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Regular strategy sessions and conversations with clients and prospective clients alike over the past few. months 
have included the common question, “where do markets for publicly traded stocks and bonds go from here?”.  
This Market Note will focus on this question.  
 
With prices for most securities at lofty levels, the question is what are the potential risks that could cause 
investors to sell stocks and/or bonds. As I read research from prominent economists and market strategists, I 
think we can boil it down to 3 risks: the size of government (fiscal policy), Federal Reserve policy (monetary 
policy), and the impact of the global pandemic on world economies. 
 
Unprecedented national attention on politics and government policy is a distraction from what really 
drives economic progress; innovating and selling goods and services. Whether it’s debate over the 
composition and size of the infrastructure spending bill, or changes to tax policy to pay for it, neither of those 
items is as important to your investments in stocks and bonds as the work of developing and selling goods and 
services that are desired by consumers. Certainly, bad policy can get in the way of the economic engine that 
powers our economy, and therefore the value of shares in which you invest. But government policy is never 
going to drive corporate sales and profits.  
 
Any study of economics will indicate that the government can become so big that it crowds out the efforts and 
productivity of the private sector. Funding the war on terror that began that fateful September 11th, salvaging the 
financial plumbing ravaged by the great financial crisis of 2008, government spending to provide bridge financing 
as global economies shutdown at the onset of the pandemic, and proposed infrastructure spending have (or will 
have in the case of the infrastructure legislation) resulted in a government, as First Trust Portfolios Chief 
Economist, Brian Wesbury commented, that is “WAY too big”.  The graph below shows a historic account of 
government spending, as well as a spending projection through the end of 2027. The dotted line is the average 
of government spending over the time shown.  
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While most agree the United States has long since needed to revitalize its physical infrastructure and parts of 
our modern infrastructure (5G capabilities, for example), the accumulation of national debt has reached a risky 
crescendo. The complexity of the impact that a larger than optimal government has on the market for stocks and 
bonds is beyond the scope of this note but suffice to say it poses a real risk to financial markets if not prudently 
managed and keep in mind this is a longer-term issue.   
 
The second risk to the increasing value of your investments (in the intermediate term; nobody really 
knows with any degree of certainty what the near term holds) is decisions on interest rates by the US 
Federal Reserve Bank. The Fed can target higher rates by reducing the amount of bonds they are purchasing, 
as well as other means.  
 
The most widely used measure of Fed interest rate policy is the yield offered by risk-free U.S. treasury securities, 
and in particular the 10-Year US Treasury bond. Think of it this way; every morning professional investors around 
the world must make the basic decision of whether to hold the risk-free asset or the risky asset, which we’ll define 
as the S&P 500 group of U.S. large cap stocks. This decision is made based on the potential reward considering 
the amount of risk taken to achieve this potential upside. When the risk versus reward dynamic favors one over 
the other, investment dollars tend to flow to the more attractive proposition.  
 
Where do things stand today? The current nominal yield (not adjusted for inflation) on the 10-Year US Treasury 
bond is 1.3%. The inflation rate for the last 12 months is running at around 5.3%. That means the real yield 
(adjusted for inflation) is now -4.0% (1.3% - 5.3%).  Granted the last 12 months is an unusual time to be 
measuring inflation and we expect the inflation rate to come down going forward.  But effectively bond investors 
are currently losing ground to inflation. 
 
Let’s compare that to the current earnings yield (net profits for all 500 of the S&P 500 stocks divided by the price 
level of the index) on our representative index for risky assets, the S&P 500. The current nominal S&P 500 
earnings yield is 3.2%, so the inflation adjusted real earnings yield is -2.1%, or about twice as attractive as the 
real yield on the 10-Year US Treasury bond. The graph below shows these figures along with the long-term 
average nominal S&P 500 earnings yield of 4.74%. Essentially, a higher earnings yield means a more attractively 
priced S&P 500.  
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If we consider the negative real earnings yield on the S&P 500 by itself, without relative comparison to the real 
yield on the 10-Year US Treasury bond, we come away thinking stocks are not attractive investments at this 
juncture. However, if we compare the real yield for risky assets to the real yield for the risk-free assets, we walk 
away thinking risky assets are more attractive investments than risk-free assets. This dynamic is supporting 
stocks. If this dynamic were to reverse course, say because the Fed decides to let interest rates rise, investors 
may sell stocks.  
 
The bottom line is today, risky assets, such as stocks, are more attractive than risk-free assets or bonds. Our 
hope is that the Fed will communicate any changes to monetary policy early and clearly so we may prepare our 
portfolios of investments accordingly.  
 
The third risk of concern is restrictions that could be imposed that result in reduced economic activity, 
and in some cases have already been imposed, not only in the United States, but across global 
economies, to limit the spread of COVID. Many economists and market strategists we follow believe there is 
no appetite for the full-scale shutdowns we experienced in early 2020. However, the spread of the delta variant 
has already caused declines in the demand for gasoline, one indicator of economic activity, as the movement of 
people for work and pleasure slowed a bit. Another, new statistic, is the “daily average number of people staying 
home.” A few years ago who would have thought such a statistic would be important? As you can see from the 
graphic below (circled in red for 2021), there has been an uptick in the number of Americans staying at home 
that coincides with the timing of the spread of the delta variant. However, that seemed to plateau, at least as of 
the data release on July 8th. This is a data point worth watching as we battle the current surge in COVID cases.  

 
 
The key to gaging COVID-related restrictions tends to be the stress levied on health care systems. When 
hospitalizations begin to reach and exceed capacity, local governments have tended to impose restrictions in 
response. This is another key indicator we keep on our radar.  

Source: Bureau of Transportation Statistics 
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Summary 
 
In summary, out of the 3 risks to your investments, movements in interest rate policy presents the biggest risk in 
the near-term future, the fiscal drag of a swollen government is a longer-term risk, and COVID seems to be an 
unknown that only time and experience can make clear as local and federal government authorities control most 
of this variable. The neutrality of these 3 indicators at present seems to match the recent meandering of the 
market compared to the steep upward trend of last year and the beginning of the current year.  
 
As always, please contact your Integra Capital representative if you have additional questions or concerns. We 
hope you and your families are staying safe and enjoying the last few weeks of summer.  
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