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JIM ARMSTRONG: Hello and welcome to Market Sense. Thank you for joining us today. I’m Jim 
Armstrong with Fidelity. 

If you’re trying to figure out a financial strategy for the second half of 2021, you’re not alone. 
Uncertainty really does seem to be the word of the day. Lots of big question marks around interest 
rates, inflation, stocks, bonds, and of course, we need to be thinking about all of that uncertainty in 
terms of our specific goals. For example, are you thinking more about long term growth or near term 
income or maybe a bit of both? 

So, that’s what we’ll be talking about today. What approach or approaches might be able to help you 
make sense of today’s economic climate even with all of that uncertainty?

So, to have that conversation, we are happy to be joined once again by Jurrien Timmer. He’ll be 
talking about his ongoing work studying the markets and the economy at large again as always.

I should point out, if Jurrien’s background looks a little bit different today, it is for good reason. He is 
coming to us live from the Netherlands. So, it’s 8:00 PM there, 2:00 PM here on the east coast of the 
US. Jurrien, such is your commitment to this webcast, you decided to do it from the other side of the 
world, more or less.

JURRIEN TIMMER: I’m trying to hit all the time zones while we can. So, I’m in my mom’s kitchen. 
If you hear anything in the background, she’s making fondue which we will have five minutes after 
this show, so.
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JIM: I think I just heard her laugh. Fantastic. That’s great.

Right, and it really sort of enforces the global to everything that we’re going to be talking about here 
that you certainly bring to this. 

So, without further ado, today is Tuesday, July 13th, and because of the 4th of July holiday here in 
the US, we haven’t gotten together for a couple of weeks. So, maybe just start high level, catch us up. 
It feels like there’s, you know, at least five big things to be talking about that happened just in July. 

So, where would you start us off?

JURRIEN: Yeah. So, you know, we’re at the halfway mark for the year and you can see in this chart 
which kind of looks like a bunch of clouds, when you look at the volatility which is on the horizontal 
axis and the return over the prevailing twelve month period, you can see kind of where we are as of 
June versus where we were at the bottom which was only about sixteen months ago. It seems like 
yesterday but the market is up about 100% since then which is pretty impressive. 

And so, it is a much better story now than it was, certainly, a year ago. And while the stock market, 
you know, continues to make new highs, it’s not doing so at the kind of rapid pace that we saw 
maybe three or six or nine months ago and that all makes a lot of sense because as the market 
cycle matures, things get a little bit more orderly. But that doesn’t mean that a lot of the stuff is not 
happening behind the scenes, you know. 

We had a very hot CPI print today. You know, the inflation numbers were reported. CPI is running 
at a 5.4% year over year change, still very likely to be transitory to some degree because the base 
effects from last year are going to be running off. But still, you know, that is a big number and I’m 
sure it gets the Fed’s attention. 

So, that’s one moving part. And then ironically, at the same time, bond yields are actually coming 
down, and so the ten-year Treasury is only up about 1.35 which is down about 40 basis points, so 
0.4% from just a few months ago. So, there are a lot of moving parts and maybe during this webcast 
we can kind of make sense of all of that.

JIM: Yeah. Absolutely. In fact, one of the things I wanted to ask you right away is to build on when 
you were just talking about. We often try to ask questions about the investor perspective, right, 
what sort of decisions might an investor want to make or try to make in light of what you’re just 
describing here.

So, what would you say or what could we say to folks who are thinking about or concerned about 
interest income, dividend income these days? Focus maybe more on the shorter term to more 
medium term. 
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JURRIEN: Yeah. So, you know, remaining diversified is always important, but it’s especially 
important right now because we are in a transition of the market cycle. We talked about this in 
the past. 

We’ve kind of been in this early cycle mode since the bottom last year March, and what happens is 
that the timing of the market cycle doesn’t always make sense in real-time and we’ve spent many 
hours discussing this last year where, how can the market be going up when the world is still falling 
apart and we’re in lockdown and earnings are plummeting? That’s because investors look ahead. 
They anticipate and the market in retrospect actually anticipated the recovery exactly right. 

So, that first wave of kind of new bullish action in the stock market comes before earnings have 
joined the party, if you will. So, therefore, it’s all driven by a high RPE which is why valuations have 
been so high. 

But now the earnings side is coming through and we’re actually on the cusp of earning season and 
we’ll talk about that in a second, but that’s a transition, right. 

So, stocks that worked six months ago may not work anymore now because it’s a different 
environment. And you know, the Fed comes into that and we’ll talk about that as well where the 
Fed is signaling that, you know, maybe it’s time to start raising rates because the pandemic, you 
know, hopefully it’s kind of getting behind us, although cases are still coming up in different places, 
including actually here in Holland. But generally, I think there is a sense that we’re getting ahead of 
it with people getting vaccinated, et cetera, so that brings the Fed into play and the Fed rightfully is 
thinking about normalizing policy.

So, you know, how you deal with that in terms of what you have in stocks, what you have in 
bonds, and then those are just the high level decisions, but then within the stock market, do you 
want growth, do you want value, do you want to emphasize dividend income, you know, income 
strategies? Obviously, you know, we’re in a very profound demographic trend where people are 
getting older, the labor force is not growing as fast, people are getting closer to retirement, and you 
know, the needs change, the goals change. People want more income and that’s great when bonds 
are yielding 5% or 7%, but bonds are yielding a little bit over 1% and if you look at the entire kind 
of investment grade bond universe, it’s a little closer to 2%. But that’s still not a lot, especially with 
inflation running at 5%. 

And so, the need for more income oriented strategies in bonds or beyond bonds becomes very, 
very important not only to get to that income, but also to remain very diversified because markets do 
correct. You know, when we were at this point during the last cycle which was after the financial crisis, 
and the Fed’s QE 1 program, a little technical, but that ended in April of 2010 after the market had 
rallied 70%, the Fed came into the fray and the market actually corrected about 16%. 
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So, it can be kind of a period where the market has to digest a lot. And especially now that earnings 
growth, which is coming through, you know, in spades, it’s now kind of in the price, right? The market 
has fully reflected that. 

So, I think at this point, kind of lowering expectations from the overall market a little bit and making 
sure that we’re kind of in the right portfolio, that we’ve rebalanced or are rebalancing and really have 
just a lot of different pieces in there that will behave kind of in unison when we are solving for our 
needs.

JIM: You mentioned earnings season. I want to get there in just one second. I know you’ve got 
a slide for that. But before we get to that slide and that question, I wanted to linger a little bit on 
inflation. You called it repeatedly transitory in your opinion, so not structural, but hopefully fairly 
short lived. 

So, sort of walk us through how you get there and why you still feel that’s the case because as you 
mentioned, people are ready for the pandemic to be over, they’ve got pent up spending, they’ve 
got money in their checking and savings accounts that they’re anxious to spend. That’s fueling the 
inflation. How can you be as confident that it’s transitory? 

JURRIEN: I hate to sound like a two-handed economist because I’m not. I do have two hands but 
I’m not an economist. You know, I think inflation, it’s by definition transitory when you look at rate 
of change, right. So, a year ago during the lockdown, there was no inflation because there was no 
economic activity and so then you have that low base. And then the inflation comes in because 
supply chains have been disrupted, but like you just said, consumers are back, they’re traveling, 
they’re renting cars, they’re staying at hotels, they have money to spend because of the stimulus 
checks that the CARES Act – a lot of people did keep their jobs so they got stimulus checks on top 
of that. They didn’t have a lot of places to spend that money until now.

And so, those inflation numbers then come in. You’ve probably seen the stories of used car prices 
because the rental companies, you know, new cars weren’t being made because there were no 
semiconductors and the economy was in lockdown. And then the car rental – the rental agencies 
went out of business so they had to sell their fleet, and so now there is no cars and so the car prices 
are up 30%. So, but by definition, part of that is the base effect which will mathematically kind of run 
its course in the coming months, so this may very well be the month where we see the peak in the 
rate of change of the CPI. 

So, to me, the real test is that number will come down as the base effect kind of runs its course, but 
then where do we end up? Like, what is the next low? Is that going to be above the last one or below 
it or at the same level? 

And this is how inflation can become more entrenched, right, because you have the level that goes 
up but it goes up at different rates of change. And so, if it now slows but kind of like slows down to a 
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higher level than it was a year ago, that’s how inflation might become more of an issue. And by that, 
I don’t mean like the numbers from the 70’s where you have the oil embargo, et cetera, but it could 
become more entrenched. 

And when you look at the major components of core inflation, like looking past oil prices and food 
and car rentals and things like that, you look at rents, right. We all know about the housing markets, 
it’s red hot. Rents are a quarter of the core CPI. And then you look at wages, right. So, we don’t have 
the unionization that we did back in the 70’s where there was a lot of collective bargaining, where 
cost of living adjustments were included, but we do have the marketplace and what we know is that 
there are 9.2 million open jobs out there and we have 8 million people unemployed. And you would 
think that the market would just completely clear like overnight, but that’s not happening because 
people are not necessarily coming back to or wanting to come back to their old jobs. And that forces 
some companies to raise wages. And so maybe that’s taking the place of what unions might have 
done forty, fifty years ago. 

So, those are the two pieces. Like the car rental stuff, lumber prices, all of that will come and go. But 
rents, you know, housing costs and wages could be more sticky and so that’s what I’m looking for 
to tell me maybe inflation won’t go to astronomical levels but it might go higher than where it has 
been which has been around 2%. So, maybe it goes to 3% or something like that, and you know, that 
poses a lot of questions about the 60/40, how do we diversify? And so, it opens up a big box of other 
questions that we need to think about.

JIM: And we’ll get there in just one second but I do want to follow up on your earlier comment 
about earning season because in part of your answer there, you were just talking about sort of 
companies reacting to the real world, the labor problems and labor concerns they have right now. 

But in terms of what they’re telling us of how they did in the last quarter, the story seems to be great, 
right?

JURRIEN: Yeah. Earnings are booming. So, this chart here, we see the year over year changed 
in the earnings estimates for the next twelve months. And you can see that this is for a bunch 
of different parts of the world, so it’s the US, Europe, EAFE which is like non US developed and 
emerging markets. And can you see it’s a pretty uniform story, right? 

We were at minus 30%, so earnings were – earnings estimates were shrinking by 30% year over 
year just six months ago and now they’re increasing by about 50% year over year. And you know, 
we’ve talked about earnings season every quarter when it happens over the last year and a half 
or so and we are in second quarter earnings season right now. And the first quarter was a huge 
upward surprise. 
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You know, companies have not been guiding estimates because of COVID because really nobody 
knew what was going on, and so the earnings estimates ended up being much too low. And for the 
first quarter, they were raised significantly during the earnings season. 

But now we’re in the second quarter of earnings season or we’re just on the cusp of it and now the 
expectations are much higher. Actually analysts are expecting a 63% increase in second quarter 
earnings. So, that’s just for the quarter. 

And so, I think that will happen. I think that they will be correct but I don’t think there will be that 
huge upward surprise that we saw. And again, as we said earlier, this is just simply the math of the 
market anticipates a rebound, the rebound happens – happened exactly as expected, but now that 
it’s happened, it’s in the price and so earnings season is not going to really move the market, in my 
view, but that doesn’t mean that the earnings aren’t really strong. 

And what we’re seeing is that, you know, companies have a lot of operating leverage. The profit 
margin is about 12% for the US which is very high. And companies are having pricing power right 
now. You know, if you’re a rental agency or an airline, you can price almost whatever you want and 
the consumers will be there willing and happy to spend. That doesn’t always happen, right. 

We’ve had periods in the past where prices are going up but growth is slow, people don’t have 
money to spend necessarily or at least not discretionary money and companies have to kind of 
absorb those costs and that affects their profit margin.

But right now it’s kind of an everyone wins type of situation. Consumers are flush with cash. Prices 
are going up but companies can afford to kind of pass those through. 

And so, right now it’s kind of a victimless crime, if you will. That may not last, right. In the coming 
years, if inflation pressures do become entrenched which is not a forecast. I don’t know – I don’t think 
anyone really knows, but then it might be a different story because as those benefit payments wane 
and people go back to their normal lives and everything kind of goes hopefully back to normal, it 
might be a different story then. 

But right now it’s a pretty good story and it’s a needed story because again, as we talked earlier 
about that transition from early cycle to mid cycle, early cycle is that PE driven phase, mid cycle is the 
earnings phase.

And so, PEs went up a lot. They went up about 50% right after the bottom a year ago, and now the 
baton has to be passed to earnings, which is happening. And therefore, the market can continue 
to advance but not through higher PEs but through better earnings, and that actually will allow or 
should allow the valuation side to come down.
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And valuations are, you know, fairly high by historical standards, so that is a good thing to see and 
hopefully that’s how it will unfold.

JIM: Now, if you could talk a little about how that all sort of plays out maybe for the average 
investor. You mentioned the questioning perhaps a little bit that 60/40 portfolio, 60% stocks, 40% 
bonds. That’s kind of become for a lot of folks the conventional wisdom for quite a while now, but 
talk about why you’re thinking a little about that.

JURRIEN: Yeah. So, the 60/40 paradigm rests on the fact that stocks are negatively correlated to 
bonds. So, if stocks go up, bonds go down, or they don’t necessarily go down but they, you know, 
but when one zigs, the other one zags and especially when stocks are in correction, bond prices 
go up, bond yields come down.

And therefore, if someone is in a 60/40 or some variation of that – doesn’t have to be 60/40, of 
course –there is some protection. 

And in the old days when yields were high, you would get protection and income which was, you 
know, a double whammy. Now we kind of only get the protection side. 

But again, history shows that this paradigm has really only been only in effect for the last twenty years 
which is kind of the timeframe that a lot of us operate in, right, and a lot of the products that we 
invest in, especially asset allocation products, those are the products that are kind of, of this era. 

But historically back in, you know, the late 60’s and the 70’s, the stocks to bond correlation could 
be positive. And generally, it’s positive when inflation is high. And again, I’m not predicting that it’s 
going up to the kind of levels that we saw a few decades ago, but the correlation just does kind of 
break down. 

So, it doesn’t mean that we change the 60/40, but we have to kind of look at what’s in the 60, what’s 
in the 40, right? So, higher inflation regimes tend to benefit value stocks more than growth stocks 
because growth stocks tend to have a higher PE and a longer duration and therefore are more 
sensitive to changes in interest rates, whereas value stocks are more of an inflation hedge. 

So, that’s kind of in the 60 side and maybe more income-oriented investments that kind of tend to 
be more value and you know, like REITs, dividend-oriented strategies tend to be more on the value 
side or the fairly stable growth size. 

And then on the 40 side, we have regular bonds, you know, long-term government bonds. That’s 
generally where the steepest negative correlation is. But we have tips. For instance, we have shorter 
term bonds, we have floating rate bonds. You know, we have international bonds, emerging market 
bonds where there is a currency aspect, and especially in emerging markets, the yields tend to be 
higher as well.
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And there are harder assets. There’s gold, for instance, you know, which tends to be of value when 
inflation is on the rise. 

So, there are a lot of nuances and ways that we can be creative about how to think about it, and 
especially after an almost 100% move in the market over the last fifteen to sixteen months, I think the 
key thing is for our viewers is that if you have not rebalanced, you need to do so or you need to like 
sit down with your colleague at Fidelity and think about, you know, am I actually in the portfolio that 
I should be in? Because remember, if the market goes up 100%, what may have been a 60/40 a year 
ago might be a 70/30 now and that might be fine but maybe that’s not where you should be. And 
so, that rebalancing which could – which could happen on kind of regular interval, you know, on your 
birthday, on an anniversary, or what have you, but it could also or should also happen when there 
have been very large moves and that’s exactly what we’re seeing right now.

JIM: And great perspective. And in the minute or so that we have left, I’m wondering if you could 
just touch on another concern that I know viewers have. It’s sort of what’s to happen next, do you 
think, with the Fed just in terms of interest rates, the next move that the Fed might make?

JURRIEN: Yes, so this is a huge question of course. This is what we’re all talking about. You know, 
it’s the inflation side. It’s the Fed’s, you know, plan to exit from what we call the zero lower bound. 
And, you know, as you see in this chart, the Fed has bought a lot of assets and its balance sheet 
relative to GDP is now 36%. So, it’s kind of uncharted territory. It’s even higher than where it was 
after the financial crisis.

And so, you know, the Fed has exited this in the past or has attempted to do so in the past and it 
doesn’t always work because the market is not always ready to handle it. 

So, right now the Fed has signaled as of its June FOMC meeting that it, you know, it’s thinking about 
raising rates a couple of notches in 2023. So, that’s still a year and a half away. But we know that the 
Fed generally before it starts raising rates, it first starts to what we call, taper asset purchases. So, it 
doesn’t stop the purchases but it starts to slow them down. 

And you know, right now the Fed has been buying $120 billion per month in bonds, government 
bonds and mortgage backed securities. So, if it reduces that even to $100 billion, those are still 
astronomical numbers. 

But you know, the market always is focused on the flow, so the rate of change, so that is a negative 
rate of change, a rise in interest rates, even if it’s only from 0 to half a percent is a rate of change. And 
so the market is very keenly focused on that and the Fed is too. 
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I think the Fed is sensitive enough to financial conditions that it will only go as far as the market or 
the economy can kind of handle. And the economy is in pretty good footing, right. So, I think the 
economy can handle it. The market has handled it pretty well so far. And so, I think we’re going 
to be okay. 

But it’s this dance, right, between the Fed and the market. If the Fed goes to try the balloon, it waits 
for the response, and so we’re going to be in this dance for the next, you know, six to twelve months 
and that can cause the occasional bout of indigestion. But to me it certainly doesn’t upset the 
fundamentals of the markets which are very strong, strong earnings, low interest rates, et cetera.

JIM: Great. And look forward to these weekly conversations no matter literally where in the world 
you are to help walk us through that dance as it continues. 

So, Jurrien, thank you for being with us today from the Netherlands. 

To our viewers, thanks for watching of course. If you need help with your financial planning or you’ve 
just got questions about how Fidelity can help, you can visit our website or download the Fidelity app 
on a mobile device. Those are a couple really good ways to learn about the topics we talked about 
today and get answers to your questions and explore our planning solutions. 

We do hope to see you next week. We’re going to be talking about the US Federal Debt Ceiling, 
why it’s in the news again, and more important, perhaps, is what it means potentially to each of us as 
investors. 

Again, huge thanks to Fidelity’s Jurrien Timmer. Jurrien, say hi to your mom again for us, please. And 
we hope to see you all next week.

JURRIEN: I’ll see you back in Boston.
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