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The Fed’s Squid Game 
 
 
 
 
 
 
 
 
 
 
 
 

US Economy: Green Light, Red Light. The Fed’s ultra-easy monetary response to the 
pandemic has provided a very bright green light for the demand side of the economy. It has 
allowed fiscal policy to provide lots of relief checks that caused the federal budget deficit to 
balloon. But the checks also fueled a V-shaped economic recovery without pushing up 
interest rates, so far, even though inflation has certainly rebounded. 
  
The Fed’s pandemic response has also given a very bullish green light to the stock and 
commodity markets, by lowering the federal funds rate down to zero on March 15, 2020 and 
following that up just one week later with QE4ever on March 23. 
  
When inflation started to soar earlier this year, Fed officials didn’t waver but kept the bright 
green light steadily shining. They did so by claiming that y/y price comparisons were 
boosted mostly by the “base effect,” causing a transitory increase in inflation. But now, 
they’ve replaced the steady green light with a flashing orange one. 
  
In other words, Fed officials have acknowledged just recently that inflation is turning out to 
be more persistent and that the base effect no longer applies as it did from March through 
August. Their explanation now is that supply bottlenecks are lifting inflation. The bottlenecks 
too should be transitory, they say. But just in case, they are hedging their bets: Fed officials 
now are signaling that tapering will start soon and end around mid-2022, just in case the 
bottlenecks persist and they have to start raising interest rates to battle a far more 
persistent wage-price spiral than expected. In other words, we should all be ready for the 
Fed to turn on at least a flashing red light during the second half of next year. 

 

Check out the accompanying chart collection. 
  
(1) Fed’s green light enabled the V-shaped recovery. (2) Light was still green when inflation was 
deemed to be transitory. (3) More persistent inflation forces Fed to turn on flashing orange light. (4) 
Will a wage-price spiral force Fed to turn on the red light? (5) Powell is frustrated. (6) Will supply 
bottlenecks also be less transitory than Fed expects? (7) Lots of liquid assets. (8) Parts shortages 
depressing output in US and Eurozone. (9) Mixed readings in September’s CPI. (10) Stock market 
bulls likely to charge through flashing orange light. (11) It’s still a green light for banks. (12) China’s 
faulty light switch. (13) Movie review: "Squid Game" (+). 

https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VW0hwp4LTX48W88_FRD8vjNymW95j2m74yQP2qN3NdJGr3q8_QV1-WJV7CgQZ9W5HFpP084RxS6W3Vcbv3463XlVW31nFGG9kDLmnW8Xpnft7w3q4PW8GK-C-7mcWVrW4xhJx311wvKgW929sNm64WyjTW1ngXWN9bk-5jW79J8pF222ckWVN7V_61K0Fr4W2Qnw346TYf1yVrlvjp77scSxN2vD_KNhY03PW4S4yP18Z7tDxW56FHmr7ZJ2ppN6QtPhgVJV88W59nMjP7cs7KKVP_c3q6cwY-SW1wVdRK1QRc8_V3zv564ZkxtgW9cV_wc3DzMlXW4RcWVP3sF6yc3fVj1
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Consider the following: 
  
(1) Powell is frustrated. In our October 4 Morning Briefing titled “A Spell of Stagflation,” 
Melissa and I wrote: “[T]he recent heightened levels of inflation have proven to be more 
persistent and less transitory than Fed officials had predicted. Last Wednesday [September 
29], Fed Chair Jerome Powell said, ‘It’s also frustrating to see the bottlenecks and supply 
chain problems not getting better—in fact at the margins apparently getting a little bit worse. 
We see that continuing into next year probably, and holding up inflation longer than we had 
thought.’’ He said so during a panel discussion hosted by the European Central Bank. 
  
He was no longer talking about the temporary base effect but about a more persistent 
problem with global supply chains. He didn’t mention that ultra-easy monetary and fiscal 
policies have been overheating demand, thus contributing to the supply bottlenecks and 
resulting in higher inflation. 
  
(2) Word count. The Minutes of the September 21-22 meeting of the FOMC, released on 
October 13, mentioned the words “bottlenecks” and “shortages” nine times each. The word 
“taper” was mentioned eight times. For example, the Minutes noted: “With respect to the 
business sector, participants observed that firms in a number of industries were facing 
challenges keeping up with strong demand due to wide-spread supply chain bottlenecks as 
well as labor shortages.” 
  
(3) Lots of liquidity. Since the week of March 18, 2020 through the October 6 week of this 
year, the Fed’s holdings of US Treasury and agency securities increased by $4.0 trillion 
(Fig. 1). All those purchases boosted commercial bank deposits and caused the banks to 
increase their holdings of the same type of securities by $1.3 trillion over the same period 
because loan demand has been weak. 
  
Demand deposits in M2 soared by $2.9 trillion from February 2020 to a record $4.5 trillion 
through August of this year (Fig. 2). They are up 100% on a y/y basis (Fig. 3). The ratio of 
M2 to nominal GDP has been hovering around a record 90% for the past five quarters 
through Q2 (Fig. 4). In other words, M2 is equivalent to almost a year’s worth of nominal 
GDP. The Fed’s punch bowl remains full, brimming with rum punch. 
  
(4) Bottlenecks and shortages. The demand shock resulting from the end of last year’s 
lockdowns and the massive fiscal and monetary stimulus triggered a supply shock resulting 
in bottlenecks, shortages, and rapidly rising prices. Industrial production in the US declined 

https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9G3q905V1-WJV7CgKcHW3_k1T22bq2M8W9jk2L33R3tWPVm_zV61_JpDRW2sRv3L1NSWfHW6zVNbN5hMsSrN6C_xhYS-jTKW5-Gb6b3t3HjnW8jjkWn4SgGvlW6hWQl46VjmQ0W5ldc4n7CRTZ4W6SYZcY5zJqClW6c3N0G2jZRqfW7XdfKn5hDD5HW7WnLx36sLQzLN5WqwP4GBY5wN2HRNhqm5PTWW6W1mbs9lK2p5W8f1K2y2dxxfDW6kpqr_2ZwpzjW3JXg3273yVPYW2bmh6d2WWQbmW8KRPNs3SWWJcW4zQW2q3HyzdPW51Yy4Q6wJZ16368T1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r8t5nKv5V3Zsc37CgQhLW8HnNs18MGQKcW3J85D95nTh0fW2V5_g68GHRhrW7lLdp_2-lFtrVf7S9C2qXKjNVKSqhY3KmWc4W4NkGGr9b6h07W64sQKv7hKPLDW668pCW6_X4sSW8BHJ2_2Jry_NW4CV9gG8t5lK3W4dNW3-67vg60W1vDbcV6-N44HW50YdqR3xL-ktW1_b-DJ2VZ8L3W2pBhTH4ZdY_tW8qMRQp82dMpTW4pjDDc2CxvZSW8ZZ9Nj1LTzkPW7n0jfN30D45fW24Ymvk7Ckc6NW7sGFd65Vqd21W8VrtX22VD8QDW7L6BSr7tWfJyW8RFsvp6V7mgtW19_KPS7YZqhfW3PS9TV1LkRl4W6SbZMb6dHClJW6fCVPc2GrW60W1BBKyH6MjSFjW7Q0t0358DJFnW5fdbP6916sB033Td1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9Z3q90pV1-WJV7CgFMnW1tMgKV3y843-W8sr-BJ98YblLW1DmwG14wzxLnW9cVhTn98hWkVW3Sv4Gx3zs1xnW7qYJkL1j-chdW8Nr1MB1nznZKW9bRFFh6V-9YfW893jqM6-FFv8W39Tbzr7wLtQLW4DRx7q90cMyqW1G4S1y5_K9zyW7WmXKX4h-3x5W37RBd457CVR9W3q4B316SKRQHN3vg5vH_H3npW2W0tTH6BzzJXN88zQwM5FqjqW176bmh8_1k4zW3t2Sr58fKYMVW20nbcJ7YZx0qVxbcpN1LH3rBW6dJmxK1N370WW7Pz5g96vscvpW3YwFLt5JDY9YW69P7Zf7mf8-b3fQn1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgFgzW4fyMcG7WF9WJW9gLblN1htPZkVDJhF14zkqPzW64GfPr4K-PgnW2sT4pt4JhQ7bVwX3S23gRflpW7Sb76-71FJSqW3Vm2gb1G7nl_W8Q7Rf_2_Y7j5W8tlpSs6BlCCFW1Cqh8w4D4wvXW2-Wzcd1VD7XzW5Y-HSn3Q8Y2cW48rrmT4Fkm9BW73QGRk2Fq1S9W5Y3Jxp9hd4PzW7HN8zD7gjfNlW1V2SLD2Sh6DbW1_DNv03HKvqRW329XD48CxSvvN2YRyLKwS8PpN6szYC02l1P-3c9F1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgPCdW4Ztb_V2qHr9lW9474DH8T717nW8Zxxst4BXcSKW8dFF7r5PPp8zN7gjgY4dsHCjW4fkW-J9136tPW1QMVWL408jV3W1tz3pw3d-JhxW2jXddr340ZH-W77wC555fC2K2W6FdBpg4rHNcWTQgD940c6YFW3TPBq97Yl6d-W8lZy9L8p73MtW8rW01D8-k-PmW2vLgJg4NM5bJN3PzsVPyhVNtN2zXH6Z3Kd58W1vryC93Y0T6wW52w5631CpjyYN3DsFLHY16-2V4_xch8NWV3-3mCr1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgFlbW7qR2DS8jj2DkW2xG6sp2t41kSW4plSMV1dK5lsW14x9D12W6bk9W64PTFP7K94QjW3MTlG14QD5cdW4pf16D8K2FS5VbmM2p873gFLW4vdLx51qz6BtW2pfkdg8-bn3dW95h6dn5V_LtSW1PdG8j1mF-Q9N7knt_dz64mwW2cDH2147wXH4W66fXrr6ftF2YW19j0ml3SMqvGW98LDBQ22k87xW4pmtMY4YFq4tW2FdwWd89nQ4jW7Py3hj2zc8nyW2GMj2n4FCHY9VMpzJ77l4vHq3htH1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgVQcW568Pzv40STN6W3bgJwX6z8GHCW1Cn0PM1VSW6hW7DWYy03Sb-C-VD_fxf5xGXs3W6kfPsq8ghB-gW1nX2nM4bqKGZW3qCPB05LdWtHW7SYwVH33FVwZW7FbgKj82YN_3N95GZtzt5wGcW98blNN8FVSlcW7rB4YR3LVFL2W4gc4NR41CdtwW7l1M078tfW1xVZ3gZJ3hcFKVW4C9T2-6NW8BkW27T3kN1d2bcbW1YZD-f1jznscW8PxRTN2LWKmJW1M5P3z5kjcnyN86CFnBCR6MB2_-1
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1.3% m/m in September, as supply-chain disruptions and lingering effects of Hurricane Ida 
weighed on manufacturing and mining output during the month. This decline is the sharpest 
since February, when severe winter weather in the South and central region of the country 
disrupted factory activity. In August, industrial output fell by a revised 0.1% versus a 0.4% 
rise previously estimated. 
  
Manufacturing output—the biggest component of industrial production—fell by 0.7% m/m in 
September. Motor vehicle and parts production decreased by 7.2% amid the shortage of 
semiconductors (Fig. 5). The good news was that output of industrial equipment and 
information processing equipment rose 1.2% m/m and 0.1% m/m—with the latter at a new 
record high (Fig. 6). 
  
The supply-chain problems are global. Industrial production fell 1.6% m/m during August in 
the Eurozone. One of the steepest declines was in Germany, where manufacturing output 
dropped 4.1% (Fig. 7). However, industrial output rose 1.0% in France and 0.1% in Spain. 
  
In Germany, factory orders remain on a rising trend, despite August’s dip, while production 
has been declining in recent months (Fig. 8). Germany’s large auto industry has been 
forced to idle production and put thousands of workers back on furlough due to shortages of 
materials, particularly semiconductors (Fig. 9). 
  
In the US, survey readings on regional business conditions in October are available only 
from the New York Federal Reserve Bank so far. Unfilled orders and slow delivery times 
remained elevated, and so did prices-paid and prices-received indexes. 
  
(5) Inflation. So in recent weeks, the consensus outlook for inflation has evolved in the 
same way as the Fed’s outlook has. Instead of transitory, inflation is looking more persistent 
as a result of the supply bottlenecks that are widely expected to persist through the first half 
of next year. If so, then economic growth should get a boost in the second half of 2022 and 
inflationary pressures should abate at the same time. 
  
Meanwhile, Debbie and I should note that both the headline and core CPI inflation rates, on 
a three-month annualized basis, have diminished, to 4.7% through September from a recent 
peak of 9.3% during June and to 2.7% during September from a recent peak of 10.2%, 
respectively (Fig. 10). 
  
Most of this improvement in fact is attributable to the moderation of prices most affected by 
the base effect: used cars and trucks (-8.1% down from a recent high of 121.8%), gasoline 

https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgBCzW9j2QvR7mD-jBW5RxNsP1BTvFdW6hgDtW86LQCPW5ZJhHr4n41q3W5bjD7Y51tyT0W7Xd60v8xwJKhW5vNnH_4xb8B8W23Q1fS8m2G19W8d3rJ82pydBjW7LnL5j34kMWvW4XZKJv2WPRcHW3hQvgy3XxvlkW8lfZ9Y73g4yZW4X2D3D4SBQY-W9l7SK171kPKZVjpN6C1rNDg-W20jWhV8VJdwlVLzHww8m7BVnW5RXvTF9lhD9rW3smv1D3vNYh_W7H8QYB2d-bJmVT9MMM629pvl3nHB1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgH8QW7mBlVP1Pszv5W6Zq5CP33QP8JMtKw311LmpcW6y-VCT7t_wPBW46Tv_Q75DwNsW23whSX3RtwzfN7hWn8Qn91yDW2Lt1GM40zQ0fW10PwWZ7T555vN4N-nz34D0qDW4rJmr21mQ3y5W56X7hF1MMcN3W1TM1Hc7st_gLW3MGGS_3y9RNJW2N3rNN2Ywg0hW4pLlRL12tk4FW6gvpXW4H5Xm0W7Z3FCV8zKmS_W6gqmlZ7hX8n5VWzM0v61hsHMW5p0k8Q207w1hW213T5q3_VBjK3kx61
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgXp0W33Gr-C37tkv4W1R2L5B4WDRKCVqpvt43jxb8cW2CBwy38-gWr_W929Zz248PGz3W6QKzLT46sSNFW3WsfCS4YK1vrW5DW0lY7vGnsYN2fHKYT2vQT4V4LHt88MqCCdW5h2M2F5-2ty5W6znc1G73LzXXW9d-Jmw2xYnV1W70cwmT6QnfjfW6_jN1C23M7r0W4nf_GZ3J-dCDW2TKbrR15rLpxW93trKr6Rr6Z3W6zWG-040QZTxW6KdLDg2X3RJTN5rf0Wt8KmlZW8r-1Yj6D7KWH3fJQ1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgT6TVLDf7r52VnHwW3ZVgJv2ctf56W1qY1Rq3M-9RTN84R3s6PS_R0W2098Lf58843RW7nMl3n1LnrF-Vzg49D1Tj75pW1MfDNK9hgckHW7McFx28QywTTW6RLz0y9gmtLRW70b5LL51rCypVGZG9Q4pVlyVW10bW0f7tkV7YVNDgDY67-7znN23_212101R4W7dXBsc11DBsVW1kDVdj94nFfwW628v_64fBn01W84S_J51t2ZNqW403nm296ClKsW2TYrF711zh5_W4bb-cq48rCF237tH1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgQb-W8gDCSN5HrCfgW6_P1QC2W8DmdW4Xlgqr8WCt9hN4HfK_DJ7D_5W83jQjP1kRfp2W1jkCPh6gb1ytN7dM3nNB0BFMVtzMPV1gV8MTW4JMbtq4x2cgbN4-V8J1RT1wdW5L7DLS62LwCxW29Gckf7_6qD3W7tnqNP6xYn1NW53RS4K4g605cW2Xw8H63Nv2nHN7kDPjHv6XDvW6tFYxn8k4_K6W5vx5V-1C0bKvW2ndZ_06YRkMqW5FJzgq8NY3G4W23sVlz7wbX9YW1vSPjl4k1R-k3hBK1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5rbf3q90JV1-WJV7CgFSJVBmxx22NPvRxW2-Rl7P3sbgvBW5h-CwS4pBH_SW7QsQPv5n0ffXV_6zXp3GvCWsW6N5FrD6hXXCNW5BW8Nf685cVkW3LzQJ55Y6WsyW4m0cCV1z2ZdjW6mjM0q7jjjDPW45V60m5Mm8rZW1gl-jm4KPsmgW2tB68g3CBwTtW7CWhkr1L9VCRN7rRMDJP12r4W6Q3Dg93mKF_HW2rSNvd94MfmMW7YqVv25y5wyLW2dVdCJ1FSC4FN8-9Mn-_ck4sW5DVWBG5lHFTZW5mNDcr4hc3J1W7FbCbv58T9YZW2dBxcj2fYFNdW8t6g_W1LCXMQW8vmGnF1V_VPkW8gzCRP5f1LxkW7G-2Pg76bw0S2pt1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgGdxW3xFKJ996hzR_W6LpVRf6jd8V-W7b4Wqd7fVtHgW3BMKD75tWH9gW8B9MhG6WmHs-W1MRxjr2mcCkFN4cknrdNjXKGW7Bb4Fg4xBzRjW7C9-bZ58j9MGN17N5nQW7hgnW5hxrdd99h-lyW9fYmK-2tSD0bW5JqXGv8RcK62W2Qhgcn81jTJVW6H67jm6KHbXFW1VvtQs8bNd3GW6lWG181zNCTRW4ccnTN6J9r4qW9hKKNR38BZS3W9kw4Y_1NDKz6W5N689t8nPJ0QW7z8WH76t7mX63gzY1
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(26.4, 98.8), apparel (-2.8, 9.0), lodging away from home (9.3, 62.4), airfares (-60.3, 84.3), 
and truck & car rental (-61.1, 182.2). 
  
On the other hand, here are some September CPI readings that remain disturbingly high or 
have been moving higher: new vehicles (17.2%), motor vehicle parts & equipment (14.6), 
household furniture & bedding (16.4), household appliances (12.3), food (8.2), rent of 
primary residence (3.7), and owners’ equivalent rent (3.9). (See our CPI Inflation 
Components (3-month basis). 
  
Strategy I: Red Light for Stock Bulls? The Fed’s flashing orange light isn’t going to stop 
the stock markets bulls from charging higher through at least mid-2022, when the Fed might 
finally start raising the federal funds rate. Both the 12-month forward futures for the federal 
funds rate and the two-year Treasury yield suggest that the markets expect one or two rate 
hikes during the second half of 2022 (Fig. 11). For now, there’s plenty of cash on the 
sidelines to buy stocks, as noted above. Consider the following: 
  
(1) Revenues, earnings, and profit margins. The outlook for S&P 500 revenues growth 
remains positive. S&P 500 aggregate revenues is highly correlated with business sales, 
which rose 15.3% y/y through August (Fig. 12). 
  
The forward revenues of the S&P 500/400/600 (i.e., the time-weighted average of 
consensus revenues estimates for this year and next for the three indexes) are still rising in 
record-high territory (Fig. 13). The forward earnings of the S&P 500/400/600 are doing the 
same (Fig. 14). Forward profit margins remain in record-high territory as well. 
  
(2) Blue Angels. Our Blue Angels framework shows that the forward earnings of the S&P 
500/400/600 continue to fly into the wild blue yonder (Fig. 15). The forward P/E of the S&P 
500 has been hovering north of 20.0 recently, while the forward P/Es of the S&P 400/600 
have been closer to 16.0. 
  
Strategy II: Green Light for Banks? Among the best-performing S&P 500 industry groups 
this year to date are Diversified Banks and Regional Banks. The big banks provided lots of 
good news last week about their Q3 earnings results even though loan demand has been 
weak (Fig. 16). 
  
Many of the banks set aside billions of dollars last year to prepare for the likelihood that 
consumer and business loans would go bad as a result of the pandemic-driven recession 
(Fig. 17). But that didn’t happen thanks to the massive intervention by the Fed. So this year, 

https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgNDwN4wKzvpslCVDW24vz4C2RtGC-W3yG2xV3rC5yhW19jJgn5XVHkYW941K073Q357TW10zc-34-gt13W4dhrpD11kFHQW6Ggddm16Td8ZN2XWCHvh9p2CW9bhHGV4-MSLMVblFgm3vhCrbVwns5P19Cl-MW7-p9c74rGzHSW3Yg4sd4wN-NtW4KXTCX8NGPzqW5B7cVl3ZXTV_W4pVLhn3gJkyCW3TWpXm81sYGSN7Mtkg0N1wSyW4fGbzm3dm31CW280x_j1g8WMWW14FnT03M6Q163n4v1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgNDwN4wKzvpslCVDW24vz4C2RtGC-W3yG2xV3rC5yhW19jJgn5XVHkYW941K073Q357TW10zc-34-gt13W4dhrpD11kFHQW6Ggddm16Td8ZN2XWCHvh9p2CW9bhHGV4-MSLMVblFgm3vhCrbVwns5P19Cl-MW7-p9c74rGzHSW3Yg4sd4wN-NtW4KXTCX8NGPzqW5B7cVl3ZXTV_W4pVLhn3gJkyCW3TWpXm81sYGSN7Mtkg0N1wSyW4fGbzm3dm31CW280x_j1g8WMWW14FnT03M6Q163n4v1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgMTxW7ZMyqK8w99tPW60hYTQ5BRFPqW6lQT0W86t7F7VH-gj471vDFZVnbRF63DZvxrW7NXHdT3qPyzGW4byk4p39fZY3Mqhp6nqHN7MVBRV6B7d1qGqW2-b6nb4MlxJhW9d3fZW82Jm8DW70cbSZ3ccCyNW4RW0Gx8HMt18VfWqmC7n-KVKW3rcnbs673qR8W48rScY97jwmrW6W2B1H2jgXmXW1glQNw4MvWgmW8syYHg3JqWpDW49x3LD51zmLJV8yNRn7s50vHW1dCnMT34DbZZ37f-1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgJn6N69QbLXxfJVrMFvJ6QTBX2xN6qRhxG-jXRyW5cn2GY2dcV7BW9j3r8H4PB3hhW5r6HkD8vrFVFW70Mjfx8-1YFQW9gP17w56F55WW1NxSXm3VC7c_W2Wzk3G2FYwYDW1ZRyZ8396WV_VrX8lf2z18hpW2fQ0H-2Bgm2KW7-2RZN17RR71W7KCdBQ38qJsTW2QkXz68w4QZrW6m8TCt162mrHW6DrQSv4vzlkQW92gnZW87DM3YN565T73VT_fYN1tMWRlDvbV4W4l-3M05TRlwq3cSK1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgNZvN1MWq0jl04lhW6zHNmL3QCDt-W6l9MWJ5xkQyvW3qdKcF2wyxFzW7p9svQ5MMhkCVXNgMF6rl0HDW5S4KVF3C46VNW22n_6z8mD2MQW1pcCqB74lybQVp25mb1PzvgLW4Nm6Bj1CvjczW9lPvTx3-NN08W2W6N3h60tfp0Vlpw9x7M5ykTW1gTjn88f0ZX2W94rsKs5vYrf0N6gNb0Tby6cHN940wz5TnbDdW2DY_Nq4Jp2nmW7RLJ958Rq2tZW5rcs8399XH66W8Hxv9-8t_q1t3jMT1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgNC-N8RHhVBW_b4xW6t6tD921MtySW29dYg23sHLs2W5Qb0_K6frtGcW3Y5zqc8rWGCQW91tBzh4TSRLyW1tqBZK8h6_BRW7CHc462NRrKLW1PcPpH277nK9W7WVJcx24l_KmW2GnBSS4kZL9mW2P_xWy6wQvpBW8gN5xX2_phxDW2ZqrCY5l8Qc8W33_bDg4DyQXdW73f3RW6S2m0HW2y7wJB6-LQBsW3t7Zxw276VBQW5KDpqk2YNKfjW4XhzCm45NpM4W2DYT713KFQMRW566CJh12yRP43dyC1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgzTjW4jw54N4qyR_rW4WB34N8L5ZbSN53NH92FfYmFN8bd2RBtMhvjVgSjFy89-TP0W544XfF4m1YSqW2-XLnr43g7_8W3Lt5Qm2qr33HW3QccL_6Ddn_7W6Vt_yX48ybwHW8b-7WY1MFym1W5HLBHV6V5YbKW4GW5v92t9ZZtW69Z1q64FW0XWW5VP5vh1k-JqZW6d5zBH7GZ3-xW1y64gt4tR9TcW46p8Dl2FSDfdN3MgZJrN0QfvMPxCQJytmJGW8ht4s69lMfF8W2frzTB8jVRbG370g1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgN94W4_4FFV6Y-LzwN7MpfX9F6C6BV4Dzxh2YHxjwW6xjY9883CLzBW3fjG0J1XsyXKW6KFdDK5RxHzBW2JPsHD2jV5WXW4ZHmCW5ghm1TW98Tfmb366PclW2h388b5BlRj-W6KQmBP2Pvm0gN2xvGXkYpmy9W5s3lb37mQhHCW75dVkQ3JdfJcW3J2kwk4qJR0wVtZxmG6FccchW3hxtYm6x6c9mW91RR7P7HnWCbW2gwj6d22Zt5nW95Ptmx7ZS2pcW7vWdCc774lPMW7H9HFg2Fg5D73cxj1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgV1WW2j4PRX1HFsxxW6-7V-N6WsXhGN5J61V6mWVgMW6ztyGn1jQss9W7HyQJc7gV9FWW7dFV2d1nNJqhW82Xp322KlPQBW93KTT7700brxW8Gx04x6yQbdxW4NFc4S2SftwKW2LVnZr5Wl284N6cth5bYxdsqN8N3MsKpYNmbW6FVSQ07jmSn6W4twYqK2nLkY_MyhX492-7cZW707CPf499NMJW6Dm3bm1r9D43N1Vdy9fgc39DW8WswSr1sNhfmW5thrGC2QnvbWW6TpQmx98MR653jxk1
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banks are reducing their reserves for loan losses, which has boosted their earnings. They 
are likely to continue doing so over the next couple of quarters. 
  
Wall Street firms are also benefiting from the Fed’s ultra-easy monetary policy, which has 
fueled a boom in M&A activity and a surge in investment banking fees (Fig. 18). In other 
words, Fed policy has benefitted the banks a great deal. By the way, the widespread notion 
that banks do best when bond yields are rising may not apply to investment banks. Low 
bond yields fuel M&A deal-making and fees. 
  
China: Running Out of Juice. Last Wednesday, Jackie and I observed that China is in the 
midst of a serious energy crisis. The country’s utilities are having a tough time keeping up 
with the demand for electricity, which has been booming as producers have been 
scrambling to fill export orders, especially from the US. Chinese exports rose 20% y/y 
during September to a new record high. There has been a remarkably close correlation 
between Chinese exports and electricity demand (Fig. 19). The shortage of electricity 
depressed China’s Q3 real GDP growth rate to 4.9% y/y and only 1.6% q/q (saar). 
  
Movie. “Squid Game” (+) (link) is a dystopian television series produced in South Korea and 
distributed worldwide by Netflix. I’ve watched only the first two episodes, but I thought that 
the show might be a cautionary tale about the Fed. While the Fed hasn’t forced investors to 
buy stocks and bonds, lots of them have felt compelled to play the game because the 
alternative yields available in the money markets are close to zero thanks to the Fed’s zero-
interest-rate policy. Meanwhile, the gains in stocks and bonds since last March have been 
spectacular—all the more reason to keep playing. The Fed has provided a bright green light 
for investors. So the bulls continue to charge ahead, especially in the stock market, knowing 
that at some point the Fed will say “Red light!” Nevertheless, a lot investors could get killed 
when that happens. 

 

Calendars 
  
US: Tues: Housing Starts & Building Permits 1.62mu/1.68mu, API Weekly Crude Oil 
Inventories Daly, Bostic. Wed: MBA Mortgage Applications, Crude Oil Inventories, Beige 
Book, Quarles. (Bloomberg estimates) 
  
Global: Tues: Japan Trade Balance -¥519.2b, Japan Exports & Imports 11.0%/34.4% y/y, 
PBOC Loan Prime Rate, Bailey. Wed: Eurozone Headline & Core CPI 0.5%m/m/3.4%y/y & 

      
 

https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgTmTW8sYtqB8pYwlVW4L7QRz79sTV5W1vglWv2yw89TW1s1pyF7Fdx39N7H7RT61VGs6W8K5Djs73nc4wW7YNMFm6Sp1JKW7gH0Hf76vJpCW7Nx3YN8_Pb3cVDyMz68c6BQMVp6Jz97QmC7wW6hWRGM6pjsXXN6ydVJBNBFHtW7_9G938xPBrCW5JslsB2ry5RyW5PStv37nlpHTF2zSd55zslxW5RZnnf5K84lDW706CkG5B2Tv3W5B8rcR7JvfvwW6ZYxfP2QZW9mN5-y6rlqWD7B38fh1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7Cg-mzW6X7YzP6WWfcyN7cGqdW7j-GRW3wWZm71xZTzLW4-55yC6YTvmJW1sFXMQ7TLYGJW7Ffq9Z1ctj94W3sLRD23H0RkDW2Z-KPl2Yhx6RW7c5q4W8K9yr6W4VLH684MThbvW6v6fqN46yzC1W6YNC7Z832CbfW4vk_VZ6sTj75W1s5zl82yJTzvW465JjC2rWHm2W7zp47S3vP7fGVsrrjc6q1KSkW7RMPRt4kZLRfW36lDvN1mZyV2W3sPsKq7XtDTKW2xr1W75b2c2XW3XL8ZH18C7Dq3bW61
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgGL3W1kc3r33FdK99W3l-wZR1w3tp2W5nY0Qk5L2rm_W6cflgj3VJFslW1DPBBd6gQkLWW8zLDFh3-tpTmW5kXBTb48qrqcVyxM9S7D76cyW4XhgVj2cncbYW20jjng2t869DVlhBWY8mnkpmW2bGhVy3R7CK6W913V3s97VwGkW8KxhJc6ygdN7W1lsh5j7cWxHVW9kD-lW97F8kPW58hgKq4KMxV3W8bSvbz8VZ6DCW4zlqWK799m--W3yvv1h3mlQddW7rVg-914tYXwW3k1w_b7kmZpX3jJN1
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0.5%m/m/1.9%y/y, Eurozone Current Account, Germany PPI 1.0%m/m/12.7%y/y, UK 
Headline & Core CPI 0.4%m/m/3.2%y/y & 0.5%m/m/3.0%y/y, UK PPI Input & Output 
1.0%m/m/11.6%y/y & 0.5%m/m/6.8%y/y, Canada CPI 0.1%m/m/4.3%y/y, Elderson. 
(Bloomberg estimates) 

 

Strategy Indicators 
  
S&P 500/400/600 Forward Earnings (link): Two of these three indexes had forward 
earnings at a record high last week. LargeCap’s was at a record high for a third straight 
week after dropping a hair below in late September due to Match’s addition to the index. 
MidCap’s improved to less than 0.1% below its record high in early October, and 
SmallCap’s was at a record for a sixth week after dropping in early September for the first 
time in six months. In what has shaped up to be an extraordinary V-shaped recovery, 
LargeCap’s forward earnings has risen during 71 of the past 74 weeks, with the two other 
down weeks due to Tesla’s addition to the index last December and Amazon’s earnings 
shortfall in August. MidCap’s is up in 69 of the past 72 weeks, and SmallCap’s posted 69 
gains in the past 73 weeks. Forward earnings for these indexes had been on an uptrend 
from November 2019 until February 2020, before tumbling to a bottom by June 2020 due to 
the Covid-19 economic shutdown. LargeCap’s forward earnings has risen 53.7% from its 
lowest level since August 2017; MidCap’s is now up 99.6% from its lowest level since May 
2015; and SmallCap’s has soared 159.7% from its lowest point since August 2013. The 
yearly change in forward earnings soared to cyclical highs during 2018 due to the boost 
from the Tax Cuts and Jobs Act 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 was 36.1%, down from a record-high 42.2% at the end of July. 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 fell w/w to 57.3% y/y from 59.0%; that’s down from a record high 
of 78.8% at the end of May and up from a record low of -32.7% in May 2020. SmallCap’s 
rate dropped to 83.8% y/y from 87.3%; it’s down from a record high of 124.2% in late June 
and up from a record low of -41.5% in June 2020. Companies have been beating 
consensus estimates quite handily 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 (44.2%, 9.6%), 
MidCap (74.2, 7.0), and SmallCap (113.2, 13.6). 

S&P 500/400/600 Valuation (link): Valuations mostly rose from multi-month lows for these 

      
 

https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgCbyW97hxHp6KwVPhW7y_p6K3c3HtxW2rSV9V4Dq4_GW8yYV8L3JbZL5W8FjS7R99C5XwVS6CNh2SFHl3W2DQM643B-r8-MZ-wWhCyfMgW1DhW2q6XRH5XN1Mwn0_XLcQhN2RvHlYVXLfzV2Tpz92LbP7CW1p6nC437v7lZW1BJC5V8HSdG2W27VlQL1f5LvRW8jnBxn6LhFTMW6bglBy54GlBDW2S1vwl8ZZhBvW37tmPM1YkfSSW6Njtz74TsLQ7W6P55Tg1Vf-ZsW3SD3-Q7gY5YX321N1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7Cg-s8W89Bntc3XKCsqN3tMxx9l2LvpW6hRyJS1hSfkpW57JSZw6cRyLNW1T8q127J58xVW5zp0NN3hzlwrW4SSV4r7RlCbjN4CD06x_2YxLW8Hh77c8WY6tqW6ss38_8mj3P-W8XdD7H8HphHNW7KGDZn98yLvBN2F4JxJHHVtyW6mlP567fR8kFVdzpxm3KyGKXW1h-Fbf71SgT3W7zpwkQ2nQ0DJW8R5L0x1CFm1QVgv7k21zY2ZtW1NC4l07K5CnQW3dj3JK8wcBh6W5LDPlc6jqq6m3nz31
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three indexes. LargeCap’s forward P/E improved to 20.6 from an 11-month low of 20.3. 
LargeCap’s forward P/E compares to 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 gained 0.3pt to 16.6 
and is up from a 17-month low of 16.2 in early October. That compares to a seven-month 
high of 20.5 in early March and is 6.3pts below its record high of 22.9 in June 2020. 
SmallCap’s remained steady at 15.6, and remains near its 17-month low of 15.4 in mid-
September. It’s now down 11.1pts from its record high of 26.7 in early June 2020. During 
March 2020, MidCap’s 10.7 and SmallCap’s 11.1 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. In contrast, 
it was last solidly above LargeCap’s from April 2009 to August 2017; MidCap’s current 19% 
discount to LargeCap is near its biggest since 2001. SmallCap’s P/E was below LargeCap’s 
for a 54th week. That’s the longest stretch at a discount since 2002-03; SmallCap’s current 
24% reading is near its biggest since 2001. SmallCap’s P/E had been mostly above 
LargeCap’s since 2003. Looking at SmallCap’s P/E relative to MidCap’s, it was at a 
discount for an 18th straight week; SmallCap’s current 6% discount to MidCap’s is near its 
biggest since 2003. 

S&P 500 Sectors Quarterly Earnings Outlook (link): 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. Those gains endured even through the Q3 earnings warnings season, 
when forecasts typically decline. With the Q3 earnings just beginning to roll in, the S&P 
500’s Q3-2021 blended earnings-per-share estimate rose 37 cents w/w to $49.33. That 
$49.33 estimate for Q2-2021 represents a gain of 27.5% y/y on a frozen actual basis and a 
31.9% y/y gain on a pro forma basis. That would mark a third straight quarter of double-digit 
percentage growth and compares to a pro forma gain of 96.3% in Q2-2021. All 11 sectors 
are again expected to post positive y/y earnings growth during Q3-2021. Here are the S&P 
500 sectors’ latest expected earnings growth rates for Q3-2021 versus their final Q2-2021 
growth rates: Energy (1,519.4% in Q3-2021 versus 243.3% in Q2-2021), Materials (92.0, 
139.5), Industrials (75.5, 698.4), S&P 500 (31.9, 96.3), Information Technology (28.9, 49.6), 
Communication Services (23.3, 72.8), Financials (30.6, 158.2), Real Estate (17.5, 38.7), 
Health Care (15.3, 27.2), Consumer Discretionary (7.5, 380.5), Consumer Staples (3.8, 
20.4), and Utilities (0.4, 12.6). 

https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9G3q905V1-WJV7CgJFYW6FPy6r1TRVLNW70jHyC6bVx1rN87mXCFDYb3DV8HGNw5fzmXSV5yKnw2Ty-t7W11Fm_12Gyh7qW62wGH25krkcJW3f54fH6-Yjr7W4f0Dvm2WrffSN7xkwF5qlw3VW7kSPd07kZpq7N2xN6zs_87PZN7X9l8114CjLW2RKHP26SSdF3W3Rp1C78w9TVlW1bLnDm8sWQyYW7gswlZ3mJzDQW2f9s1h3Hnhs7W2tyM1h8yzn29W3Y_p_p5Zk_xRN6VHw106YR8-W8TH4yj29bfngW8psgQ08QDcJhW93r6hz5XPQc43lrF1
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US Economic Indicators 
  
Industrial Production (link): Continued supply constraints pushed industrial production 
down sharply in September, with the auto sector the hardest hit “as shortages of 
semiconductors continued to hobble operations,” the Fed reported. Headline production 
tumbled an unexpected 1.3% last month, while August’s 0.4% gain was revised to a 0.1% 
loss. Manufacturing output sank 0.7% in September and 1.1% during the two months 
through September, as motor vehicle production plunged 7.2% and 10.1% over the 
comparable periods to its lowest level since mid-2020. By market group, consumer goods 
production contracted 1.9%, with both consumer durable (-3.7%) and nondurable (-1.4) 
goods production in the red—with the decline in the former led by motor vehicles (-7.0) and 
the latter by energy (-3.7) output. Meanwhile, production of business equipment increased 
0.4% as a decline in transit equipment (-1.1) was more than offset by a 1.2% expansion in 
industrial equipment and a 0.1% uptick in information processing and related equipment to 
a new record high. Here’s a snapshot of September production by market group (and their 
components) since last April and where they stand relative to their pre-Covid levels: 
business equipment (48.1% & +3.1%), led by transit equipment (267.9 & -0.3), followed by 
industrial equipment (30.9 & +2.2) and information processing equipment (15.1 & +8.7). The 
gain in consumer goods (18.4 & -0.6) production was led by a surge in consumer durable 
goods (82.0 & -3.9), while nondurable goods (7.4 & +0.2) output was more subdued.  

Capacity Utilization (link): The headline capacity utilization rate fell in September for the 
second month, to 75.2%, after climbing steadily from 74.8% in April to 76.3% by July—
which was the highest since February 2020. The rate is 11.8ppts above last April’s low of 
63.4% and is currently 4.4ppts below its long-run average. Meanwhile, manufacturing’s 
capacity utilization rate sank to 75.9% after rising from 75.1% in April to a 30-month high of 
76.8% in July. The rate for mining fell from 76.2% in July to a seven-month low of 73.9% in 
September, while the rate for utilities continued its up-and-down-pattern, falling to 73.0% 
last month after rising from 74.0% in July to 75.8% in August. The rate for all three sectors 
remained below their long-run averages in September.   

 
____________________________________________________________________________ 
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https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgR4xW10zJCY5DMGH0W1QwGsN8y85cnW6rb2Ft3s4qcwVPmz1_3Sbt89VY63lM5PrYqSW4m7KV054x1DkW1B-6pm3731pSW7sLGxm5DfqdWN55blR6tpGMfW41kwf43wrTYTW5-NWlb4yFzNQVgV8078pGKR2W7RRpFh9bhC1FW1rkWd74rr2KDW8T-KsR1LxjcgW7WV7BF6d8vjfW7RzvQj5Rv6t-W31rhdN46NqM2W152Z6j2BrRnHN2cdwgBWbtjbW4xndjB8-JY2fW4P52Vt5qLrBB31Tq1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/VV_-GR8rfY5bVxHTQK8wGvSfW5tZZwQ4yQRpJN3Z5r9m3q8_QV1-WJV7CgCTZW7BYmB57KnsMLN5BZ8Y-gr5h5W2ZG0j63yc1mCW5WGw192H3tZGW3kBTNG5psK1dW4KzpBJ91VmXbW58f0nB800sTNW1XmqTl6tWhmMN5df3CntdTv4W9248Jk4zFYhZW5pzhy-8WKdZ1N1z5gjLVgP70W8fTcb81mWz8dN4dmjW8K6-6KW1jZh2h51wjWVW9cC7-Y9j4F8SW6Htpp_8X6ywDW8SvTCT6KXNXQW1Wcfjt3mmRz-N70vv3H-jkm7W6P0bdR6B2qfGW59_lB46sMs2Z32231
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