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It’s almost State Fair time here in Minnesota. Always a good 
time to ruminate about the future a bit while people watching 
and devouring a wonderful deep-fried Snickers on a stick! As 
the dog days of summer wind down, here are a few random 
summertime speculations surrounding the financial markets.  
 
U.S. yields can’t rise... 
Don’t bet on it. Despite a chronically subpar global economic 
recovery, the current crisis de jour, Brexit, a near record spread 
between U.S. and foreign bond yields and an almost universal 
global economic policy of unprecedented and massive bond 
buying, this recovery has already demonstated that bond yields 
can surprisingly rise despite multiple headwinds. 

Charts 1 and 2 illustrate two major spikes in 10–year government 
bond yields earlier in this recovery. In 2013, the U.S. 10-year 
Treasury yield rose by about 1.5% in less than four months while 
the eurozone sovereign bond yield increased by about 80 basis 
points! Similarly, in 2015, in only about two months, the U.S. 
Treasury yield rose by about 75 basis points and eurozone yields 
spiked by almost 1%!     

Won’t current concerns about weak and failing global 
economic growth keep yields from rising? Anxieties 
surrounding the global economic recovery did not prevent 
yields from surging in 2013 or in 2015. In the spring of 2013, 
despite annual U.S. real GDP growth slowing to just 1% and 
despite still being in the shadow of a potential eurozone 
blowup and the U.S. fiscal cliff fiasco, bond yields spiked 
upward across the globe. Economic anxiousness was also 
prevalent in 2015 when bond yields rose. Then, the world was 
reeling from a collapse in commodity prices and from growing 
evidence that a hard landing may be materializing in China.    
Consequently, current widespread concerns about weak U.S. 

GDP reports, flagging U.S. productivity and potential Brexit 
fallout do not ensure that global sovereign bond yields cannot 
rise yet this year. 

Doesn’t the almost universal global policy official practice of 
massive quantitative bond buying ensure yields will remain 
low? In 2013, when yields surged higher, the U.S. Federal 
Reserve was in full quantitative easing mode. That is, it was 
buying Treasury bonds and also still regularly expanding its 
balance sheet. Similarly, in 2015, both the European Central 
Bank and the Bank of Japan copied the Federal Reserve’s bond 
buying program. Despite these synchronized central bank 
balance expansions, bond yields rose about the globe in early 
2015. That is, quantitative easing has not prevented bond 
yields from spiking upward in the past. 

Finally, how can U.S. bond yields increase when they are 
already spread near record highs relative to most international 
sovereign bond yields? Chart 3 shows that in both 2013 
and in 2015, U.S. yields rose significantly despite being high 
relative to foreign yields based on historic norms. In 2013, 
when U.S. yields began to rise, the U.S./eurozone yield spread 
was high but not at record highs. However, in 2015, the yield 
spread was near record highs and still U.S. bond yields spiked 
upward. Interestingly, in both cases, while U.S. yields rose, the 
spread to foreign yields rose far less or declined. In 2013, the 
U.S. 10-year yield rose by about 1.5% in four months and the 
spread to eurozone yields only increased by about 50 basis 
points. In 2015, although U.S. yields rose, the yield spread 
actually declined. Simply, U.S. bond yields could still rise even 
though they are much higher compared to most foreign yields 
because foreign yields will also likely increase.

Maybe bond yields will indeed remain “lower for longer” 
as many currently anticipate. However, as these charts 
illustrate, neither concerns about a weak global recovery, 
an unprecedented and synchronized global bond buying 
program nor excessively wide U.S. yield spreads should make 
bond investors complacent about potential interest rate risks.  
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Chart 1

U.S. 10-year Treasury bond yield  
Dotted portions illustrate two major yield spikes since 2013 when  
quantitative easing was used full-on by either the Fed or the ECB 

  
 
 

Chart 2

Eurozone 10-year Treasury bond yield  
Dotted portions illustrate two major yield spikes since 2013 when  
quantitative easing was used full-on by either the Fed or the ECB 
 

Chart 3

U.S. / eurozone 10-year bond yield spread*  
*U.S. 10-year Treasury yield less eurozone generic 10-year  
government yield  

 
 

Small caps in a nominal world?!? 
Disinflation typically favors large capitalization stocks over 
small company stocks. We believe this is because changes in 
the underlying inflation environment impact large and small 
companies quite differently. Large companies usually operate 
with wider profit margins. They tend to be more established 
and therefore often have fluff whereas small companies 
typically run much leaner and meaner. Consequently, during 
disinflationary times, when top-line pricing becomes more 
competitive, large companies with wider margins have far 
more flexibility to absorb weakening or falling sales prices. 
By contrast, small companies, with narrow margins which 
traditionally operate near the edge, have far less ability to 
successfully navigate a period of weak sales pricing.  

Essentially, small companies with tight profit margins, have 
greater “operating leverage” compared to larger companies. 
Thus, when inflation accelerates and selling prices can be raised, 
a larger portion of the enhanced selling price falls to the bottom 
line of narrow margin small cap companies. While disinflation is 
more challenging for small companies, rising inflation tends to 
boost both profit margins and earnings performance for small 
cap stocks relative to their larger brethren.     
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Thompson Reuters Equal Weight U.S. Commodity  
Price Index* 
*The continuous commodity futures price index is an equal-weighted 
geometric average of commodity price levels relative to the base year 
average price. This index is the old CRB commodity price index.  
 

Chart 5

Chart 4

Large cap vs. small cap stocks and GDP composition   
Solid (left scale) — Relative total return index of S&P 500 compared to 
Russel 2000, natural log scale  
Dotted (right scale) —  Percent of total nominal GDP growth in the last 
five years comprised by real GDP growth 

Chart 4 illustrates that the inflationary environment often 
shapes the relative stock price performance of large and 
small company stocks. It overlays the relative total return 
performance of the large cap S&P 500 stock price index 
to the small cap Russell 2000 stock price index (solid 
line) with the proportion of total nominal GDP gain in 
the previous five years which was comprised by real GDP 
growth. When the dotted line in Chart 4 rises, economic 
activity is primarily driven by real activity and when the 
dotted line declines, economic activity is characterized 
more by inflation.    

The contemporaty recovery has been characterized by a 
steady revival in real economic activity relative to nominal 
economic growth and large cap stocks have mostly 
outperformed small caps. However, with the U.S. economic 
cycle now back close to full employment and with many 
indicators suggesting both core costs and wages are 
beginning to accelerate, we expect the rest of this recovery 
to be driven increasingly by inflationary growth relative 
to real economic activity. Consequently, small cap stocks 
should outperform during the balance of this recovery. 
 
Range-bound, but higher commodity prices? 
As shown in Chart 5, U.S. commodity prices have been range-
bound for long periods of time. They were largely pegged by a 
stable U.S. dollar exchange rate and by a fixed gold price after 
WWII until the 1970s. They exploded higher in the early-1970s 
only to enter another major trading range by the mid-1970s 
which lasted until the mid-2000s. As shown, U.S. commodity 
prices have seemingly established another new trading range 
during the last decade which, if history is any guide, may 
remain in force for several more years.    

For the next several years, investors may consider looking 
at the commodity market within the context of a price 
range between about 350 to about 650. Currently, this index 
trades at about 420 offering investors an attractive risk-
reward ratio to the high and low end of its estimated range. 
Moreover, as shown in Chart 6, should U.S. commodity 
prices trend higher in the next couple years, the U.S. dollar 
is likely to weaken. Since at least 2000, there has been a 
remarkably close inverse relationship between movements 
in commodity prices and the real U.S. dollar. 

These charts recommend investors consider some real 
asset exposure for the portfolio during the balance of 
this recovery and the potential for U.S. dollar weakness 
strongly favors overseas investments. 
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Chart 7

Chart 6

U.S. commodity prices vs. U.S. Dollar Index     
Solid (left scale) — S&P GCSI Spot Commodity Price Index,  
natual log scale 
Dotted (right scale) — U.S. Real Broad Trade-weighted Dollar Index,  
natural log scale 

U.S. pent-up demand bodes well for  
U.S. stocks!?! 
Now in its eighth year, while the economic recovery may be 
calendar old, in many ways it remains character young. And 
the young “character” of this recovery suggests additional 
potential for stocks. 

For such a calendar old recovery, Chart 7 illustrates it 
still has considerable pent-up demand. We measure this 
by comparing the level of big-ticket spending including 
real business investment, housing outlays and consumer 
durable goods spending as a percent of its trendline 
average. Unlike recurring annual spending, big-ticket 
items are purchased infrequently because they are 
only consumed over time. Consequently, durable good 
spending cycles depend on the level of pent-up demand. 
When durable spending stalls, eventually, cars and houses 
wear out and pent-up demand rises. Conversely, strong 
durable spending cycles can lead to big-ticket spending 
saturation. As shown in Chart 7, the level of pent-up 
demand appears formidable today. The U.S. has not 
experienced a major capital spending cycle since the dot-
com bust, the housing industry has been subpar now for 
almost a decade and the average age of a U.S. car is near 

an all-time record high. Thus, big-ticket spending has been 
sluggish throughout this recovery and currently is at a post-
war low relative to its trendline.     

Total U.S. real big-ticket, pent-up demand* 
vs. trendline average      
Solid — *Real big-ticket spending (including real business capital 
spending, housing outlays and real household durable goods spending) 
Dotted — Trendline average since 1950, natural log scale  

Because big-ticket spending tends to be expensive, major 
cycles are usually associated with rising economic confidence 
among both businesses and consumers. Few buy a house, 
a car, or expand business operations without feeling fairly 
confident about the future of the economy. So far in this 
recovery, although pent-up demand has been growing, 
economic confidence has never risen sufficiently to produce 
a major big-ticket spending cycle. However, investors should 
consider the implications for stocks should animal spirits 
finally emerge in the economy and both businesses and 
households move to satisfy pent-up demands. Surprisingly, 
as shown in Chart 8, while the stock market may be priced 
above average today, it has only just returned to its post-war 
trendline average. Therefore, if economic confidence does 
finally return in this recovery, the stock market probably still 
offers attractive upside potential. 

Chart 9 illustrates the post-war relationship between big-
ticket spending cycles and the U.S. stock market. Historically, 
changes in the level of pent-up demand has tended to  
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Chart 9

 U.S. stock market vs. big-ticket, pent-up demand*  
 *Includes real business capital spending, housing outlays and 
 household durable goods spending 

Chart 8

 S&P 500 Stock Price Index vs. trendline average  
 Solid — S&P 500 Composite Stock Price Index  
 Dotted — Trendline average since 1950, natural log scale 
  

proceed major stock market moves by about five years. 
While the relationship between the U.S. stock market and 
pent-up demand has been far from perfect, the stock 
market has usually performed well once pent-up demand 
has grown for several years.  

Perhaps this recovery will end without a major durable 
spending cycle. However, as shown in Chart 9, the 
combination of a record high pent-up demand and a stock 
market only back to its post-war trendline suggests an 
encouraging longer-term outlook for stock investors. Put 
differently, do you want to be out of a fairly-valued stock 
market if animal spirits finally show in the economy? 
 
Bond spreads still look attractive?!? 
Although corporate bond yields have tightened considerably 
relative to Treasury yields in recent months, corporate yield 
spreads still remain remarkably wide by historic standards. As 
shown in Chart 10, the current Moody’s BAA corporate bond 
yield spread is about 2.7%. Although this has declined almost 
a full percentage point just since February, it still represents 
a yield spread which is wider than 78% of the time since 
1920. Therefore, corporate yield spreads could still tighten 
considerably further yet in this recovery.  Chart 10

 Moody’s BAA bond yield spread   
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Buy industrial ... Sell consumer!?? 
Chart 11 overlays the stock price performance of the S&P 
500 industrials sector relative to the S&P 500 consumer 
discretionary sector with the annual consumer price inflation 
rate. Clearly, disinflation benefits consumer over industrial 
stocks. We expect inflation to accelerate modestly during the 
balance of this recovery causing industrial stocks to dominate 
the leadership while consumer stocks lag. Investors should 
consider reducing exposures toward the consumer staples, 
consumer discretionary, utilities and telecom sectors in favor 
of industrials, materials, energy and technology.  
 Chart 11

 Industrial vs. consumer stocks and inflation   
 Solid (left scale ) — Relative stock price: S&P 500 Industrial Sector 
 Index relative to S&P 500 Consumer Discretionary Sector Index 
 Dotted (right scale) — Six-month moving average of the annual 
 consumer price inflation rate  
  

 *Based on current S&P 500 sector indexes since 1990. Prior  
 to 1990, based on similiar sectors created from S&P 500  
 industry indexes. 

Growth looks cheap!!? 
The price of growth has recently cheapened considerably. This 
is illustrated in Chart 12 which examines the quintessential 
growth sector – technology. The solid line shows the relative 
median company price-earnings (PE) multiple and the dotted 
line illustrates the incremental cost of purchasing higher 
growth within the technology sector. 

Currently, the median company PE multiple has declined 
close to its lowest level since the early 1990s. Indeed, even 
though technology companies typically offer premium 
growth prospects, the median technology stock currently 
sells at a discount to the median overall S&P 500 stock.    

Chart 12

 S&P 500 information technology sector  
 Relative median PE multiple vs. sector price of growth   
 Solid (left scale ) — Median stock S&P 500 information technology    
 sector. Relative (to overall S&P 500 Index) price-earnings multiple  
 based on one-year forward consensus EPS estimate  
 Dotted (right scale) — Info-tech sector price of growth. Percent change  
 in sector stocks PE multiple for every one percent increase in long-term 
 growth estimate. (four-quarter moving average) 

Growth also looks cheaply priced “within” the technology 
industry. The dotted line calculates the “price of growth” 
(POG). It measures the percent change in the PE multiple 
within the sector required to buy another 1% higher long-term 
growth estimate. This is derived from regressions between 
the sectors individual stock’s PE multiples against individual 
stock’s consensus long-term growth estimates. A year ago, the 
median PE multiple was slightly above 1.0 compared to only 
about 0.9 today and the POG was about 2.75% compared to 
only about 1.75% today. 

Good time to buy some cheap technology growth? 
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Thanks for taking a peek .....  
Despite the unexpected Brexit vote and new record highs 
reached by the U.S. stock market, it seems like a relatively quiet 
summer in the financial markets. The VIX volatility index has 
remained very low, bond yields have traded in a narrow range, 
commodity prices flattened this summer after surging most 
of the year and the U.S. trade-weighted dollar index is about 
where it ended in the spring. 

Quiet markets and the dog days of summer are a good 
time to ruminate over some random financial thoughts. Is 
it “lower for longer” or can bond yields rise? Can corporate 
bond yield spreads tighten any further? Is the commodity 
price bounce over? Is the U.S. dollar breaking down? Is stock 
market leadership shifting toward small caps and industrial/
capital good sector stocks? Is growth getting cheap?    

And, if economic animal spirits do finally emerge in this 
recovery will the stock market respond?  

Good questions to ponder while wandering aimlessly at the 
Minnesota State Fair. Oh, there’s the cheese curd booth!  


