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I. Second Quarter Equity Market Recap 

The U.S. equity market once again demonstrated its resilience during the second quarter even in the 
face of global economic growth woes, continued terrorist activity, a weak earnings season, and the 
secession of Britain from the European Union bloc. Recovering from two 5% swoons during the 
quarter, the Dow ended up 1.4% in price terms (2% with dividends reinvested) for the quarter, 
bringing year-to-date gains in price terms to 2.9% (4.3% on a dividends-reinvested basis). 
Underpinning the recovery was a strong central bank commitment to provide sufficient liquidity to 
keep markets from freezing up. 

  

During the quarter, the oil and gas, utilities and healthcare sectors led, while the consumer services 
and telecommunications sectors lagged. 

While the “Brexit” turmoil interrupted the S&P 500’s march to an all- time high--a move propelled by 
optimism over a combination of low interest rates and moderate growth--it also prompted traders to 
push back bets that the Federal Reserve will raise borrowing costs anytime soon. They now indicate a 
rate boost is unlikely before 2018. Lower interest rates, in turn, are typically a supportive factor for 
the equity market. 

 

*Registration of an Investment Adviser does not imply any certain level of skill or training. 
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OUR MISSION
Smith Shellnut Wilson is a registered investment adviser* specializing in managing 
investment portfolios for banks, individuals, corporations, foundations and public 

entities. Smith Shellnut Wilson offers its clients skilled investment management and 
unremitting client service. Smith Shellnut Wilson is dedicated to the premise that 

client relationships and performance, not transactions, are the ultimate goals. 
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II. Second Quarter Bond 
Market Recap 

With interest rates across the globe near record lows, 
investors are finding yields attractive in the longest-
dated corner of the $13.4 trillion Treasury market. 

The yield on 30-year Treasuries touched the lowest 
level since February 2015 as data showed a measure 
of inflation preferred by the Federal Reserve fell short 
of forecasts. The yield difference between 30-year 
bonds and debt due in two years is the lowest since 
2008, and the spread with five-year notes is 
approaching the narrowest this year. Ten-year 
Treasury yields at the end of the quarter stood within 
a few basis points of the 50-year low reached in 
2012. 

 Source: Bloomberg 
 

U.S Treasuries recorded their biggest back-to-back 
quarterly advance in more than four years in the 
second quarter, with the rally snowballing over the 
final two weeks of the quarter in a flight to the safest 
assets after the U.K. voted to leave the European 
Union. Even as yields in the U.S. reach 50-year lows, 
U.S. Treasuries remain alluring to investors compared 
with sovereign debt in countries such as Japan and 
Switzerland that offer negative yields across nearly 
all maturities. 

Yield Pickup 

The yield pickup on U.S. 30-year bonds relative to 
two-year notes is 164 basis points, the least since 
January 2008. That’s still four times as wide as the 
equivalent yield curve gauge in Japan and nearly 
double the spread in Switzerland. Longer-dated debt 
tends to be more sensitive to expectations for 
inflation and economic growth, while shorter-dated 

notes are more influenced by the outlook for 
monetary policy. 

Fed Governor Jerome Powell said global risks have 
shifted further to the downside after Britain’s vote to 
exit the European Union, introducing new 
uncertainties that may merit reassessing monetary 
policy. 

Inflation Gauges 
 

A measure of inflation known as the core personal 
consumption expenditures deflator, which is 
preferred by U.S. policy makers, rose 1.6% in May 
from the same time in 2015, below projections of 
1.8%, according to data released in the final week of 
the quarter by the Bureau of Economic Analysis. It 
hasn’t met the Fed’s 2% goal since April 2012. 
Inflation erodes the value of long-dated bonds. 
The 10-year break-even rate, or the difference 
between yields on 10-year notes and equivalent 
Treasury Inflation-Protected Securities, stood at 1.41 
percentage points at the end of the quarter, 
representing a market gauge of the expected annual 
inflation rate over the next decade. 

The Bloomberg U.S. Treasury Bond Index has 
returned 5.5% since the end of 2015, the most since 
the combined third and fourth quarters of 2011. 
Bank of America Corp.’s index of U.S. debt shows the 
market is off to its best first half of a year since 1995 
in total-rate-of-return terms. 

 
Source: Bloomberg 

 

The increasingly uncertain outlook for the global 
economy, the Fed’s reluctance to tighten, and 
investors’ appetite for yield remain key support 
factors for the bond market going into the third 
quarter of 2016. 
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III. How to Pull the World 
Economy Out of Its Rut 
 

Bloomberg Businessweek Article by Peter Coy 
 

Crazy things are happening in the world economy. In 
Europe and Japan, interest rates have turned 
negative, something long thought impossible. In the 
U.S., workers’ productivity is improving at the 
feeblest five-year rate since 1982. China is a 
confusing welter of slumping growth and asset 
bubbles. 

 

Through it all, Federal Reserve Chair Janet Yellen 
practices the central banker’s art of draining the 
drama from any situation. She insists that conditions 
are returning to normal, albeit slowly. Her favored 
approach, “data dependence,” is nonpredictive and 
noncommittal, like finding your way in the dark by 
pointing a flashlight at your toes. 

Lawrence Summers, the Harvard economist who 
almost got Yellen’s job, has no patience for such 
patience. Since losing out to Yellen in 2013, he’s 
been jetting around the world—from Santiago to St. 
Louis to Florence, Italy—to argue that the world 
economy is in much worse shape than central 
bankers understand. Focusing on monetary policy 
alone, he says, they’re doomed to fall short of 
reviving growth. They need to reach out to the 
governments they work for, he argues, and insist on 
strong fiscal stimulus in the form of infrastructure 
spending and the like. As an intellectual brawler from 
way back, he’s in his element. 

Yellen vs. Summers 

The jury’s still out on Yellen vs. Summers. Boring 
does not equal wrong, and provocative does not 

equal right. If the U.S. economy heals nicely over the 
next few years under business as usual, Yellen’s 
incrementalism will look smart. But the longer things 
stay abnormal, the more Summers appears to be 
onto something. 

For economic policymakers, the most disturbing 
question is why global growth remains paltry and 
uneven. The annual growth rate of gross domestic 
product in the U.S. in the January-March quarter was 
just 1.1 percent. The euro zone was stronger than 
the U.S., at 2.2 percent; Japan, which has been 
flipping in and out of recessions for a quarter 
century, shrank 1.1 percent. Deflation once seemed 
to be a strictly Japanese problem—now it’s a 
worldwide threat. Pessimism about growth prospects 
is reflected in low forecasts for long-term interest 
rates. The annual yield on German 10-year notes is 
only 0.13 percent. 

It wasn’t obvious in the summer of 2013, when 
President Obama was choosing between Yellen and 
Summers, that Summers would turn out to have such 
out-of-the-box ideas. Obama said that “when it 
comes down to their basic philosophy on the future 
of the Fed,” the differences between the candidates 
were so small “you couldn’t slide a paper between 
them,” according to Democratic Senator Dick Durbin 
of Illinois, who attended a meeting with the 
president. Both were highly credentialed—she as a 
longtime Fed official who was a labor economist at 
the University of California at Berkeley’s Haas School 
of Business; he as Treasury secretary under Bill 
Clinton, former Harvard University president, and 
former head of Obama’s National Economic Council. 
If anything, Yellen seemed more likely to be an 
activist Fed chair and “would probably be more 
committed to keeping stimulus in place until the 
economy was definitely recovered,” Michael Feroli, 
chief U.S. economist at JPMorgan Chase, said at the 
time. 

Secular Stagnation 

But in November 2013, after Yellen was chosen but 
before she replaced Ben Bernanke as chair, Summers 
went to the International Monetary Fund in 
Washington and raised the specter of “secular 
stagnation,” a term coined in the Great Depression by 
Harvard economist Alvin Hansen, who lamented “sick 
recoveries which die in their infancy, and depressions 
which feed on themselves and leave a hard and 
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seemingly immovable form of unemployment.” 
“Secular” is econospeak for long-lasting, as opposed 
to cyclical. Hansen’s warnings about secular 
stagnation seemed to be disproved when U.S. growth 
accelerated in World War II and then remained strong 
after the war stimulus ended. 

For Summers, bringing the idea of secular stagnation 
back into the academic debate was like putting on a 
moldy old coat from Grandpa’s attic. But revive it he 
did. “Now, this may all be madness, and I may not 
have this right at all,” he told the IMF audience, 
before coming around to saying, “we may well need, 
in the years ahead, to think about how we manage an 
economy in which the zero nominal interest rate is a 
chronic and systemic inhibitor of economic activity, 
holding our economies back below their potential.” 

In other words, Summers claimed world economies 
could be so imbalanced that even zero interest rates 
would be too high—and for many years, not just 
briefly as economists had believed. The speech lit up 
the Twitterverse and drew heavy news coverage. 
Journalists’ attention has waned a bit, but Summers 
has kept developing the concept on his blog, in his 
Financial Times columns, in speeches, and in papers 
written with other economists. 

To be clear, Summers is challenging much more than 
when and how much the Fed should raise interest 
rates. True, he criticized it for voting in December to 
lift the federal funds rate by a quarter of a 
percentage point after seven years at just more than 
zero. But that’s an ordinary argument over how high 
to set the monetary thermostat. 

These are strange times. Growth is weak. Interest 
rates are negative. Is there a way out? 

Excess Savings 

Summers’s deeper argument is that world growth is 
stuck in a rut because there’s a chronic shortage of 
demand for goods and services and a concomitant 
excess of desired savings. The U.S. and other 
industrialized nations tend to save more as their 
populations age, he says. Meanwhile, growing 
inequality puts a bigger share of the world’s income 
in the pockets of rich people; they can’t spend 
everything they make, so they save it. The 
investment that would ordinarily soak up those 
savings is falling short. That’s partly because the new 

economy is asset-lite: Companies such as Uber and 
Airbnb prosper by exploiting assets (cars and 
houses) that already exist. Software, which is pure 
information and doesn’t require the construction of 
factories, accounts for a bigger share of the 
economy. Slow growth in output and productivity 
reduces investment as executives lose faith in the 
payoff from capital spending. 

 
Source: JPMorgan 
 
Exhibit No. 1 in Summers’s case: Interest rates have 
been trending down for 30 years, even after taking 
into account the decline in inflation. The interest 
rate, like any price, reflects supply and demand. It’s 
fallen because the demand for loans is weak and the 
supply of loans from savers, who have extra cash to 
deploy, is strong. It used to be thought that interest 
rates couldn’t go below zero, but the Bank of Japan 
and the European Central Bank, among others, are so 
desperate to kindle growth that they’ve pushed some 
rates below what used to be called the “zero lower 
bound” into negative territory. 

Fiscal Policy 

Despite opposing the Fed’s December hike, Summers 
continues to worry that an extended period of 
ultralow and even negative rates will cause bubbles 
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in assets like stocks and housing, as desperate 
investors chase after higher returns. He says fiscal 
policy needs to play a much bigger role than it has. 
How? On the investment side, he favors government 
spending to fix America’s dilapidated roads and 
bridges, combat global warming, and improve 
education—big, expensive projects that would 
provide value while soaking up excess savings. A 
favorite line: “The United States right now has the 
lowest infrastructure investment rate that it has had 
since the second world war.” On the savings side, he 
favors, among other things, changing the tax code to 
get more money into the hands of lower-income and 
middle-class families who’d spend rather than hoard 
it. 

 
Source: JPMorgan 
 
This, of course, sounds a lot like the agenda Obama 
has been pushing unsuccessfully for the past eight 
years. “To me, it looks like an opinion masquerading 
as a theory,” Arnold Kling, a former Fed economist, 
wrote on his blog in 2014. Congress shows no 
interest in any measure that smells like fiscal 
stimulus—especially now, with lawmakers hiding 
under their desks until after the election. Summers 
responds that his prescription is separable from his 
diagnosis; conservatives might prefer to fix the 
problem with, say, export promotion, the elimination 

of wasteful regulations, and big tax cuts to induce 
companies to build factories. 

Think Bigger 
 

Summers has been getting more of a hearing from 
central bankers around the world. His message to 
them: Think bigger. The Fed traditionally restricts 
itself to managing the “business cycle”—fluctuations 
of output around a supposed long-term upward 
trend. Summers questions the very existence of a 
business cycle, an inherently optimistic concept 
implying that what goes down must come up. When 
output declines, his research shows, it never quite 
gets back to its original trajectory. Productive 
capacity suffers lasting damage, in part because laid-
off workers lose skills. That makes it imperative to 
avoid a recession whenever possible. Yet Summers 
says the odds of a U.S. recession in the next three 
years are “significantly better than 50-50.” 
Lately, he’s added the idea that secular stagnation is 
infectious, spreading between countries by trade and 
investment flows. A stagnant country can try to cure 
its unemployment problem by pushing down the 
value of its currency and running a big trade surplus; 
that worsens unemployment in its trading partners, 
which suffer trade deficits. Beggar-thy-neighbor trade 
theory, in other words, is alive and well. 

Summers argues that central bankers should stop 
focusing on the business cycle, stop jealously 
guarding their independence, and work with other 
institutions to solve the deep problems that have 
gotten the economy into this condition. 

The Federal Reserve System employs more Ph.D. 
economists than any other organization in the world, 
so it would seem to be an ideal place to bang out big 
ideas about secular stagnation. But Fed economists 
tend to focus on short-term forecasting and the 
mechanics of monetary policy. Yellen can’t afford to 
indulge in blue-skying. Her most important job is to 
move the rate-setting Federal Open Market 
Committee along by baby steps, maintaining as 
much of a consensus as possible among hawks and 
doves and being careful not to surprise the financial 
markets. 

On the narrow question of where rates are headed, 
the Fed is gradually drifting in Summers’s direction. 
The median projection by Fed rate setters of where 
the federal funds rate will eventually settle has come 
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down a full percentage point, to 3.25 percent, since 
the Fed began releasing projections in 2012. But 
Yellen, unlike Summers, isn’t calling on Congress to 
amp up stimulus. In a speech in November at the 
Banque de France, she said contractionary tax-and-
spending policy was “hardly ideal,” but gave fiscal 
authorities an out by saying they had to take long-
term sustainability into account. 
 

New Realities 
 

Yellen has tiptoed around secular stagnation, 
referring to the theory but not endorsing it. Her 
right-hand man, Vice Chair Stanley Fischer, who 
taught Summers, Bernanke, and European Central 
Bank President Mario Draghi at MIT and once ran 
Israel’s central bank, seems more open to the idea 
that something fundamental has changed. Speaking 
to academic economists in San Francisco in January, 
he referred to “the secular stagnation hypothesis, 
forcefully put forward by Larry Summers in a number 
of papers.” He agreed that interest rates will likely 
“remain low for the policy-relevant future.” He even 
entertained one of Summers’s solutions for the 
savings/investment imbalance: government spending 
on long-term projects. Says Summers: “Even people 
who don’t like to use the term ‘secular stagnation’ 
are accepting new realities of excess saving relative 
to investment, very low rates, and chronic demand 
shortfall.” 
One big fact is hard to square with Summers’s idea 
that the economy suffers from a shortfall in 
demand—namely, the 5 percent U.S. unemployment 
rate. If Americans spend a lot more, as he desires, 
there might not be enough workers available to 
handle the demand. The result could be a bidding 
war for talent, climbing wages, and unacceptably 
high inflation. 

Source: JPMorgan 

Princeton’s Alan Blinder, a former Fed vice chairman, 
is one of a group of economists who argue that 
economic stagnation emanates from weak supply, 
not weak demand. “When I go to sleep at night 
worrying about the economy, I’m never worrying that 
Americans won’t spend enough,” he says. Robert 
Gordon of Northwestern University similarly says 
growth is impeded by a lack of innovation—a supply-
side explanation. 

Summers, no surprise, has an answer to those 
objections. He says there may be more slack in the 
labor market than is sometimes recognized. And he 
says the demand-side and supply-side explanations 
for stagnation aren’t mutually exclusive: Weak 
demand growth can itself damage the supply side of 
the economy—i.e., the people and machines who 
make stuff. Unemployment causes workers’ skills to 
atrophy; companies stop investing in equipment and 
software. 

The Answers Have Changed 

Strengthening demand can turn that vicious circle 
around and gradually raise the economy’s productive 
potential, Summers says. Far from crowding out 
private investment, government spending could 
induce more of it. 

When interest rates can go negative, all of the verities 
in economics are up for grabs. Economists joke that 
the questions on their doctoral exams haven’t 
changed in 50 years, but the answers have. The joke 
“captures a truth,” Summers says. 

He seems to relish being in the midst of the 
upheaval. “That’s the effect of living backwards,” the 
White Queen told Alice in Wonderland. “It always 
makes one a little giddy at first.” 

 

 

 

 

 

 

 

The source of the information in this commentary is Bloomberg 
News unless otherwise noted. 
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Note: Bar chart data in brown are estimates from a Bloomberg® composite of market participants  
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