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Fueled by powerful tailwinds, major 
indexes were at or near all-time highs 
as the week began. But are cracks 
beginning to appear? 

The major indexes suffered steep 
losses on Wednesday as the 
speculative frenzy in heavily shorted 
stocks raised anxieties that some 
hedge funds on the wrong side of the 
trade could be forced to reduce equity 
holdings to raise cash. 

Further, Covid vaccines are slowly 
being distributed, but new strains of 
the virus are exacerbating anxieties. 

Still, familiar themes that dominated 
much of last year remain in play. The 
U.S. economy continues to expand, 
corporate profits are coming in ahead of expectations, and the Democratic sweep of 
Georgia has put new fiscal stimulus on the table. 

Volatility or a correction can never be ruled out at today’s valuations, but the economic 
fundamentals that lifted shares last year remain in place. 

Meanwhile, Treasury Secretary Janet Yellen signaled in her testimony before the Senate 
Finance Committee last week that pandemic relief—and not tax increases—are the 
immediate focus of the new administration. 

1. Rising long-term yields 

• Held low by the Fed, short-term yields remain near zero. 

o Longer term yields, however, have risen off the bottom, but remain very 
low by historical comparisons. 

• Through various measures, the Fed can influence longer-term yields, but it 
doesn’t set long-term yields. 

• With the rise in longer-term yields, the yield curve has steepened—see below. 

Figure 1: The Curve Steepens 



 

Source: U.S. Treasury Dept. 

• How can the Fed influence long yields? 

• In part, by guidance and moral suasion. By hammering the point home that 
short-term rates will stay low for a long period, investors are more likely to stay 
with longer-yielding bonds. 

o Per fed funds futures, investors aren’t pricing in a rate hike through 2025. 

• The Fed isn’t projecting any rate hikes through 2023. 

A primer—the theory behind long-term bond yields 
• Long-term yields = short-term expectations + a term premium (the excess yield 

that investors require to commit to holding a long-term bond instead of a series 
of shorter-term bonds). 

o Example: If we know with certainty that the one-year Treasury will yield 
3% over the next 10 years and the 10-year yields 3.5%, the term premium 
is 0.50%. It’s the 50 basis points that encourage someone to buy the 10-
year versus rolling over a one-year bond for 10 years. 

• What may influence the term premium? More recently, the term premium has 
been influenced by a lack of inflation shocks, lower U.S. growth and first world 
growth, accommodative central banks, and economic uncertainty. All of these 
increase demand for Treasuries. 

o Therefore, the term premium has turned negative in recent years. 

• It remains negative but has turned higher since late summer—see Figure 2, which 
has translated into higher yields. 
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Figure 2: A Shrinking Negative Premium 

 

Source: New York Federal Reserve 1/20/2021 

Why demand a term premium? 
• Credit risk isn’t an issue for U.S. Treasuries, but interest rate risk is. 

• Might the Fed’s rate projections be wrong? Possibly, but market participants are 
comfortable with the Fed’s projections per fed funds futures. 

• What about inflation? Could we see an unwanted and unexpected bout of 
inflation? 

• Figure 3 illustrates that inflation expectations are anchored near 2% but are also 
on the rise. Rising inflation expectations are influencing the term premium. 

Figure 3: Stepping Up 

http://www.horsesmouth.com/federal-reserve-rescues-the-good-the-bad-and-the-ugly


 

Source: St. Louis Federal Reserve 1/27/2021 
10-year breakeven = 10-year Treasury yield minus 10-year TIPs yield, which tells us how much 
yield investors are willing to give up for inflation protection. 

• What might 10-year inflation expectations be telling us? 

o Sentiment suggests that inflation will rise from current low level, though 
nothing worrisome based on current sentiment. 

• Likely reasons for the rise in inflation expectations: 

o Heavy fiscal stimulus 

o Expectations of further stimulus 

o The improving economy 

o A soaring money supply 

o And, somewhat counterintuitively, a very accommodative Fed, which may 
be allowing some inflation fears to surface. 

Note: The accommodative Fed keeps short-term expectations anchored, 
but it could be pressuring the term premium, which is half the long-term 
yield equation. 

Bottom line 
• Expectations for a stronger economy this year are also playing a role in rising 

yields. 

• Despite the current level of uncertainty, growth is expected to accelerate later this 
year, which reduces the attractiveness of safer, long-term Treasuries. 



• Still, despite the rise in yields, the risk-on trade hasn’t subsided. Yes, yields are 
up but at barely over 1%; the 10-year offers little competition for stocks amid an 
improving economy. 

2. Retail sales data 

• Thanks to generous fiscal stimulus, retail sales recovered in a V-shaped fashion, 
exceeding pre-Covid levels—see Figure 4. 

Figure 4: Cash Registers Ring 

 

Source: U.S. Census Dec. 2020 

• Yet, economic uncertainty remains high. New restrictions tied to Covid, still-high 
unemployment, and diminishing fiscal stimulus have hindered sales over the last 
three months. 

• Auto sales, however, remain strong. 

• Figure 5 provides an interesting glimpse as to what’s going on in the economy. 

o Grocery store sales remain above pre-Covid levels. 

o Restaurants and bars remain under heavy pressure amid social distancing 
restrictions. New closures have pressured sales over the last three months. 

o The transmission mechanism between consumers and service-oriented 
businesses has yet to be repaired. 

Figure 5: Pandemic Distortions 



 

Source: U.S. Census Dec. 2020 

• As consumers and businesses adapt to today’s new normal, Figure 5 illustrates 
one of many distortions created by the pandemic. 

3. Disconnects: PMIs vs. unemployment claims/jobs data 

• The Flash U.S. Manufacturing PMI (Purchasing Managers Index) rose 2 points in 
January to 59.1, a series high. 

o Note: for the PMIs, a reading above 50 suggests expansion and a reading 
below 50 suggests contraction. 

• The Flash U.S. Services Business Activity Index rose 2.7 points to 57.5 in January. 

o Both gauges suggest growth accelerated as 2021 began. 

o Both measures of activity suggest the ISM Manufacturing PMI and ISM 
Services PMI for January will rise when reported in early February. 

• The ISM Manufacturing PMI rose 3.2 points to 60.7 in December. 

• The ISM Services PMI rose 1.3 to 57.2 in December. 

o Both indexes suggested the U.S. economy ended the year on a positive 
note. 

• Readings in the high 50s are healthy. Readings above 60 are strong. The PMIs 
suggest activity in manufacturing is stronger than in the service sector. 

Disconnect 
• While the PMIs can’t be used as a gauge to pinpoint actual output (how close we 

might be to pre-Covid levels), the surveys suggest the economy is growing at a 
healthy pace. 

http://www.horsesmouth.com/LinkTrack.aspx?u=https://www.markiteconomics.com/Public/Home/PressRelease/8112980330a9491c954c4ee22b2db430
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• Yet, first-time claims are up, and the economy lost 140k jobs in December. 

• After bottoming at 711k for the week ended November 7, claims jumped to 927k 
as of January 9 before settling back at a still-elevated 847k as of January 23. 

o Claims were near 200k pre-Covid. 

Pinpointing a major drag on jobs 
• The economy shed 140k jobs in December. 

o This includes 498k in leisure and hospitality (L&H), more than offsetting 
gains in other industries. 

o Within leisure and hospitality, restaurants and bars lost 372k jobs. 

• Figure 6 illustrates the decline in nonfarm payrolls, L&H, and restaurant and 
bars between February and April, as well as the number of jobs recovered from 
April’s low through December. 

• Nonfarm payrolls declined by 22.16 million between February and April, which 
included L&H job losses of 8.32 million and restaurant and bar losses of 6.08 
million. 

Figure 6: Jobs Lost, Jobs Recovered 

 

Source: U.S. BLS Dec. 2020 

• Put another way— 

o L&H accounted for 11.0% of nonfarm payrolls in February but were 
responsible for 37.5% of all job losses between February and April. 

o Restaurants and bars accounted for 8.1% of nonfarm payrolls in February 
but were responsible for 27.4% of all job losses between February and 
April. Over one-quarter of all job losses came in one industry. 



Bottom line 
• The damage to job creation and the upturn in layoffs isn’t being reflected in the 

PMIs. 

• The weighting of L&H in the PMIs appears to be quite small. 

• If the PMIs are accurately reflecting U.S. industry and sector breakdowns, the 
upturn in jobless claims and December’s downturn in jobs may be overstating 
economic weakness, and the PMIs may be more accurately reflecting economic 
activity. 

• It may also explain why investors are looking past recent weakness in the labor 
market as it appears concentrated in one industry subsector. 

4. The Fed keeps its focus on economic growth 

• At January’s Fed meeting, Powell reiterated that his focus is getting the economy 
back to pre-Covid output. 

• The Fed has done a good job communicating that rates are unlikely to be raised 
over the next two to three years, as evidenced by stability in fed funds futures. 

• In his press conference, Powell said it is too soon to talk about dates for tapering 
bond buys, which were held at $120 billion per month. 

o He said he expects that any tapering will be gradual, and dates will be 
communicated well in advance. He added, “The whole focus on exit is 
premature.” 

o He is still concentrating on getting the unemployed back to work. 

• Powell side-stepped questions regarding frenzied trading in heavily shorted 
stocks like GameStop but said he doesn’t believe Fed policy is inflating asset 
prices. 

o He pointed to the development of vaccines and fiscal policy for recent 
gains. 

• In my view, asset buys and low interest rates are akin to the gasoline. Social 
media chatrooms and zero-commission trading are the matches that have lit the 
fire. 

• For Powell, the mission is the economy. Any asset bubbles in Bitcoin are a few 
stocks and won’t detract from the mission. 

5. A peek ahead 

I. Profit outlook 
• As of January 27, Q4 S&P profits are forecast to fall 4.3% (Refinitiv, with 23% of 

S&P 500 companies having reported). 

o That’s up from an estimated decline of 9.8% in early January. 

o As the seasons progressed, we saw significant upward revisions in Q2 and 
Q3. 

http://www.horsesmouth.com/LinkTrack.aspx?u=https://www.federalreserve.gov/mediacenter/files/FOMCpresconf20210127.pdf


o Though it’s early, the same trend appears to be playing out in Q4, as a 
large percentage of firms have topped profit estimates (87%). 

• Much depends on the economy, but analysts are currently forecasting an 18.7% 
rise in Q1 year-over-year earnings, a 48.8% rise in Q2, and 16.1% rise in Q3. 

II. GDP up in Q4, down for the year 
• U.S. GDP rose at an annualized pace of 4.0% in Q4 and finished down 3.5% for 

2020. 

o Q4’s advance followed a record 33.4% rise in Q3. 

• Consumer spending contributed 1.7 percentage points to GDP while a more 
robust business sector added 4 percentage points (including 1.3 from housing and 
1 percent from higher inventories). 

• A rising trade deficit subtracted 1.5 percentage points. 

• Money supply growth has been strong, and the savings rate is elevated. The 
liquidity to drive economic growth is in place, but the transmission mechanism 
between consumer and some industries is still broken. 

o Distortions created by the pandemic have boosted some sectors and 
thwarted activity in others. 

 

If you have any questions or concerns, I would be happy to have a conversation with you. 

Kind Regards,  

 

Randy H. Packett 
President & CEO Chesapeake Capital Management 
2943 Emmorton Road 
Abingdon, MD 21009 
410-671-2260 
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