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“Businesses and households react to lower rates by investing and spending more. Lower rates
also support the prices of housing and financial assets such as stocks and bonds.”
- Jerome Powell1
The ranks of investment professionals calling for a bond bear market seem to be growing by the
day. Recently, hedge fund
veteran Paul Tudur Jones
joined a growing chorus of
big hitters that includes Bill
Gross and Ray Dalio, among
others warning that a bear
market in bonds may be
forthcoming. Lost in this is
the rather large pachyderm
standing in the room. While
bonds in a rising interest rate
environment present
themselves as an easy
target, less is offered about
the impact rising rates may
have on equity prices,
perhaps because the answer
is much less definitive. The
limited chatter that we’ve
heard postulates that if yields
on the 10-year treasury were
to surpass 3%, this could be
a problem for equities. This
is interesting because the
yield on the 10-year treasury
note has ebbed and flowed
between 2.8% and 2.9% for
For several years now, many have wondered if the traditional
the last month, a mere
Phillips Curve Relationship, the tradeoff between unemployment
stone’s throw shy of 3%.
and inflation, remained valid after seemingly decoupling in recent
The focus of this quarter’s
years. We believe that unemployment levels serve as a proxy for
market insights will be to
the actual driver of inflation, wages and or national income levels.
identify the impact that rising
The February spike in wages, stoked fears of broader inflation
around the corner. The relevant question is therefore not if the
rates have on equity prices.
Phillips Curve is dead, but was it ever alive or simply a proxy for
Specifically, we will delve
something else?
deeper than simply
identifying what has
happened historically during
other rate hike cycles and
speak to whether or not rising rates can be the catalyst that topples the great equity bull market
of the past 9 years. Our hope is to provide statistical evidence to either support or refute this
claim.

Inflation Scare
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Inflation Scare
In early February, a seemingly benign economic report found that wages across our nation grew
at rate above what most expected. Good news, right? Well, markets didn’t think so. As a result
of this report, markets responded by declining in broad fashion. In the span of 2 weeks, bonds
declined by 1%, while equities declined by 10%. Why? In a word, inflation.
As we discussed in our Quarterly Market Insights presentation last quarter, the traditional
Phillips Curve relationship (the tradeoff between unemployment and inflation) that is most often
quoted by Fed officials, appears to have broken down during our current economic expansion.
Theoretically, our record low unemployment rate should have the inflation fires burning red hot
at this point, yet we are barely scratching our way to a 2% annual level. In our presentation, we
demonstrated that unemployment seems to be a proxy for some other variable that normally
moves in tandem with unemployment, but for some reason has not done so in our current
recovery. The likely candidate for the true driver of inflation was simple and right in front of our
faces…money. That is, we believed that more money chasing the same amount of goods and
services couldn’t be anything other than inflationary. Upon further statistical examination, our
analysis concluded that this was in fact true. Low unemployment typically corresponds with an
increase in aggregate income levels, which has been a more meaningful driver of inflation than
low unemployment itself. In fact, the correlation of inflation to national income was nearly
double the relationship with unemployment (55% vs. 27%). In our most recent cycle,
unemployment has fallen, but income has not yet accelerated, as it has in prior peaks. We can
debate the reason…low participation rate, workers being underemployed…but, whatever the
cause, there seems to be less money chasing around goods and services than there typically
has been at this point in the business cycle. This, in our opinion, is keeping inflation low.
Let’s get back to the benign economic report on wages…So why did capital markets react so
poorly to an otherwise and seemingly positive economic report in February? Wages
accelerated and so did expectations for inflation.
What matters for bonds?
The connection between bonds and inflation is clear. If inflation rises, yields must rise by virtue
of Fed rate hikes at the short end of the curve, or market participants simply demanding a high
enough return to cover increased inflation out at longer maturities. As a result, bond prices
decline creating that elevated yield. Now, let me get a little geeky here. The reason that bonds
decline when rates rise is slightly more complicated than that and has a parallel implication for
stocks. Bonds are a very rigid instrument with most terms stated contractually. There is a face
value, a coupon, and the price the bond is trading at today. All are intertwined and most are
known and locked in at the time of purchase. The maturity is stated, the coupon is stated, and
the par value is stated. The only thing we don’t know is what will happen to the price of the
bond in between issue and prior to maturity. The fabric that keeps these variables connected is
the discount rate. Essentially this is the current market rate of interest, not to be confused with
the stated coupon of the bond. Bonds promise to pay you a dollar some day in the future. That
future dollar is worth less than today’s dollar for a whole host of reasons, not the least of which
being inflation, which will chip away at the value of your dollar. Additionally, you could invest
your dollar earning a rate of interest or for that matter simply spend and enjoy it now. A dollar
tomorrow is less valuable than a dollar today for all of these reasons. How much less
tomorrow’s dollar is worth than today’s is determined by the discount rate and the amount of
time until you receive it. For example, $1 due in five years at a 3% interest rate is worth 86
cents in today’s money. Change the current market rate of interest (i.e. discount rate) to 5%
and that dollar is only worth 78 cents. Higher rates make the dollar due in the future less
valuable than lower rates do (i.e. the price needs to go down if rates rise).

This same relationship exists
for stocks, but in a much less
linear fashion. That said, the
discount rate will impact stocks
in the same way as bonds, but
the magnitude of the change
might have to be bigger,
depending on any other
circumstances that may be
offsetting the changing
discount rate. Nonetheless,
what is happening now
certainly matters for both
stocks and bonds.

Interest Rates & Equity Valuations

What matters for stocks?
During February’s turmoil,
many speculated that rising
rates, while in and of itself bad
for bonds, might cause a
problem for equities if the yield
on the 10-year treasury
surpassed 3%. The logic being
that there is a “crossover trade”
that occurs. Simply stated,
theoretically there should be a
While interest rates at any one maturity level are less reliable at
return level on the risk-free
predicting the market PE multiple, rates across the spectrum of the
bond that entices owners of
yield curve explain nearly 80% of the market PE. In this chart, one
stocks to forgo the risk in
can easily see why most refer to the late 90’s as a” bubble.” Even
after accounting for the level of interest rates the PE multiple was
stocks and trade them in for
wildly inflated.
the risk-free asset. The higher
the yield becomes, the more
Today, it seems much less extreme at about 10% of what the
attractive the treasury
current level of interest rates would predict. This presumes that the
becomes. While theoretically
current level of rates remains the future level of rates, which is at
that should hold true, in
best debatable. The other notable take way is that the market PE is
practice it doesn’t. In fact, the
about 10% above the current predicted level. Also, the current
relationship is rather weak
predicted PE is approximately 20% higher than any other point in
overall, explaining only about
the last 35 years. This combined with cyclically high profit margins
37% of the change in the
could spell trouble in the form of reduced returns for US stocks.
market valuation multiple. The
exception seems to be at very
high interest rates, call it rates approaching 10%. In those instances, there appears to be a very
direct connection between the yield on the 10-year bond and the market PE multiple. In fact,
PE multiples above 15 have not occurred historically when rates approach 10%. There have
only been a handful of environments where the PE has remained elevated in the face of 6% 10year yields. The moral here, the crossover trade makes for a good soundbite, but probably isn’t
going to sideswipe equities by itself, much less by yields crossing a mere 3%.
So, what does matter for stocks? A few things as it relates to our current environment. The first
we’ve mentioned. As a single variable, inflation has a greater influence on the market valuation
level than any single interest rate variable. The 2-year treasury yield is close, probably because
the 2-year treasury is more of an inflation proxy than the 10-year bond. When inflation and the
2-year bond rise, equity valuations tend to fall. Generally, we don’t see valuations above 20x
earnings, or more, beyond 4% inflation. That’s particularly relevant today, since the PE multiple
is well above 20. Both the inflation and 2-year treasury relationships are strong for single
variables, accounting for about 60% of the movement in the valuation multiple. Interestingly,

what matters more is not the movement of any single interest rate or maturity, it’s an upward
movement of rates across the balance of the yield curve. Movements in rates across the yield
curve in total explains approximately 78% of the market PE multiple.
Conclusion
So where does this leave us? In part where we began. Statistically, we can support the notion
that higher yields are, in fact, detrimental to high market valuations. We can also support the
assertion that inflation is a meaningful driver of the market valuation level. As stated previously,
valuation levels above 20x earnings typically do not occur once inflation surpasses 4%. This is
meaningful because inflation has been accelerating, but still remains rather low at just 2.2%.
Additionally, as of the last reading, the Shiller PE currently stands at about 32.5x earnings, more
expensive than all market environments of the last 140 years, save the Great Depression and
the Internet Bubble. This would appear to make equities very vulnerable to any increased
inflation pressure.
We have also been able to dispel a few notions. First, the idea that a change in one benchmark
rate level, specifically the 10-year note, single handedly taking down equity valuations is
probably not true. Similarly, it is highly unlikely that crossing a 3% interest rate threshold, like
some have suggested, will somehow torpedo equities. We find little statistical evidence to
support that claim. In fact, the crossover trade between equities and bonds doesn’t appear to
occur until nominal yields on the 10-year bond approach 10%. Qualitatively, this makes sense
considering most expect to earn about 10% from their stock portfolios, which is roughly
equivalent to the historical rate of return on stocks. When a risk-free instrument provides a
similar return, there should be a crossover. Respectfully however, the crossover should
probably occur at much lower levels, given the impact that valuations have on long-term equity
market returns and the fact that equities are not always priced to provide a 10% return. I would
and have argued that today is probably one of those days. The conclusion that can be drawn
here is that we need to differentiate interest rate increases occurring from policy normalization,
from increased rate increases due to real inflation, with the former being less meaningful than
the latter.
In conclusion, I would offer a few other important takeaways, not only from this article, but from
the experience of the past few months. While this has been an interesting intellectual exercise,
the fact is, equities valued at 32.5x earnings, nearly double the historical average, can be
nothing other than vulnerable to an external shock. This can be inflation-related, broad interest
rate related, or related to literally a dozen other factors that are impossible to predict. What we
do know is that valuations are too high and will likely impair returns on US stocks at some point
in the not too distant future. Additionally, this speaks to the value of owning a truly diversified
portfolio, one where not all assets do well at the same time. Because bonds and stocks both
perform poorly amidst rising inflation, investors should consider owning real assets
(commodities), as an inflation hedge, in spite of the fact that they have done rather poorly over
the past few years. This is “true” diversification, not having all assets perform well at the same
time. Finally, I would offer that recent volatility has provided us with a wonderful gut check
moment. How did you feel as your portfolio declined sharply over a matter of a few days in
February? If the answer is that you were at all uncomfortable, it’s time to adjust your risk
tolerance. Forgoing potential gains in the late innings of an equity bull market is a small price to
pay for a portfolio that you can stick with through thick and thin. Thank you as always for your
trust and confidence.
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