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QUARTERLY REVIEW & OUTLOOK

Not everything that counts can be counted, and not everything
that can be counted counts.
— AƩributed to Albert Einstein

I

n the topsy turvy world that has been the stock market this first quarter of
2021, those industries and sectors that were the worst performers in 2020
have done the best so far this year. Leadership has been moving away from
companies that showed so much promise early in the pandemic, and moving
toward companies that will benefit from stronger economic growth. With 17%
of the U.S. popula on fully vaccinated as of this wri ng, very few countries
have done a be er job at protec ng its people. The high number of vaccina‐
ons is expected to lead to significant economic
growth as people start traveling and dining out,
and stronger economic growth is one of the
most important themes for the stock market as
we look ahead to the rest of this year. (If you
are pressed for me, consider reading only the
bold.)

discouraging, as we men oned above, there is
nothing about the 1.7% yield on 10‐year
treasuries that is frightening.
TOTAL US VACCINATIONS (M ILLIONS)
160.0
140.0

Of course, stock markets o en find something to
worry about, and this quarter seems no diﬀerent.
One of the biggest worries has been caused by a
significant increase in interest rates. 10‐Year
interest rates have increased from a pandemic
low of about 0.5% to more than triple that
amount more recently. No one is sugges ng that
10‐year rates are high, at about 1.70%, only that
they are materially higher than they were a few
short months ago. Further, the pace of that
increase has been quite swi and that too has
some investors nervous. While we find the pace
of interest rate increases to be a bit
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Even more benign is that interest rates are
approximately equal to the rate of infla on. So
while investors earn an annual return on their
treasury bonds, that rate is oﬀset by infla on
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more o en than not, higher interest rates have
coincided with higher stock prices. At this point
in the cycle, investors should not fear higher
interest rates.

each year. Net a er infla on, investors are not
really earning much of a return at all. We call the
interest rate adjusted for infla on to the be “real”
interest rate, and investors should be concerned
that interest rates are too high when those rates
significantly exceed the rate of infla on (that is
when real interest rates are high).

Some investors are concerned not just with
interest rates, but with the idea that higher
interest rates are being driven by higher
infla on. We are seeing signs of infla on in
commodity prices like copper and lumber, in
gasoline prices, and in home prices. Infla on is
likely to be higher through the rest of the year,
but we do not think that infla on is going to run
away as it did in the late 1970’s. It is o en
suggested that infla on is caused when too much
money is chasing too few goods. With most
Americans ge ng a recent s mulus check for
$1,400, that is the fuel of too much money.

Interest rates are rising for most of the right
reasons. At the pandemic lows, interest rates
were reflec ng a moribund economy. Forced
closures had pushed economic growth nearly to a
stands ll, and one of the few places to hide at
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Infla on is barely at 2% and has rarely been
above 4% over the past 30 years. The Fed has a
long‐term target of 2% infla on, and low infla on
of around 2% is far less pernicious than defla on.
When prices are falling, people’s a tudes change
and they think, “why buy that good today when
we could buy it cheaper tomorrow.” When
tomorrow comes, the reality sets in that the price
will be lower s ll in the near future. Defla on
creates an environment that s fles consump on
while we wait for ever‐lower prices.
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that me was in the government bond market.
Now, however, we look ahead toward economic
growth that is accelera ng, and corporate
earnings that are projected to increase by 30%
over the next several quarters. Higher interest
rates are reflec ng the significantly improved
economic outlook with the poten al for a
modest pick‐up in infla on. In this scenario,
interest rates should be higher.

Wan ng to avoid that destruc ve circular logic,
the Fed has embraced a 2% infla on target. High
enough to prevent defla on, but not so high as to
meaningfully disrupt economic ac vity. The Fed
has more recently suggested that since infla on
has been running below the 2% target, they will
permit infla on to rise above their target so that

It should also be noted that higher interest rates,
par cularly when rates are rising for the right
reason, have not led to lower stock prices, but
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compared to where they were during the early
weeks of the pandemic, but they are not high by
historic standards.

infla on averages 2% over the en re business
cycle. This more lax defini on of permissible
infla on may be another reason why many
investors fear an infla onary surge.

Oil prices are currently about $62 per barrel.
From early 2011 through the summer of 2014,
oil prices hovered around $100 per barrel. So
while oil prices are double where they were last
summer, they remain 35% below where they
were a few years ago.
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A NNUAL PERCENT C HANGE 1960 TO P RESENT
16.0%
14.0%
12.0%
10.0%

Higher oil prices will certainly show up in the
infla on sta s cs, but do we really think oil prices
will con nue to rise? Like so many industries, oil
prices have been drama cally impacted by
technological improvements that allow us to
mine oil from shale forma ons. Higher oil prices
will encourage more fracking, and should supply
increase above demand, the surplus will drive
prices lower. We understand that oil prices are
pushing infla on higher, but we are not
confident that it will be sustainable over more
than just a quarter or two.
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Years ago, when infla on was higher than the
current 2%, the Treasury invented bonds that are
designed to oﬀset the poten al ravages of
infla on. These Treasury Infla on Protected
Securi es (TIPS) oﬀer investors a yield that is
regularly adjusted for infla on. By comparing
TIPS to regular Treasury bonds, investors can
determine what rate of infla on is built into these
securi es. The rate of infla on implied by the
price of TIPS is currently just above 2%. If
infla on was heading meaningfully higher, it is
likely that TIPS would be one of the first places
to reflect those fears, but so far that has not
happened.

What about wages? The Democrats tried to raise
the minimum wage, but were unable to pass
that legisla on. That alone says plenty about
the poten al for wage infla on. One unintended
consequence of higher unemployment benefits is
that it will force companies to pay up for labor.
Why go to work when you can earn $15 an hour
to remain unemployed? Companies seeing their
businesses grow will need to oﬀer higher wages
in order to a ract workers. That will create wage
infla on through the end of this year. But as next
year comes around, those newly hired workers
will already be earning a higher wage than their
employers wanted to pay, and we suspect

Certainly, as we men oned, there are some
prices that are going up. The price of oil has risen
drama cally as the economy con nues on the
path to improvement.
Oil prices are high
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companies will only oﬀer paltry increases next
year. We do not see a cycle of wage infla on
and think most of the impact will be short‐lived.
The Fed has said they expect infla onary
pressures to be transitory, and we tend to
agree.

Government debt as compared with the size of
the economy is bigger than it was at the end of
World War II. That level of debt proved to be
temporary as the economy grew over the next
several decades. It is hard to fathom the U.S.
economy growing as rapidly as it did during the
baby boom years, and that suggests our
economy will not be as able to grow our way out
of debt.
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There are some other factors that help
ameliorate the impact of higher levels of debt.
First and foremost is the lower rate of interest.
At the start of the twen eth century, the average
interest rate paid on U.S. Treasury debt was
about 6.5%. Now the average interest rate is
down to about 1.7%, a reduc on of nearly 74%.
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Another concern that we hear from strategists
and investors alike centers around the
enormous budget deficits that seem almost
normal. President Obama ran trillion dollar
deficits as he worked to prevent the Great
Recession from becoming another Great
Depression. President Trump ran trillion dollar
deficits as he lowered tax rates on corpora ons
and high earning taxpayers, and also as his
administra on provided aid to the country
suﬀering from the Covid‐19 pandemic. President
Biden too will be running trillion dollar deficits as
he has provided addi onal s mulus to oﬀset the
pandemic. The Congressional Budget Oﬃce
projects near trillion dollar and higher budget
deficits for their 10 year forward‐looking
forecast.
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Even though debt is up, the cost of that debt is
down substan ally. As compared with the size
of the economy, the amount the government
spends on Interest expense is actually down
over the past thirty years. In 1991, interest
payments represented about 4.6% of the
economy (measured by Gross Domes c Product
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or GDP), while in 2020 that number had declined
to only 2.5% of GDP. So while the amount the
government owes has gone up, our ability to
service that debt has actually improved. At
current interest rates, we can easily aﬀord the
debt we have.

but there is certainly no pending disaster even
as deficits will be near a trillion dollars for many
years to come.
The last worry to address is that of valua on. By
many measures, the stock market is expensive.
But simply because the market is expensive does
not necessarily mean that it is poised for a fall.
It was Bri sh economist, John Maynard Keynes,
who said “the markets can remain irra onal
longer than you can remain solvent.”

Of course, debt does need to be paid back and
high levels of debt are an obliga on that our
children and grandchildren will have to face.
Should interest rates rise, our ability to service

Markets are expensive, in part because earnings
are so depressed as we start to emerge from the
pandemic lockdowns. Corporate earnings fell by
nearly 20% in 2020, and most es mates call for a
significant rebound in 2021. We would not be
surprised if earnings grew by 30% in 2021
bringing earnings to a new record before the
year is out.

AVERAGE I NTEREST R ATE ON US T REASURY D EBT
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We generally believe that stock prices follow
earnings, but that does not necessarily mean that
both stocks prices and earnings go up
simultaneously. It is certainly possible that the
strong gains in stock prices last year were
an cipa ng the growth in earnings we expect
this year.
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our debt will get more diﬃcult. Our deficits are
driven by two factors: revenue collec ons are
well below average and expenditures are well
above average. One problem on the expense
side is that as our society ages and more baby
boomers re re, the Medicare and social security
expenses are going to increase over the next
couple of decades. It seems that neither
Republicans nor Democrats are embracing fiscal
responsibility, so it is likely that budget deficits
will con nue to mount. S ll, as we men oned
above, our ability to pay our debts remains quite
good. Budget deficits will need to be addressed,

Warren Buﬀet has o en compared the price of
stocks to the size of the economy, and here too
the market looks expensive. While we challenge
Mr. Buﬀet at our own peril, companies today are
far more interna onal than they were a decade
or two ago. Today, interna onal sales represent
nearly 30% of revenues of S&P 500 companies.
Buﬀet’s comparison of U.S. stock prices with the
size of the U.S. economy may be ignoring the
prospect of significant overseas revenues and
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profits. Perhaps the market is not as expensive
as the Buﬀet indicator suggests.

stronger growth and poten ally stronger stock
prices.

We have frequently compared the price of
stocks with the interest rates and here the news
is quite good. When compared with the current
1.7% yield on 10‐year U.S. Treasury obliga ons,
stock prices are not expensive.

With a Fed that has expressed a willingness to
keep interest rates low for the foreseeable
future, and with corporate earnings poised to
expand as more people are vaccinated and are
able to return to more normal ac vi es, we do
not see an environment that would be poor for
stocks. Yes, markets might have already priced
in significant improvements, but the risks of
recession or of the Fed ghtening interest rates
too much seems quite remote, and that should
help stocks provide be er returns than many
alterna ves.
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Crypto‐nite—Recently we have received more
ques ons about bitcoin and other crypto‐
currencies. The a rac on to bitcoin is that it is a
means of transac onal value that is not ed to
any government. Governments have some mes
resorted to foolish policies that have resulted in
very high infla on followed by severe declines in
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Market valua ons are stretched by many
measures, but with corporate earnings poised to
grow, the market does not seem as vulnerable
as some valua on measures suggest.
Another saving grace for stocks is the
tremendous amount of cash on the sidelines.
The amount of cash held in money markets has
gone up by about a trillion dollars since the
pandemic began. This is cash held by both
individuals and by corpora ons. With virtually no
yield earned on money markets, it is likely that a
significant amount of that cash will find its way
into investments in stocks, home improvements
and capital equipment. All are likely to lead to
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$60,000 over the past 12 months. That is great if
you own bitcoin, but what goes up can also go
down, and bitcoin fell 83.9% in 2018 (from
$19,500 to $3,150). This makes us worry that
people owning bitcoin as a hedge against
infla on could find the value of their holdings
significantly reduced simply by market moves.
Also consider that when you use some of your
bitcoin to make a purchase, you are actually
crea ng a capital transac on that must be
reported on your taxes. Perhaps the rules will
change, but if you purchased bitcoin at $40,000
and sold some at $50,000 to buy groceries, you
would also need to report the capital gain on your
taxes. This makes bitcoin diﬃcult to use in
everyday transac ons (un l the tax laws change).

S&P 500 Risk Premium
Earnings Yield (1/PE) Minus 10‐Year Interest Rates
1962 to Present
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the value of their currency. The most notable
occurrences were in Weimar Germany and more
recently in Zimbabwe. In both cases, paper
currency was literally not worth the paper it was
printed on. When governments run huge
deficits, the thinking goes, some measure of
value that is not suscep ble to the infla onary
policies of any par cular government would be
a rac ve. That is the thought behind gold, and
now bitcoin. This is not a totally foolish thought
process.
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Before we go on, one obvious fact is that the
technology behind bitcoin is revolu onary.
Imagine crea ng a general ledger for your
company that is not suscep ble to fraud or
malfeasance. Transac ons are entered by many
players and only when those transac ons match
is the latest transac on added to the chain of
past transac ons (hence the name blockchain).
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The second disadvantage with bitcoin is that it is
hugely energy ineﬃcient. By some es mates, it
takes as much electricity to complete one bitcoin
transac on as it does to create several hundred
thousand transac ons on Visa. The reason for
this is the blockchain methodology. Since all
bitcoin transac on reporters (called miners) must
produce the documenta on for each transac on

There are a few big problems with bitcoin. First,
it is hard to suggest bitcoin is a store of value
when the value has gone up from $4,000 to
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before a random selec on process picks one
transac on to be included, the amount of energy
required is enormous. It is es mated that bitcoin
uses almost as much electricity as the
Netherlands.
Since electricity costs are
important, this drives bitcoin miners to do their
work where electricity costs are low, o en where
coal is the source of that electricity. Imagine that
the number of bitcoin transac ons goes up by
10X. That would suggest bitcoin could demand
more electricity than most countries.

think they can use bitcoin for everyday
transac ons.

We do understand the a rac veness, but for
now we see bitcoin as more of a specula on
than as an investment or as a store of value.
Perhaps we will miss the next big thing, but we
think the disadvantages would become ever
more troublesome as more and more people

BenneƩ Gross CFA, CAIA
President

Everyone at L&S con nues to work relessly to
make sure that we meet or exceed your needs. If
you have any ques ons or concerns, or if your
investment objec ves have changed in any way,
please contact us. Stay well, stay safe, and stay
sane.
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