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Stock Prices and Bond Yields Rise on Good News From Washington
Market sentiment last week was dominated by some unusually good news out of 
Washington, D.C.: The debt ceiling was extended and Federal Reserve Chair Janet 
Yellen’s testimony to Congress was well received. Last week also brought some 
negative economic news, but investors looked past that data and bid stock prices 
higher, with the Dow Jones Industrial Average increasing 2.3% to 16,154, the S&P 
500 Index adding 2.3% to 1,838 and the Nasdaq Composite rising 2.9% to 4,244. 
Bond yields rose as well last week (as prices fell), with the yield on the 10-year 
Treasury advancing from 2.68% to 2.74%.

Accord in Congress Boosts Sentiment
Although few expected a fiscal showdown of 2011 proportions, markets still 
breathed a sigh of relief when Congress was able to agree to terms around the 
debt ceiling last week, extending the nation’s borrowing limit through March 15, 
2015. In doing so, Congress removed at least one component of fiscal uncertainty, 
reducing a potential risk for the next year and providing a boost to stocks.

Investors were also cheered by the tone of Fed Chair Janet Yellen’s Congressional 
testimony. While the content of her testimony was little more than an indication 
that the Fed would continue its current policies, markets put a positive spin on her 
comments. In particular, investors focused on her statements that the recovery in 
the labor market was “far from complete.” The takeaway seemed to be that while 
the Fed will continue tapering its pace of asset purchases, investors can look 
forward to a prolonged period of very low short-term rates.

Consumer Spending Remains Troubled
These two high-profile events overshadowed the release of some relatively 
disappointing economic numbers. Overall, the data released so far this year has 
been relatively soft, but the figures related to consumer spending have been 
particularly weak. The latest evidence of this trend was January’s retail sales 
figures, which showed a 0.4% monthly drop, results that were well below 
expectations. To make matters worse, December’s numbers were also  
revised downward.

On a year-over-year basis, adjusted retail sales are up only 2.6%, the slowest pace 
since late 2009. As we have discussed previously, the main factor behind the 
weakness in spending levels is the fact that income growth is so anemic. 
Disposable income is rising at just over a 2% annual rate, a three-year low and 
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a pace that is barely keeping up with inflation. Part of the weakness can be 
attributed to the overall slow pace of the recovery in the labor market, but  
longer-term secular factors also are dragging on income. These include 
technological innovation, global wage competition, and a mismatch between 
workforce skills and available work. The bottom line is that unless we see some 
acceleration in income growth, retail sales and spending levels will remain 
constrained. Since consumer spending accounts for close to 70% of U.S.  
economic growth, these factors will continue to act as a drag on the  
overall economy.

Look for Rates to Rise Slowly and Consumer-Related Stocks to 
Remain Vulnerable
Given all of the above, we would point out two implications for investors. First, if 
economic growth remains muted, interest rates are likely to rise only modestly as 
the Fed continues its tapering program. Under this scenario, longer-duration 
bonds are likely to be less vulnerable than they were in 2013.

Second, we believe it makes sense to retain a cautious stance toward equity 
market sectors that are tied to consumer spending. So far this year, both the 
consumer staples and consumer discretionary sectors have trailed the broader 
market—a trend we expect will continue.


