact on the
economy and markets. That said, forecasts for Q1
GDP growth have been slashed over the last two
months as omicron has spread and all the highfrequency metrics we monitor have declined to
six-month lows.

All charts use the latest data available as of January 16, 2022 unless otherwise stated.
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SLIDE 4
Fiscal Policy: Nasty Keynesian Hangover

Fiscal policy was extraordinarily stimulative in 2020
and into the first half of 2021. However, it has
turned into a significant growth headwind and will
remain so for the next few quarters. Further, while a
large proportion of fiscal transfers ended up being
saved, little of this savings pool is held by lower
income households. This means their labor force
participation rate is likely to increase over coming
quarters, as they need employment income to pay
their day-to-day bills.

SLIDE 5
Fed Has Never Been This Far Behind the Curve

As tightening commences, it is important to
emphasize the Fed is extremely far behind the curve.
Core inflation is already 4.7%, more than twice the
level typically associated with the start of a hiking
cycle. Further, three months ago the consensus called
for only one Fed hike in 2022. Now, over four hikes
are priced in. This hawkish repricing occurred after
Fed chair Powell acknowledged that inflation is a lot
less transitory than previously thought.

SLIDE 6
Early 2021 Consensus for Inflation: 2.3%

Section II: Kevin Hebner
A year ago, the consensus believed inflation would
be 2.3% at the end of 2021. It ended up being more
than twice that. This was a huge forecasting error,
and a wide range of inflation outcomes remains
plausible. This forecast miss also begs the question:
What caused inflation to soar and remain so
stubbornly high? The key driver was aggressive
policy stimulus (both monetary and fiscal), which
brought a record amount of demand forward. While
the demand surge meant the recession was
short-lived, we soon learned that supply-side
disruptions were much more pervasive than anyone
had expected.

All charts use the latest data available as of January 16, 2022 unless otherwise stated.
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SLIDE 7
Cure for High Prices is High Prices: Well, Sort Of

Consumer spending on durable goods initially
plummeted with the COVID recession but is now
running 26% above trend. That is, durable goods
expenditure is now at the level we would have
expected to be hit in 2029. With demand running
seven years ahead of trend we shouldn’t be too
shocked that companies are having a difficult time
keeping up. Supply disruptions also explain why
durable goods prices are 15% above trend and core
goods inflation is printing over 10% yoy.

SLIDE 8
Global Supply Chains: Onshoring Alone Won’t Ensure Antifragility

Global supply chains are like F1 cars, highly efficient
but extremely fragile. While some production will be
onshored (e.g., semis, batteries), building antifragility
also requires developing diversified sources of supply
and maintaining more than just-in-time inventory
levels. This slide discusses three examples of
disruptions, each of which surprised investors and is
likely to take another year or two to normalize.

SLIDE 9
Labor Market: LFPR Key to Wage Growth

A second type of supply-side disruption has occurred
in labor markets. An unemployment rate of 3.9%
indicates very tight labor conditions, however, overall
employment remains leagues below trend. The key
reason for this disconnect is the participation rate,
which is especially muted for lower income workers,
those with just a high school education, and people
aged fifty-five and over. We expect the overall
participation rate to increase by a percentage point
over coming quarters. If we are wrong, wage costs
could become a headwind for EPS growth in 2022
and 2023.

All charts use the latest data available as of January 16, 2022 unless otherwise stated.
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SLIDE 10
Wage Growth: Not Yet Driving Inflation or Denting Profits

There are a record number of job openings, especially in healthcare, restaurants and retail. Similarly,
the monthly quit rate has risen to 7% in restaurants,
which suggests a lot of upward wage pressure in the
sector. This can be seen by the 5.4% wage growth for
the lowest income quartile. However, this is not
necessarily inflationary, as productivity growth has
been extraordinarily strong over the last six quarters.
The positive impact of productivity can also be seen
in the record level of profits currently being enjoyed
in the U.S.

SLIDE 11
Upward Pressure on Rents: Add 50 bps to Core PCE by end-2022

A third factor affecting inflation is rents, which has a
very high weight in various measures of inflation.
The inventory of homes is extremely low and home
prices are up 18% yoy. Further, the home prices-torent ratio is at an all-time high, suggesting either that
prices are too high or rents too low (or both). Finally,
the rental market is the tightest it has been in
decades. All this points to further upward pressure
on rents, which we believe could add 50 bps to core
PCE inflation by year-end.

SLIDE 12
“Common Prosperity”: Underweight Chinese Equities

The next section discusses China’s “Common
Prosperity” policy framework. One of its aims is to
tame speculative excesses in the real estate market,
which has become far too large, expensive and
overly leveraged. Further, the real estate boom has
turbo-charged traditional growth metrics. We
estimate that genuine growth is probably 2-3%,
which is roughly half the official rate. Successfully
reining in the real estate sector necessarily implies
lower growth lies ahead.

All charts use the latest data available as of January 16, 2022 unless otherwise stated.
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SLIDE 13
“Common Prosperity”: The Private Sector on a Tight Leash

A second aspect of “Common Prosperity” is the
attack on tech, which we believe is motivated by
three factors. The Chinese Communist Party worries
that big tech has become too rich and powerful. It
also wants to enhance national security, an imperative given Cold War 2.0 and fierce tech competition
with the U.S. Regardless of the regulatory crackdown,
there are many areas of tech the CCP is actively
promoting, most notably semiconductors and green
tech. Finally, the chart on the bottom right shows the
damage inflicted on a range of tech companies over
the last year.

SLIDE 14
“Common Prosperity”: Equity Market Decoupling

Section III: Bill Priest
Both Beijing and DC are actively promoting equity
market decoupling. For example, from 2024 it is
likely the SEC will force most Chinese companies to
delist from U.S. markets. Affected companies will
probably respond by either going private or moving
their primary listing to Hong Kong. Finally, Chinese
equity indices have underperformed their U.S.
counterparts by roughly 60% over the last decade.
However, Chinese indices still aren’t cheap, as this
underperformance has simply reflected tepid
earnings growth.

SLIDE 15
Equity Market: Fairly-Valued, Conditional on Bond Yields

While there are certainly pockets of excess, both the
SPX and tech sector appear fairly valued, at least
when bond yields are taken into account. One risk is
that earnings disappoint (the consensus sees growth
of 8% in 2022 and 5% in 2023), possibly because of
slower top-line growth or higher wage costs. A
second risk is that bond yields soar past 2.5%.

All charts use the latest data available as of January 16, 2022 unless otherwise stated.
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SLIDE 16
Key Risk to Equity Markets: Dramatic Rise in Bond Yields

We believe bond yields are likely to rise by less
than 50 bps this cycle for three reasons. First, that
is what happened during the last three hiking
cycles (although not the three before that).
Second, the bond market is already very bearish,
indicating much of the bad news is already priced
in. Third, when the bond yield moved markedly
higher in late-2018, it immediately caused the
economy and markets to rollover hard, suggesting
a repeat experience is unlikely. Regardless, if
inflation remains stubbornly high and the Fed
becomes even more hawkish, the risk of sharply
higher yields cannot be ruled out.

SLIDE 17
Equity Market Returns: Over Last Five Tightening Cycles

The SPX has produced positive returns during each of
the last five hiking cycles. However, the transition
from mid- to late-cycle can be challenging. To
illustrate, the SPX typically produces negative returns
during the first three months of Fed tightening cycles.
However, in almost all cases this was quickly
corrected, with the SPX moving back into the black
within six months of the first hike. A second feature
of hiking cycles is that equity multiples typically do
not expand, indicating the trajectory of earnings is of
paramount importance.

SLIDE 18
Investment Conclusions: Will the Fed Successfully Extend the Recovery?
"The Fed remains well behind the curve in its commitment to fighting inflation."
– Larry Summers, Dec 16th
Growth Risks

•
•
•

Omicron: Close to peaking
Fiscal policy: Negative impulse through 2022
Fed tightening: To sustain the recovery

Inflation: Could Take Two More Years to Revert

•
•
•

Supply chains: Antifragility requires diversification and buffers
ULCs drive inflation not wages: We expect productivity growth of 2%+
Rents: Accelerating

Underweight Chinese Equities: Weak Earnings Growth

•
•
•

Real estate sector deleveraging
Regulatory crackdown on tech
Equity market decoupling

The path of inflation over the next two years will be
critical to equity market performance. Although
consensus expects core PCE inflation to decline to
2.8% by end-2022 and to 2.3% by end-2023, we
believe the balance of risks to this inflation trajectory
are tilted to the upside. However, we don’t expect
the 10Y yield to increase by more than 50 bps over
the cycle. All this suggests the macro backdrop, while
not without its challenges, will likely prove constructive for equities.

Equity Market Outlook: Key Risks

•
•
•

Interest rates soar: But we expect 10Y yield to rise by < 50 bps
FCF growth disappoints expectations
In every Fed cycle, weak links crack: Crypto, SPACs, pockets of market excess

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

All charts use the latest data available as of January 16, 2022 unless otherwise stated.
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SLIDE 19
Section IV: Steven Bleiberg

Global Quality Capital Reinvestment: The Strategy

For those who don’t know our Cap Re strategies, or
as a refresher for those who do, this is a summary of
what we think makes Cap Re distinctive: a focus on
profitability, a unique definition of quality, a
differentiated portfolio, and a disciplined portfolio
construction methodology. Performance has been
strong, and the strategy has had a very favorable
upside/downside capture profile.

SLIDE 20
Why Do ROIC and WACC Matter?

The reason we focus on profitability rather than
growth is that not all growth creates value for
shareholders. Growth requires investment of capital,
and capital is not free. What matters is not that you
are growing, what matters is that the growth you
create represents a good return on the capital spent
to generate it. Empirical evidence shows that market
rewards profitability, not growth, over the long term.

SLIDE 21
Profitability Has Outperformed Growth 85% of the Time Since 1997

That’s not to say that there aren’t short term
periods in which growth does better than profitability, and we’ve just come through a period of a
couple of years where that was the case. We
attribute this to the extraordinary monetary and
fiscal stimulus of those years. Generating free cash
flow became less important in an environment
where funding was so easy to come by. But lately
we’re seeing profitability matter more again. We
expect that as the Fed moves to unwind its
extraordinary monetary policies, profitability should
once again matter more than growth.

All charts use the latest data available as of January 16, 2022 unless otherwise stated.
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SLIDE 22
Focusing on the Current Positioning

This is how our global portfolio looks today on
conventional dimensions like sector weights and
country weights. These are primarily a function of
our bottom-up stock selection process rather than
an expression of top-down macro views. We tend to
be overweight in sectors where companies have the
ability to differentiate their products and to protect
their “moats” with patents, brand identity, and so
on, like technology, health care, and consumer
products, and underweight in sectors where
companies find it harder to differentiate themselves,
such as energy, materials, or utilities.

SLIDE 23
Capturing Targeted Characteristics

This page shows the characteristics that matter more
to us when we think about how the portfolio is
positioned. What really defines the portfolio is its
consistently high level of ROIC (Return on Invested
Capital), its high profit margin, its low gearing, and
its high earnings growth stability. The portfolio tends
to look expensive on traditional valuation metrics
like earnings yield (the inverse of the P/E ratio), but
we believe this is fully justified, as discussed on the
next slide.

SLIDE 24
Market Misunderstands Role of ROIC in Driving Valuation
The standard discounted cash flow formula tells us
that companies with high levels of ROIC should trade
at higher multiples of earnings, because their high
ROIC enables them to achieve any given level of
growth with less reinvestment than a company with
low ROIC. That in turn means the high ROIC company
has more free cash flow to make available to the
owners of the business than the low ROIC company.
Ultimately we are not looking to buy things “cheaply;”
usually the reason a stock looks cheap is that it earns
poor returns on capital, which gives one little reason
to believe the company can create more value for
shareholders. We are happy to pay a fair price for a
high-returning business, because ultimately we see
our returns coming not from some “cheapness” being
reversed, but from the continued ability of our
companies to create more value for their shareholders
by earning high ROIC relative to their cost of capital.

All charts use the latest data available as of January 16, 2022 unless otherwise stated.
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SLIDE 25
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 January 16, 2022 unless otherwise stated.
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