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BRINGING BACK THE MICE

Reflation May be the Common Sense Solution for the Economy,
But It Presents New Issues for the Equity Market
We are pleased with the market’s recent strength and believe it should continue, given the economic
recovery just getting underway. At the same time, we want to avoid being complacent and be on guard for
emerging concerns. As we look ahead, perhaps the largest threat to the market’s performance later in 2021
is not valuation or anemic, COVID-plagued growth, but rather that our current reflation solution works too
well. Massive stimulus spending, record low interest rates, and a weakening dollar should lead, as intended,
to economic recovery, and the strong equity market is currently anticipating that. But when the recovery
is in full force, there is a risk that a well-stimulated, vaccinated economy will run too hot. While we are not
convinced this will happen, we remain on the lookout for early warning signs of an overheating economy, and
wanted to discuss the consequences of this non-consensus viewpoint.

Rational Solutions Can Cause New Problems

There is a story I read to our daughters when they were young about a kingdom that was overrun by mice. After
talking with his advisors, the king’s solution was to buy many cats. That, of course, led to its own problems,
so a pack of dogs was brought in, and then lions to get rid of the dogs and finally elephants. When herds of
elephants threatened the kingdom, the only solution (you guessed it) was to bring back the mice to scare the
elephants away. Each step was rational and cured the current problem; each caused a new set of challenges.
This story captures the essence of modern economic policy. You need only be old enough (or well-read
enough) to appreciate that there are no new solutions: only cats to fight the mice and dogs to fight the cats, all
the way around until the mice are welcomed back again. This time, the mice we are welcoming back go by the
name of “reflation.” Just like the other animals in the tale, introducing this reasonable solution could bring its
own set of issues. And those issues need to be understood, because they may eventually be enough to stop the
stock market’s current rise.
For the first time in history, in 2020 we purposely stopped our economy to fight the COVID epidemic. We did it
effectively – the collapse of manufacturing, dining, entertainment, and travel was unprecedented. So now we
are on a rational and necessary quest to “reflate.” The consensus view remains that we have done enough to
cause (good) “reflation,” but not so much that we cause (bad) “inflation.” The former is reinvigorating. The latter
would cause interest rates to rise “too high” (whatever the market determines that means) or produce other ill
effects. The proof that the market believes we are accomplishing this just-enough-but-not-too-much reflation
is simply that stocks continue to rise in the face of unprecedented reflationary steps. The market is, at the
moment, predicting a “soft landing.”

Wolf, or No Wolf?

The soft landing camp has the weight of recent history on its side. Stimulus after the 2008 global financial
crisis, as well as Federal Reserve monetary interventions throughout the last decade, raised fears of inflation,
but it never materialized. Today, the “Soft Landers” point to slack employment and productivity from
technology as deflationary forces that will offset the inflationary impact of recent stimulus and low interest
rates. Such factors have indeed prevented inflation from taking hold since 2008. Today, economists and
market pundits who warn of inflation and higher rates are looked at like the boy who cried wolf.
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It’s worth remembering, though, that the wolf in the story did eventually show up. The Soft Landers may
be right again, but there is value in focusing on the difference between what is happening today versus the
past decade of easy money. The fiscal stimulus passed by Congress in 2009 to fight the global financial crisis
was about $790 billion. The stimulus passed so far by the former Trump administration was $2.4 trillion.
It is expected that the Biden administration will pass an additional $1.5 trillion within weeks. In addition,
an infrastructure bill expected to be over $1 trillion will likely pass this summer. That amounts to about $5
trillion in stimulus spending, about seven times as much fiscal stimulus as in the 2008 financial crisis. In
addition, the Federal Reserve has pulled out all the stops and is on record as saying rates will stay “lower
for longer.” In so doing, it has pushed mortgage rates to record lows, with 30-year fixed rates in the low-2%
range. In response, housing prices in many locations have jumped. Finally, the U.S. government, under both
Trump and now Biden, has stood by as the value of the dollar has fallen 10% since last March, an often used
policy-by-neglect that serves to stimulate U.S. exports.
If you were in an Economics 101 class, and the professor asked you to write an essay about how to cause
inflation in a developed economy, your checklist would include all the things we’ve already done: print
money ($5 trillion of deficit stimulus spending); push interest rates as low as possible; and adopt policies
that support a weaker currency. Check, check and check.
And when the professor asked you what early proof you have that your inflationary plan was working, your
evidence would include things we are starting to see: Commodity prices are beginning to rise. Oil, gold, and
real estate prices are all higher by double digits from a year ago. (And that’s not to mention the meteoric
rise of bitcoin.) In addition, interest rates are already moving higher. The yield on the 10-year U.S. Treasury
has risen from 0.51% in August to over 1.3% today (not high by historical standards, but more than doubling
in six months). In addition, the yield curve – the difference between the yield on the 2-year and the 10-year
Treasury – has steepened to its highest level in 4 years, typically seen as sign of a strengthening economy.
So far, all of this is good. It’s a sign of life in an economy that was on death’s door. The question is: Will the
consequences of this so-far-successful reflation go too far and eventually upset the market? I believe
the answer is unknowable at this point. The important thing for investors to appreciate is that there
is a realistic chance of this happening but the market is largely ignoring such a possibility.
We are not anticipating a market crash or a bout of 1970s style inflation. But the market may come under
pressure simply when investors start to think the Federal Reserve believes the reflation agenda has worked
and there will be a time in the future when it will no longer be needed. For example, in June 2013, then Fed
Chairman Ben Bernanke announced that the Fed at some future date would reduce – not halt, but merely
reduce – the volume of bond purchases it was then undertaking to add liquidity to the market and keep
rates low. In three days (June 19-21), the yield on the 10-year bond rose almost 40 basis points. And from
early May that year until August, the 10-year yield doubled from 1.5% to 3.0%. Fixed income securities took it
on the chin.
Still, the stock market, after a turbulent summer, enjoyed a terrific year in 2013. The so-called “Taper
Tantrum” drove interest rates higher, but the strong economy allowed stocks to surge ahead by year-end.
Shouldn’t that give us confidence that higher rates in 2021 won’t hurt the stock market this time?
That very well may be the case, but it may also be wise to dig a little deeper. In 2013, the market was at 15
times earnings, slightly below its 100-year average. Now, it is at 30 times, far above its average and the third
highest level on record. Even if you look ahead to higher post-COVID earnings, the market is selling at 22
times expected 2021 earnings, about 30% higher than the 30-year average. While high valuation alone isn’t a
reason for the market to turn downward, it does make it more vulnerable to bad news.

M A I C A P I T A L | M A R K E T C O M M E NGT EA N
R YE R|A L0 2R .E S
2 6O U
. R
2 0C2E1

Market P/E well above Historical Average

source: Bloomberg

It’s important to distinguish what we can know with some degree of confidence from what we can’t. We
know the market is currently selling at valuations that we believe are reasonable in a very low interest rate
environment. As rates rise, valuations may not look so benign. We also know there will come a time when
the Federal Reserve will stop buying enormous amounts of fixed income securities to keep interest rates low.
Finally, we know the market will be anxious to anticipate such a shift.
What we don’t know is when. Such an event may not happen for years, but a more realistic time frame is
probably that we are a few months or quarters (but not years) away from the prospects of such an event
unsettling the market. We also don’t know whether earnings growth at that time will be so strong that it will
compensate for the compression in P/E multiples that we may experience as rates rise. One thing we do know
is that there are plenty of historical periods in which the stock market fades even as the economy comes back
to life, usually caused by interest rates rising.

Conclusions

So, what is an equity investor to do as the king brings back the mice?
We believe the best policy is not to panic and stick to your long-term plan. It is normal for economic and
market environments to change, and the U.S. stock market has experienced a wide range of interest rate and
inflation environments over the past century. If higher inflation and interest rates do cause market volatility,
remember that in the long-term, sharp price movements often create opportunities for patient investors.
Having said that, as we manage your investment portfolio, we are mindful of the possibility of a reflation that
might exceed its usefulness. There are some sectors that we believe are good investments now and should
also thrive in a higher interest rate environment. Technology, financials (so long as there is not a recession),
energy, and communications companies can continue to grow, and may even grow faster.
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On the other hand, companies whose share prices rely solely on high but slow-growth dividends, like
utilities, may come under pressure as higher overall rates make their securities less attractive. With a
lower dollar, international companies may be more attractive, as their local profits will translate into more
U.S. dollars. Finally, the same strong post-COVID growth that may push up interest rates could also make
formerly mediocre emerging markets worth a look.
Our purpose with this piece is to be forward-thinking, not alarmist. There are plenty of opportunities in
a world of higher interest rates and moderate inflation — if that world even emerges at all — and we look
forward to taking that journey with you.
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