
Much ado about Tapering           September 24, 2013 

Tapering Delayed. The Federal Reserve has 

indicated it will retain the current rate of bond 

purchases as the US economy needed more 

evidence of lasting improvement both in the 

unemployment level and in inflation. Consumer 

prices barely rose in August, inching higher by 

only 0.1% month-on-month as energy costs fell 

and food prices remained subdued. On an 

annual basis, this translated to just 1.5%, 

bringing the year-to-date average to 1.6%. The 

unemployment rate only improved to 7.3% due 

to the labor force participation rate falling to 

63.2% (the lowest level since 1978). The 

decision to postpone also marks the Federal 

Reserve’s growing uneasiness as to how 

quickly mortgage rates have adjusted upwards 

(see Figure I) despite the fact every indication 

has been given that the Fed Funds rate was not 

going to be increased until the end of 2014 

(economic data permitting).  
 

When will initial tapering occur? There is no 

doubt that tapering will occur and the recent 

decision to postpone only means the market will 

be more conscious of the volatility in markets 

once the Federal Reserve begins actual 

tapering. It remains unclear on exactly when 

tapering will begin since the decision will 

depend on the economic data. More 

importantly, the guidance from the Federal 

Reserve is clear that the recovery as reflected 

from the economic data point of view must be 

conclusive, meaning to say no indicator will be 

prioritized but both unemployment levels and 

inflation will be scrutinized more closely. On this 

basis, there is a serious risk that tapering will 

not occur by December 2013, as we remain 

unconvinced that any meaningful improvement 

in the economic data will be evident by 

October/November 2013. Our hesitation is 

based on the fact that corporate revenues will 

expand 4% year-on-year at the end of 2013 

(based on 2013 Bloomberg earnings forecast 

for S&P500 companies), while earnings (EBIT) 

growth will be at 7% during the period 

suggesting EPS expansion was made possible 

via productivity gains, namely capacity 

reduction. Moreover, as of September 23,  
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Figure III. Philippines Net Foreign Flows (US$Mn) 
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Figure II. US Personal Consumption vs Inflation 
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Market Focus 
Fed Funds future contract prices are implying 

that the rate will continue to be low for the next 

several months with gradual increases 

sometime in 2014. 
 

Outlook – Risk On for now. The Federal 

Reserve’s guidance requiring a 

comprehensive recovery in economic data, will 

result  in short term money flows coming back 

to EM on a gradual basis. To be clear, we 

don’t think the resumption of flows to EM will 

result in local markets rising back to their 

historic highs by year-end 2013. Mainly 

because, except for the delay in the timing of 

the initial tapering, nothing has fundamentally 

changed in the investment proposition. 

Tapering would still occur; policy tightening in 

some economies has started, and political 

noise abroad still remains (US debt ceiling, 

Bernanke’s replacement, etc.).  
 

Fed officials are now doubly concerned about 

the size of the Federal Reserve’s balance 

sheet which is now 200% greater than when 

QE initially started.  If not for the weak 

economic data in private consumption 

expenditure and the potential fiscal concerns 

borne out of the looming debt ceiling crisis, 

tapering would have occurred last September 

2013. Thus, market volatility is expected to 

persist for the rest of the year, and for this 

reason we believe local fund managers will be 

looking to realign their portfolio to a more 

defensive strategy (higher cash components, 

mostly index issues and shorter duration). 
 

Looking ahead to 2014, despite having one of 

the more sound economic fundamentals 

globally, we believe Philippine assets will be 

subject to the same market volatility as the 

rest of SE Asia EM. The recent market 

correction borne out of the Indonesian Rupiah 

softness has already proven this. However, 

the Philippines, which has set itself apart from 

regional peers with its strong growth, benign 

inflation, and healthy external balance sheet, 

should see a quick recovery in asset prices 

following a meaningful correction in the market 

as investors will be attracted to its value 

immediately. 
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Equities Strategy 

We choose to employ a bottom-up approach, 

selecting high beta stocks that, despite having 

sound fundamentals, were excessively sold in 

recent months. To balance out the additional 

risks, we will also increase our exposure in 

defensive companies that offer fairly good 

dividend yields (TEL, MER, and URC). All told, 

despite the expectation of more volatility in the 

short term horizon, we are maintaining our 

overweight position in equities.   
 

Despite recent investor concerns on regulatory 

changes for utility companies, as well as 

potential pressures in bank earnings, the PSEi is 

still seen to be resilient at the 6,700-6,800 in the 

next 3 months, given the same strong 

fundamentals.  
 

Fixed Income Strategy 

On the local fixed income market, we maintain 

the view that there will be pressure on the long-

end of the curve and we are retaining shortened 

duration positions for our core portfolios. The 

recovery in bond prices provided by recent 

developments could prove to be temporary as 

investors will look to prudently manage duration 

positions in view of rising interest rates in the 

foreseeable future.  
 

Thus, we continue to prefer short-term outlets 

that offer stability such as short-term funds, 

money market deposits and SDAs while waiting 

for rates to fully price in the delayed tapering. 

We also look to take advantage of tactical 

trading opportunities that may arise on the 

longer tenors. 
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Disclaimers: 

 

The views expressed in this report reflect the analyst’s personal views and not necessarily the 

Bank of the Philippine Islands’. Furthermore, no part of any of the research analyst's 

compensation was, is, or will be directly or indirectly related to the specific recommendations 

or views expressed by the research analyst in this report. 

  

The information contained herein is published by the Bank of the Philippine Islands Asset Management 

and Trust Group (or “BPI AMTG”). It is based on information obtained from sources considered to be 

reliable, but BPI AMTG does not make any representation or warranty, express or implied, as to its 

accuracy, completeness, timeliness or correctness for any purpose. All the tables are taken from 

publicly available sources or derived from proprietary data. Expressed opinions may be subject to 

change without prior notice. Any recommendation contained herein does not pertain to any specific 

investment objectives, financial situation and the particular needs of any addressee. The information 

herein is published for the information of addressees only and is not to be taken in substitution for the 

exercise of judgment by addressees who should obtain separate legal or financial advice. BPI AMTG, 

or any of its related companies or any individuals connected with the group accepts no liability for any 

direct, special, indirect, consequential, incidental damages or any other loss or damages of any kind 

arising from any use of the information herein (including any error, omission or misstatement herein, 

negligent or otherwise) or further communication thereof, even if BPI AMTG or any other person has 

been advised of the possibility thereof. The information herein is not to be construed as a solicitation to 

buy or sell any securities, futures, options or other financial instruments or to provide any investment 

advice or services. BPI AMTG and its associates, their directors, officers and/or employees may have 

positions or other interests in, and may affect transactions in securities mentioned herein and may also 

perform or seek to perform brokering, investment banking and other banking or financial services for 

these companies. The information herein is not intended for distribution to, or use by, any person or 

entity in any jurisdiction or country where such distribution or use would be contrary to law or 

regulation. 

 

All funds managed by BPI AMTG and affiliates are Trust and/or Investment Management Funds, which 

do not carry any guarantee of income or principal, and are NOT covered by the Philippine Deposit 

Insurance Corporation. Past performance is not a guarantee of future results. BPI Investment Funds 

are valued daily using the marked-to-market method. 
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