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he European Central Bank announced that it is nearing the end of its s mula ve eﬀorts, and Janet Yellen reit‐
erated that the Fed will be raising short term interest rates. This headline news from the last month has had
more signiﬁcance for the bond market than for the stock market. European bonds fell sharply in price as yields
rose (although admi edly from extraordinarily low levels). The U.S. bond market reacted similarly, though in a
more subdued manner. In the U.S., investors were heartened by Yellen’s comments that the "neutral," or target
rate, is lower than it had been because inﬂa on remains under control. Last week, BCA, a trusted source for eco‐
nomic projec ons, wrote that they expect inﬂa on to pick up in the second half of 2017. They an cipate the Fed‐
eral Reserve will raise rates in December, and several mes more in 2018. We agree with BCA that the outlook for
bonds is not as rosy as the outlook for stocks.
Ray Dalio, a successful hedge fund manager, quips that investors need to keep dancing but be nearer the exit.
Indeed, the primary direc on for U.S. stocks over the last four weeks has been sideways. BCA is more op mis c.
Keeping in mind that correc ons of 5‐10% are always a dis nct possibility, BCA’s view is that if inﬂa on does not
spike too much and the Fed raises rates gradually, rising earnings will allow large‐cap U.S. stocks to rise about
20% before the end of this decade (about 7.5% annualized). They con nue to monitor the pre‐condi ons for a
recession; at the moment these are absent. If BCA is correct, the many investors who are holding stock index
funds will con nue to do well over the foreseeable future. However, there may be be er ways to par cipate in
the stock market. It seems to us that some trends have been carried too far, crea ng opportuni es.
Consider Chart 1, for instance, which shows the price ac on of growth stocks against that of value stocks. There
are diﬀerent deﬁni ons of “growth” and “value,” but we show here the Vanguard Growth ETF (VUG) and the Van‐
guard Value ETF (VTV), which use the CRSP (Center for Research in Security Prices) deﬁni ons. Brieﬂy, CRSP iden‐
ﬁes growth stocks using primarily historical and future earnings growth rates, while value stocks are iden ﬁed
by mul ples of book value, current and next year’s earnings, and dividends. Growth stocks tend to have higher
expecta ons and higher mul ples of earnings and book value than value stocks. In the past, growth stocks gener‐
ally did well when interest rates were falling, but they may decline sharply when the economy is cooling. Value
stocks, o en stocks in cyclical industries, tend to do well early in an economic recovery, but they typically lag in a
sustained bull market. The current economic recovery has been muted, but it has lasted a very long me, thus
Chart 1: Growth versus Value since 2007
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Chart 2: US stocks versus Foreign Stocks since 2007
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favoring growth stocks. Most studies show that over the long run, value stocks as a group outperform growth
stocks as a group by at least a small margin. Over the last 10 years, however, growth (VUG) has risen 108% while
value (VTV) is up only 40%. History suggests that a diﬀeren al such as this will even out or "revert to the mean."
The same thought process can be applied to the rela onship between U.S. stocks and foreign stocks. Chart 2
above shows the price ac on for the last 10 years of the S&P 500 stocks (SPY) versus that of foreign stocks (VEU,
the Vanguard ETF for foreign stocks). U.S. stocks are up 66% while foreign stocks are s ll below the levels reached
in 2007. Aside from oﬀering be er value, economic trends both in Europe and Japan are encouraging. U.S. inter‐
est rates are likely to rise faster, as well, which ought to give the stock and bond markets in Europe and Japan an
edge over ours.
For investors willing to own individual stocks, a variety of interes ng and temp ng value gaps are appearing. For
instance, U.S. drug stocks have vastly outperformed foreign companies such as Roche, Novar s and Novo Nordisk,
yet these ﬁrms all face the same end markets. Amazon sells at a forward price/earnings ra o of 90x and a price/
sales ra o of 3.4x. A share in WalMart sells at a forward P/E ra o of 16.6x and a price/sales of 0.5. Other, smaller
retailers oﬀer even be er valua ons. Is Amazon going to put all retailers out of business, or are stocks like Wil‐
liams‐Sonoma and Kroger perhaps oversold? Nordstrom stock price has declined so much that the family, who
owns 30% of the company, is considering a bid to take the ﬁrm private. Energy stocks remain extraordinarily de‐
pressed in the face of depressed oil and gas prices. If energy prices rebound (as BCA expects), what might happen
to energy stocks? For someone willing to do the work and hold an unpopular company, there appear to be mul ‐
ple opportuni es to lt the odds in one’s favor.
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All equity investments entail the risk of loss and the stocks men oned here may not be suitable for your por olio. The securi es men oned do not represent all the securi es bought, sold, or recommended for clients and you should not assume that investments discussed above are or will be proﬁtable. The
informa on provided should not be considered as a recommenda on to buy the securi es men oned.
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