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SLIDE 2
Introduction: The Fed’s Narrow Path to a Soft Landing

Section I: Bill Priest

”In hindsight, the Fed should have moved earlier.”
– Jerome Powell, Mar. 16th

The Fed commenced hiking last month, and
the market expects policy rates of 3.0% a year
from now. We examine the four key drivers of
the short-term inflation outlook, concluding that
the Fed and consensus expectation that the CPI is
set to soon drop sharply may prove too optimistic.
We also discuss three medium-term reflationary
factors (deglobalization, demographics and
decarbonization), that suggest the four-decade
downtrend in inflation and bond yields may be
over. Regarding our equity market outlook, we
expect “fat and flat” returns, with the balance
of risks lying to the downside.

SLIDE 3
Immaculate Disinflation: How Credible are the Fed’s Projections?

The top-left chart shows the consensus forecast for
core inflation. It is expected to plummet over the
next year or so, despite the extremely tight labor
market, above trend growth and extremely loose
policy setting. A Harvard economist refers to this
view as “immaculate disinflation.” The bottom-right
chart notes that both core goods and core services
inflation are running four standard deviations above
trend. The latter is especially worrisome, as it is
extremely persistent and closely associated with
wage pressures. This poses a major challenge
for the Fed and the credibility of its projections.

All charts use the latest data available as of April 7, 2022 unless otherwise stated.
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SLIDE 4
Fed’s Newly Hawkish Tone: Keeps Inflation Expectations From Moving
Even Higher

Over the last couple months, the Fed has adopted
a much more hawkish tone, mainly to keep inflation
expectations from moving even higher. If expectations become unfettered from the 2% target, and this
gets imbedded into wage growth, then the Fed will
be forced to hike by even more than is currently
forecast. This would make a recession by the end
of 2023 extremely likely. To some extent the Fed is
the author of its own misfortune, as it reluctantly
concedes it should have commenced hiking a
year ago. As a result, the Fed finds itself further
behind the curve than it has been at any point
since the 1970s.

SLIDE 5
S-T Inflation Drivers: Wages, Rents, Energy, Supply-Chains
"The growth rate of wages is what ultimately is determining inflation over time."
– Larry Summers, Mar. 29th

The next few slides examine the key drivers of the
short-term inflation outlook (wages, rents, energy
and supply-chains), concluding that the Fed and
consensus expectation that the CPI is set to drop
sharply may prove too optimistic. We begin with
wages, which is the most important determinant of
inflation over time. Wages have been accelerating,
especially for lower income groups, and don’t yet
show any signs of moderating. If the Fed hikes
aggressively enough to slow down aggregate
demand, low-income workers will be hit the hardest.
And their real disposable income is already declining.

SLIDE 6
Bucket #2: Rents to Add 50 bps to Core PCE by end-2022

Section II: Kevin Hebner
The second driver of the short-term inflation outlook
is rents, which are expected to add 50 bps to the
core PCE by the end of 2022. Rents have an
exceptionally large weight in various inflation
metrics and are set to accelerate over the next
twelve months. Much of this is a lagged reaction
to house prices (up 19% yoy) and the extremely
tight rental market. The bottom-right chart shows
that mortgage rates have increased at the fastest
pace in 50+ years, reflecting Fed tightening.
This will hurt affordability and, with a long lag,
lead to a moderation in rent inflation.

All charts use the latest data available as of April 7, 2022 unless otherwise stated.
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SLIDE 7
Bucket #3: Tight Energy Market

The third driver of the short-term inflation outlook
is the price of energy, something over which Fed
policy has precious little impact. The chart on the top
left shows that the recent increase in oil prices is
entirely due to supply side disruptions. The bottom
chart illustrates how the Ukraine War has increased
a broad range of commodity prices, including
wheat and oil, but also nickel and natural gas.
These markets are likely to remain tight for as long
as the war persists, and sanctions remain in place.

SLIDE 8
The Fog of War: How Long Will the Commodity Supply Shock Last?

The good news is that most wars are relatively short,
lasting less than six months. The bad news is that
sanctions aren’t a terribly effective tool and that the
programs implemented against Russia this year could
remain in place for decades to come. The table at the
bottom looks at six geopolitical events since WWII,
noting that the S&P 500 declined by 12% on average
and took just over two months to recover losses.
The max decline following the invasion of Ukraine
was 7%, in line with the Cuban missile crisis and
Tet offensive, but it took only 13 days to recover.
That is extremely fast by historical standards.

SLIDE 9
Bucket #4: Supply-Chain Constraints

The fourth driver of the short-term inflation outlook
is supply-chain constraints, which appear to be
healing, but only slowly. Semiconductors, autos,
lumber, and many other markets remain affected.
This reflects the demand surge associated with this
cycle’s V-shaped recovery, as well as numerous
supply side blockages due to COVID. The Ukraine
War and recent COVID breakout in China will slow
the healing process even further. We believe such
constraints are currently boosting core inflation
by about 150 bps, but this should dissipate by
year-end. Regardless, this is not something Fed
policy can help fix.

All charts use the latest data available as of April 7, 2022 unless otherwise stated.
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SLIDE 10
M-T Reflationary Outlook: Deglobalization, Demographics, Decarbonization

Section III: Bill Priest
We now turn to the medium-term outlook, which
we believe is reflationary, reflecting three factors
— deglobalization, demographics and decarbonization. While we still view tech as deflationary, it
appears reflationary forces are in the ascendency,
possibly leading to a reversal of the four-decade
downtrend in inflation and bond yields. This slide
discusses deglobalization, which began in 2008 and
has been facilitated by four developments: China’s
dual circulation policies, the rise of populists, COVID
and Russia’s invasion. Deglobalization is negative
for overall growth, as well as corporate margins.

SLIDE 11
The Second Reflationary 3D: Deteriorating Demographics

The second reflationary factor is deteriorating
demographics. This slide provides three charts
for the U.S., but the situation is even more pressing
in Europe and China. And the broad trend will
deteriorate even further over coming years and
decades. As dependency ratios rise, there are fewer
workers relative to youth and elderly people.
This means increased bargaining power and
greater wage pressure.

SLIDE 12
Greenflation: Four Reasons the Transition Means Higher Inflation

Section III: Kevin Hebner
The third medium-term reflationary factor is
decarbonization. (The next three slides are based
on our recent White Paper, “Greenflation: The Energy
Transition Will Prove Inflationary.”) There are four
reasons why we believe this is true. First, there has
been underinvestment in energy since 2014 and
global energy capex needs to double by 2030 if
emissions targets are to be met. Second, green
tech is metal intensive and such green metals
(e.g., lithium, cobalt, nickel) are seeing massive
increases in demand. Their prices have already
increased more than three-fold with plenty
more to come.

All charts use the latest data available as of April 7, 2022 unless otherwise stated.
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SLIDE 13
Greenflation: The Energy Transition Will Prove Inflationary

The third reason why we believe the transition
to green energy is reflationary concerns Green
Premiums, which represent the extra cost of
choosing a clean tech over a traditional one. Many
of these premiums will eventually decline (e.g., due
to innovation and scaling), as has already happened
with electric vehicles, heat pumps, and so on. Finally,
carbon taxes are pivotal to net zero aspirations.
While economists agree almost unanimously, such
programs are politically challenging in the U.S.

SLIDE 14
The Handoff From Brown to Green Energy Will be Messy
In addition to being reflationary, the handoff to
green energy is likely to be messy. Such transitions
always take decades to occur, and green capex is
not ramping up nearly quickly enough. Moreover,
many of the necessary technologies don’t yet
possess the scale to compete on a commercial
basis. All this implies periodic supply shortages
and even more volatile energy prices. The good
news is that fantastic progress has been made with
batteries, photovoltaic cells, and many other green
tech innovations. Still, the world of “atoms” is much
more difficult to scale than the world of “bits.”

SLIDE 15
The Fed: A Narrow Path to a Soft Landing
We now turn to what the inflation outlook means
for the newly “humble and nimble” Fed. The futures
market is pricing in 300 bps of hikes by early-2023,
which is dramatically more than expected just a few
months ago. The reason for the rush is that Fed
policy is the loosest ever relative to the Taylor
rule. Will the Fed hike by as much as the market
currently expects? The answer depends on the
trajectory of inflation over coming quarters.
If it plummets, the Fed can back off. However,
if it remains stubbornly high, the Fed might
have to become even more hawkish.

All charts use the latest data available as of April 7, 2022 unless otherwise stated.
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SLIDE 16
Economists Have Forecasted Nine of the Last Six Recessions

Lately many commentators have been stressing
recession risks. This slide shows three of the
most common charts. The first emphasizes that
recessions typically follow hiking cycles. However,
this doesn’t always occur, and the lag can be very
long. The second chart highlights the collapse in
consumer expectations, while the third focuses
on the yield curve slope. However, the average
time from inversion to recession is 12–18 months.
Finally, the best performing sectors post-inversion
usually include healthcare, utilities and
communication services. We believe quality
tech could also perform well.

SLIDE 17
SPX Typically Produces Positive Returns During Fed Cycles

Section III: Bill Priest
Turning now to what the inflation and Fed outlook
mean for markets, the top left chart shows that the
SPX typically produces moderately positive returns
during hiking cycles. This point is emphasized by the
table which provides SPX returns during the last
seven periods of Fed tightening. However, higher
policy rates are also associated with choppier
returns, especially during the first few quarters
of the hiking cycle. This is illustrated by the chart
on the bottom right.

SLIDE 18
Equity Multiples: Choppy During Tightening Cycles & Recessions
Many investors wonder why markets are so volatile
during hiking cycles, as earnings growth is typically
solid. The answer lies in the behavior of multiples,
which usually stop expanding a few months ahead
of the first hike. Moreover, if a recession occurs
and markets tumble, it is normally the case that
80% of the equity market decline is due to multiple
contraction. Further, in such an environment, the
best-performing sectors are often consumer staples,
healthcare, utilities, and communication services.
We also hold a constructive view on quality tech.

All charts use the latest data available as of April 7, 2022 unless otherwise stated.
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SLIDE 19
Section IV: Steven Bleiberg

Equity Market: Fairly-Valued, But Risks are Prominent

The market consensus expects earnings growth
of 8% this year and 5% in 2023. We agree that the
short-term outlook is positive but are concerned that
investors remain too optimistic regarding next year.
Regardless, valuations appear fair, although the
balance of risks lie to the downside. They include
bond yields soaring further, disappointing FCF
growth and the possibility of a hard landing.
Moreover, it is often the case that when rates
move markedly higher, something breaks. And
there is certainly no shortage of market segments
(e.g., crypto, SPACs, speculative tech) that
appear vulnerable.

SLIDE 20
Investment Conclusions: The Fed’s Narrow Path to a Soft Landing

While we believe the probability of a short and
shallow recession next year is greater than 50%,
it is too early to foam the runway just yet. Although
returns at this stage of the cycle are usually quite
volatile, they are normally moderately positive over
the full Fed hiking cycle. Consequently, we expect
fat and flat returns, as markets digest Fed hikes
and recession risks. During such volatile markets
it is particularly critical to favor companies with
a demonstrated ability to deliver a ROIC above
their WACC. We also look for companies with
a record of generating FCF on a sustainable basis.

SLIDE 21
Epoch Thought Leadership

All charts use the latest data available as of April 7, 2022 unless otherwise stated.

7

Epoch Investment Partners, Inc.

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 April 7, 2022 unless otherwise stated.
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