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More Tapering Talk

Check out the accompanying chart collection.

(1) How many is “a number” of participants? (2) Tapering sooner rather than later? (3) Two hawks and three
doves. (4) More states are cutting jobless benefits. (5) Plenty of job openings. (6) Camps and schools are
reopening. (7) Will Powell pivot again? (8) Fed’s word games. (9) Bond market conundrum 2.0. (10) Few
signs of tapering tantrum in the bond market or in stock market forward P/Es. (11) Valuation multiples down
for Mag-5 and overseas stocks.

Tapering I: Talking Fed Heads. Drip. Drip. We now have two Fed officials talking about the need
to talk about tapering the Fed’s asset purchases program. We know that there must be more of
them who think it’s time to start that conversation. On May 16, the Fed released the minutes of the
April 27-28 FOMC meeting, which stated that “a number” of the committee’s participants wanted to
talk about tapering sooner rather than later. Melissa and | reckon that “a number” is more than two
or even three. It might be four or even more.

More specifically, the minutes stated: “A number of participants suggested that if the economy
continued to make rapid progress toward the Committee’s goals, it might be appropriate at some
point in upcoming meetings to begin discussing a plan for adjusting the pace of asset purchases.”

Consider the following:

(1) Kaplan. First out of the gate was Dallas Federal Reserve Bank (FRB) President Robert Kaplan.
On April 30, he said that he thinks the FOMC should begin discussions on slowing down, or
tapering, its $120 billion of monthly asset purchases. “At the earliest opportunity, | think it will be
appropriate for us to start talking about adjusting those purchases.” He added that he thought the
economy was improving and would soon reach the Fed’s prerequisite of ‘substantial further
progress.’ | think we're going to reach that benchmark sooner than | would have expected in
January.”

Kaplan could be right now that at least 22 states are responding to severe labor shortages around
the country by no longer paying $300 per week in enhanced federal unemployment benefits. That's
even though the program expires in September, which will affect more than 3.6 million people. This
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might encourage more of the unemployed to get back to work. After all, during March, there was a
record 8.1 million job openings, not far below the 9.8 million number of unemployed workers (Fig. 1

and Fig. 2).

As we reported in our May 11 Morning Briefing, Powell noted during his last press conference that
the federal unemployment benefit could be keeping people from seeking jobs. On a positive note,
he said that the fact that schools are reopening should boost labor force participation. The mayor
of New York City just announced that all NYC schools will be in person this fall, with no remote-
learning options! The reopening of schools could bring back into the labor force lots of the parents
who had to stay home to care for their kids throughout remote learning. It's possible that more of
them could reenter the labor force this summer if summer camps and other forms of childcare
services reopen too and parents feel comfortable sending their kids, as we expect they will.

(By the way, when we first wrote that the fall would be a likely timeframe for talking about tapering
in the Morning Briefing cited above, only two states had opted out of federal benefits, and the
decision on NYC schools was still pending. And we noted that these developments could cause
Powell to pivot on policy at an earlier time.)

(2) Harker. Philadelphia FRB President Patrick Harker on Friday, May 21, became the second Fed
official, along with Kaplan, to urge a faster start to discussions about when and how quickly to
reduce the central bank’s monthly bond purchases. “It is something that, in my mind, we should
start to have a conversation about sooner rather than later,” Harker said at a virtual event
organized by the Washington Post.

(3) Bostic. Atlanta FRB President Raphael Bostic and Richmond FRB President Thomas Barkin,
speaking at the same event as Kaplan, both stuck to their positions that more hiring needs to take
place before they would be ready to discuss a bond purchase taper. “Right now, we are not in a
position where that’s in play for moves,” Bostic said, a view that currently is the consensus at the
Fed.

(4) Powell. Uber-dove Fed Chairman Jerome Powell has been saying that he doesn’t want the
central bank to begin “talking about talking about” tapering yet. He reiterated that doing so is
premature at his press conference on April 28 and stuck to his guns when asked about it:

“So, no, it is not time yet. We've said that we would let the public know when it is time to have that
conversation, and we said we’d do that well in advance of any actual decision to taper our asset

purchases, and we will do so. In the meantime, we’ll be monitoring progress toward our goals. We
first articulated this ‘substantial further progress’ test at our December meeting. Economic activity


https://hn.t.hubspotemail.net/e2t/tc/MWjW5Xtq24bW9gs0gW8Xy_7HW861hN74r-RlCN6ybcXw3p_8SV1-WJV7CgSxwW3HkTXT5wMf5WW7FfcBn3CNnl0W2J1qbS2dqxwfW3bk42k2-MXfmW185tdy2b-gC7W44lkD49h6J-vW3tSW1C7nfYzLW9lcVjt5hS3ncN3SzT7VMNcwVVw7LMx2Qzb3tW6bSJdc34lkT1W2t9xB550t2l7W2GCGJq5VT57wN4vRsTWW5R69W6kH9Z93JPgz1N3gM_BXTWcGGW2DlWw8682rLZVy85937ZmC1fW9jwbh97VyNLjW6gCjQc3sN2d2W37x9lX94pJM1W3qfSpl5x-WtL33Z51
https://hn.t.hubspotemail.net/e2t/tc/MWjW5Xtq24bW9gs0gW8Xy_7HW861hN74r-RlCN6ybcXw3p_8SV1-WJV7CgTs3W64m8d479LjM5W3xc3v24y_fzbW3NkfsB39mQKkW6TJhWF9dMhTfW94hWzZ3hbBQQW7RnkWy4T96m9W8dpPV73JSppZW8Hf-881Qx6sWW7KMfTP8YcC_bW2JQ9Rl1S6ygcW16cjkG4hnJF1MYVs45b4RJRW43JdsJ4Mp1KNW7PfMts3rdK99W2JtJkq4FH4pHW7DCT8C1BJjW0W3h5tt-1WVN_jW1KqhJY5Wcrp7VQ1z1g653LSHN8z0fXgBc0yVN60TnSRLWcNnW1C2mTk8DdHNj3j__1
https://hn.t.hubspotemail.net/e2t/tc/MWjW5Xtq24bW9gs0gW8Xy_7HW861hN74r-RlCN6ybcXc9kDH5V7Wycr7CgJD4W7vXLd41BLZPQW6frqxD4RpFNYW2SDpL65rRmkHW1_S_265WGmFSW1JB23n7RrPkCW6FQ08B38h3VrW2lTdTM2YhcvTW44YK2z1sVxgzW1ChRfj5xpx40W3bVm2T3kk4gYW5wY-3h3v98zRW3NczX53l7h1lW5H5HlG2vm7QRW29ZLRj7yms47W7cJb3N7Sb0VLW3FJBmM5ngt7pW4Q8RjS2N-hYZW8wYpzM1HD_R4W3xV-zZ19PlkqW5b3bqM1vbdq0W4KtzVw1MDn5NW43SSbc4-QpHfW3G86Q01P0PPjW4-j7cN58TW1gW2Gw7_w4MGtzqW2XRYQn52nJKTV3bXVG3LXMhCW6Bcr5k2gXKG5Vhq_1774l1MwW2SfF4G30_NZDW5Dz7vV60Gp8SW6PGXSX5y-VJvW54Rb8N2R_MlyW2DYPWm7hm3gYW3V0f727C1HrqN6vpxZ6dLtggW8Hf0hc9jrZGZW457dt289TYJmW6qT-L02FWxmzVJmqDT5kX3h6W8--rB41LxHDTW3wqGb71cfGMsW3VcNbP7XtGGjW2-Mp8Y2SHV05W1Nw5bD23vQp4W8qJjNp5D0T49W89PcKs7jRc-tW4Lg_xF5WH_wqW8F7Vrc7kpCFVW8hjyQ57YvP7HW50LCRY2X8kcNN4h1bl2kH3s9N6F8pgdKQDfRW6_-Rst6HcfrBW3nhnc33HgMsJVnl49K3rNQzGW6X_bkH3NqCk7W2JjFmT6P-GtxN285x37HJ0xKW32L6gy6yy4bZW7L961t6ySpG8W2lFlxD5N4fqdW3ThTV24RgBT4W6rnrKM67-T7VW8JGK1l3rjly1W8-fRL36cCfFYW9jG0cV3Y8plmW6Z6C636T8Htf3gfr1
https://hn.t.hubspotemail.net/e2t/tc/MWjW5Xtq24bW9gs0gW8Xy_7HW861hN74r-RlCN6ybcY53p_9rV1-WJV7CgHlRW7rg1QY8Nv0GPW66gJbf5C85mfW2XQ0918ZNNZQW2whbW77qKVbWW1Pmz1S6NWPDQVdXNVD1h-ZyLW20Lb2k283T_XMGS-4Jw_gLPN8SPbdTv2C9mW17Q80V8Z6bmhW3c--_h2_pTjhW8HRc7C3_7LX3W1b1C1T2v88RCW2dgdHs7vqZSHW5pN78Z3dFBF4W1qvNK_5rQvy8N5G03G2dxnSMW4Rknns5mnYT7VxCk_f75xDJbW4R33h_6yRQHBW98Svhp2Wgj44W9gSBp35Mqc5qW8szXTM679-BjW25db-h5VL2xWW14Tfxt4MFHCDW4CFBsW4dklNV39Sb1

and hiring have just recently picked up after slowing over the winter. And it will take some time
before we see substantial further progress.”

Yet the minutes of the April 27-28 FOMC meeting that Powell led just before making that statement
indicated that talking about talking about tapering was discussed, with a number of participants
ready to talk about it sooner rather than later!

(By the way, for a guide for understanding “Fed speak,” see Chapter 9 of my 2020 book, Fed
Watching for Fun & Profit. It's all about the Fed’s word games.)

Tapering Il: Bond Market Conundrum 2.0. The bond market seems to be drinking the Kool-Aid
that Powell is serving in the Fed’s punchbowl. Despite April’s higher-than-expected CPI and PPI
inflation reports, released on May 12 and 13, the 10-year Treasury bond yield remains around
1.666% (Fig. 3). It's been trading around that level since March 12. Even the latest tapering chatter
hasn’t unnerved the bond market!

This reminds us of “Greenspan’s conundrum,” which | also discussed in my 2020 book about the
Fed. The federal funds rate was increased by 25 basis points to 1.25% at the June 29-30, 2004
meeting of the FOMC. That was followed by increases of 25 basis points at every one of the next
16 meetings, putting the rate at 5.25% after the June 29, 2006 meeting. It remained at that level
through August 2007.

However, yields didn’t rise. Instead, the 10-year US Treasury bond yield fluctuated around 4.50%
from 2001 to 2007. That was a big surprise given that short-term rates were almost certainly going
to go up at every FOMC meeting, albeit at an incremental pace, once the Fed commenced its
measured rate hikes.

Then Fed Chair Alan Greenspan was puzzled. In his February 16, 2005 semiannual testimony to
Congress on monetary policy, he said globalization might be expanding productive capacity around
the world and moderating inflation. Then Fed Governor Ben Bernanke tried to solve the conundrum
in a March 10, 2005 speech. He argued that the US bond market during the 2000s was
increasingly driven by countries outside of the US. In his narrative, there was a “global savings
glut.”

Now consider the following recent developments in the bond market:

(1) Bearish indicators. In addition to the latest inflation news, there have been other bearish
indicators for the bond market recently. In the past, the bond yield was highly correlated with the
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national ISM M-PMI, which has been soaring in recent months through April; recent data show
Markit's M-PMI flash estimate jumped to a new series high in May (Fig. 4). The copper-to-gold
price ratio currently suggests the yield should be closer to 2.40% (Fig. 5).

(2) Global saving glut, again? Perhaps it’s the gravitational pull from the 10-year Japanese and
German government bond yields, at 0.09% and -0.13%, that are keeping the US yield from rising
(Fig. 6). Japanese and German investors may be getting better yields on US bonds even after
paying to hedge the currency risk.

(3) The Fed'’s latest QE. Of course, the Fed’s purchases of $80 billion per month in US Treasury
securities since late last year are also helping to keep yields from rising. Over the past 12 months
through April, the Fed’s holdings of these securities were up $1.0 trillion, to $5.0 trillion (Fig. 7).
Over that same period, the Fed’s holdings of Treasury notes and bonds increased by $0.8 trillion,
to $4.0 trillion (Fig. 8).

(4) Beware the dot plot. Notwithstanding the above, we are puzzled that the US bond yield has
remained so subdued. Perhaps we might have jumped the gun last Thursday after we read the
latest FOMC minutes. We wrote: “We conclude that the Fed’s talking heads are likely to start
talking publicly about tapering their asset purchases before they meet again at the June 15-16
FOMC session. At that meeting, we expect that they will discuss doing so at length and start doing
so after the July 27-28 meeting of the FOMC. They should announce that they will finish tapering
by the end of this year, setting the stage for hiking the federal funds rate before the middle of next
year, well ahead of the ‘dot plot’ schedule in the March 1 Summary of Economic Projections.”

Let’'s see how many more talking Fed heads start talking about tapering between now and the next
FOMC meeting on June 15-16. Then, let’s see what the dot plot shows following that meeting.
During the March meeting, only four of the 18 participants projected at least one rate hike next
year. We expect more will be doing so at the June meeting. Tapering is likely to start three to six
months before the first rate hike.

The suspense has us on the edge of our seats. For now, we continue to predict that the bond yield
will rise to 2.00% before the end of this year and to 2.50%-3.00% next year.

Tapering lll: The Valuation Question. The stock market also doesn’t seem worried about
tapering anytime soon. In fact, even though the bond yield is up by about 100bps since last
August, the forward P/E of the S&P 500 has been hovering around 22.0. It was down to 21.0 on
Friday (Fig. 9 and Fig. 10). As of the May 21 week, 52.2% of the S&P 500 had forward P/Es of 20
or more, while only 6.3% were trading at forward P/Es of 10 or less (Fig. 11).
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Let’s drill down some more to see whether valuation multiples seem to be reacting negatively to
the prospects of the Fed tapering sooner rather than later:

(1) S&P 500 Growth vs Value. Neither the rise in the bond yield since last summer nor last week’s
tapering chatter have unsettled the valuation multiples of either S&P 500 Growth or S&P 500 Value
(Fig. 12). The former has been trading in a range between roughly 25.0 and 30.0 since mid-2020. It
is currently 26.6. The latter’'s 17.6 is near the bull market’s recent highs.

(2) Magnificent 5. Hardest hit has been the collective forward P/E of the Magnificent 5 (Fig. 13).
But that has more to do with the previous outperformance of those five stocks, i.e., the S&P 500’s
top five in terms of market capitalization—Apple, Microsoft, Amazon, Alphabet (Google),
Facebook—during the worst of the pandemic, when the market’s breadth was very narrowly
focused on them as the major beneficiaries of the calamity. They’ve been underperforming since
September of last year as the bull market broadened with the outperformance of stocks
representing reopening plays. The forward P/E of the Mag-5 ended the week of May 21 at 33.5,
the lowest reading since April 17, 2020 and down 29% from 46.9 back on February 12.

(3) Stay Home vs Go Global. Joe and | have previously observed that the forward P/E of the All
Country World MSCI stock price index excluding the US closely tracks the forward P/E of the S&P
500 Value stock price index (Fig. 74). They started to diverge in recent weeks, with the former
falling more (to 15.5) than the latter (to 17.6). That’s not surprising, since overseas stock markets,
especially those in emerging economies, tend to be very sensitive to talk about Fed tapering.

Calendars

US: Tues: Consumer Confidence 119.0, New Home Sales 975k, Richmond Fed Manufacturing
Index, S&P Case-Shiller Home Price Index 12.3%yl/y, Quarles. Wed: MBA Mortgage Applications,
EIA Crude Oil Inventories. (DailyFX estimates)

Global: Tues: Germany GDP -1.7%q/q/-3.3%y/y, Germany Ifo Business Climate Headline,
Current Conditions, and Expectations 98.1/95.5/101.0, Japan CPI, Tenreyro. Wed: France
Consumer & Business Confidence 97/106, Japan Leading & Coincident Indicators, China Industrial
Profits. (DailyFX estimates)
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Strategy Indicators

S&P 500/400/600 Forward Earnings (/ink): Forward earnings rose for all three of these indexes
last week and were at record highs simultaneously for an 11th week and the first time since
October 2018. LargeCap’s was at a record high for a 12th straight week; MidCap’s was at a record
for a 15th week; and SmallCap’s soared 6.2% w/w for its 15th gain in 16 weeks. In what has
shaped up to be an extraordinary V-shaped recovery, LargeCap’s forward earnings has risen
during 52 of the past 53 weeks, with the one down week in late December due to Tesla’s addition
to the index. MidCap’s is up in 49 of the past 51 weeks, and SmallCap’s posted 49 gains in the
past 52 weeks. LargeCap’s forward earnings is now up 40.3% from its lowest level since August
2017; MidCap’s has risen 77.3% from its lowest level since May 2015; and SmallCap’s is up
121.1% from its lowest point since August 2013. These indexes had been on a forward-earnings
uptrend from November 2019 until mid-February, before tumbling due to the Covid-19 economic
shutdown. The yearly change in forward earnings soared to cyclical highs during 2018 due to the
boost from the Tax Cuts and Jobs Act (TCJA) but began to tumble in October 2018 as y/y
comparisons became more difficult. In the latest week, the yearly rate of change in LargeCap’s
forward earnings improved to a record high of 40.0% y/y from 39.6%. That’s up from -19.3% in
May 2020, which was the lowest since October 2009. The yearly rate of change in MidCap’s
forward earnings rose w/w to a record high of 76.2% y/y from 73.7% yly and is up from a record
low of -32.7% in May 2020. SmallCap’s rate turned higher too, rising to a record high of 118.9% y/y
from 98.4% yly; it is up from a record low of -41.5% in June 2020. Companies have been easily
beating consensus estimates since the Q2-2020 earnings season, causing analysts’ y/y earnings
growth forecasts for 2021 to improve instead of decline as is typical. Here are the latest consensus
earnings growth rates for 2021 and 2022: LargeCap (35.4%, 12.0%), MidCap (57.1, 10.2), and
SmallCap (88.9, 16.6).

S&P 500/400/600 Valuation (/link): Valuations were down for these three indexes last week.
LargeCap’s forward P/E dropped 0.2pt to a 29-week low of 21.0. That’s down from a 19-year high
of 22.7 in early January and is up from 13.3 in March 2020, which was the lowest since March
2013. MidCap’s dropped 0.3pt to a 28-week low of 18.3, and is down from a seven-month high of
20.5 in early March. Its current level is 4.6pts below its record high of 22.9 in early June.
SmallCap’s tumbled 1.2pts w/w to a 28-week low of 18.1. It's now down 8.6pts from its record high
of 26.7 in early June 2020. That compares to MidCap’s 10.7 and SmallCap’s 11.1 in March 2020,
which were their lowest readings since March 2009. LargeCap’s forward P/E in February 2020—
before Covid-19 decimated forward earnings—was 18.9, the highest level since June 2002. Of
course, that high was still well below the tech-bubble record high of 25.7 in July 1999. Last week’s
level compares to the post-Lehman-meltdown P/E of 9.3 in October 2008. MidCap’s P/E was
below LargeCap’s P/E yet again last week, as it has been for most of the time since August 2018.
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In contrast, it was last solidly above LargeCap’s from April 2009 to August 2017. SmallCap’s P/E
was below LargeCap’s for a 37th week. That’s the longest stretch at a discount since last May and
during 2002-03. SmallCap’s P/E had been mostly below from May 2019 to May 2020 after being
solidly above since 2003. SmallCap’s P/E was at a discount to MidCap’s for the first time since
early January, when it had been at a discount for 10 straight weeks.

S&P 500 Sectors Quarterly Earnings Outlook (/ink): Since the Q2-2020 earnings season—which
came in substantially better than greatly reduced forecasts—analysts as a whole have been raising
their consensus forecasts for all future quarters instead of lowering them as is the norm. In the
latest week, the S&P 500’s Q1-2021 estimate showed another upside hook as Q1 earnings from
the retailers boosted it another 50 cents to $48.84. That $48.84 estimate for Q1-2021 represents a
gain of 47.4% yly on a frozen actual basis and a 52.0% y/y gain on a pro forma basis. That marks
the first quarter of double-digit percentage growth since Q4-2018 and compares to a pro forma
3.8% gain in Q4-2020. Ten of the 11 sectors posted positive y/y earnings growth in Q1-2021. Here
are the S&P 500 sectors’ latest expected blended earnings growth rates for Q1-2021 versus their
final Q4-2020 growth rates: Consumer Discretionary (216.6% in Q1-2021 versus -5.0% in Q4-
2020), Financials (137.4, 20.4), Materials (62.3, 22.7), Communication Services (53.4, 10.1), S&P
500 (52.0, 3.8), Information Technology (43.9, 20.4), Health Care (26.4, 10.6), Energy (25.4, -
105.0), Consumer Staples (10.4, 5.4), Real Estate (5.7, -10.7), Industrials (3.1, -37.7), and Utilities
(-0.9, -2.6).

S&P 500 Q1 Earnings Season Monitor (/ink): With 95% of S&P 500 companies finished reporting
revenues and earnings for Q1-2021, revenues are beating the consensus forecast by a record-high
3.8%, and earnings have crushed estimates by a record-high 23.4%, aided by loan loss reversals
at the banks and stellar results from the Mag-5 stocks. At the same point during the Q4 season,
revenues were 2.8% above forecast and earnings beat by 17.1%. The S&P 500’s Q1 earnings
surprise excluding Financials drops to 20.3% from 23.4%. For the 475 companies that have
reported through mid-day Monday, aggregate y/y revenue and earnings growth and the percentage
of companies reporting a positive revenue and earnings surprise have improved from their Q4
measures. The Q1 reporters so far have a y/y revenue gain of 10.2% and an earnings gain of
51.7%, which rises to 10.3% and drops to 36.3%, respectively, when Financials are excluded. A
record-high 87% of the Q1 reporters has reported a positive earnings surprise, and a record-high
78% has beaten revenues forecasts. Slightly more companies have reported positive y/y earnings
growth in Q1 (77.3%) than positive y/y revenue growth (76.6%). These Q1-2021 results are not
expected to change markedly as the remaining 25 companies, primarily retailers, report in the
coming weeks.

Contact us by email or call 480-664-1333.
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