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“Your Money, OUR Economy: They’re Linked”  

OVERVIEW: The business cycle appears to be rapidly moving through Phase 2. In this phase the economy keeps 

strengthening but commodities and interest rates rise. The inventory to sales ratio declines. Credit conditions keep 

improving. This can put stocks in a bull market propelled by increased liquidity and higher earnings. Eventually inflation 

bottoms as well, normally this happens after about one year into the economic expansion. Toward the end of Phase 2, 

however, rising long-term interest rates, commodities, and labor costs eventually cause inflation to rise. These trends 

hinder consumer optimism and become a headwind for earnings, the economy, and the stock market. We structure our 

client portfolios based on client objectives and asset allocation theories, and we customize the portfolio with our 

sector rotations based on market logic, not market timing.    

  

 

 

 

 
The business cycle -- The inventory cycle points to more strength ahead, until inflation returns. Sales are up 7% y/y while 

inventories are down -2% y/y. Business must fill the gap and replenish inventories by producing aggressively. This is 

normally good news for the economy and the stock market. The economy is strong. Its strength is causing commodities 

and bond yields to rise. The main problem is that this unbridled growth will cause inflation to disrupt growth and the 

markets. As always, we let economic indicators guide our strategy. 

➢ Autos and Housing - Weakening. Housing seems to have reached a peak for this cycle. Autos are following a 

downtrend that started in early 2018. The recent sharp rise in bond yields is going to depress even further these 

crucial economic sectors. 

➢ Leading Indicator - Rising. The index of leading indicators (LEI) is rising, pointing to continued growth. Co-

incident indicators (such as GDP, Personal Income) is also going up, but at a slower pace. 

➢ Employment - Weaker. Employment in the goods producing sector is slowing down. The average workweek is 

also shrinking, confirming the weakness in employment. These are important trends that may have been caused, 

to some extent, by the bad weather in February. We are watching these trends closely. 

➢ Inventories - low. We need more output. Business sales are rising at a rate (+7%) much faster than that of 

inventories (-2%). Business will have to ramp up production to replenish inventories. They will lose sales if they 

do not. This situation is bullish for the economy. 
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➢ Commodities - Firm. Commodities are pausing in response to the economic weakness experienced in February. 

They will continue to rise as the economy strengthens.  Their trend accompanied by rising rates, and higher 

home prices is being translated into higher inflation. There is a point at which they will cause major concerns for 

consumers. 

➢ Inflation - Rising: +1.7%. Inflation is heading higher. CPI (consumer prices) and PPI (producer prices) keep rising, 

up +1.7% y/y and +2.4% y/y respectively. 

➢ Interest rates - Rising. Likely to pause in the near term. Inflation is rising in response to the strong economy. 

Given the level of inflation, short-term interest rates should be at least 1.0% instead of the current 0.0%. The 

Fed’s policy is creating this distortion.  

➢ Bond yields – rising. Bond yields follow closely our busines cycle indicators. The continued rise in the business 

cycle indicator will be followed by rising bond yields. The markets have been tightening by raising cost of long-

term money. A worry is that the Fed cannot do anything about this tightening, as they cannot lower interest 

rates because they are at near zero percent already. Historically, we have seen that more debt (stimulus) cannot 

overcome the tightening caused by rising bond yields.  

➢ The Dollar - Firming. The US Dollar has reached a support level. It will continue to strengthen, until weakness 

will lead a decline in our business cycle indicator. 

 

The Stock Markets -- The long-term fundamental outlook – seems bullish; this has not changed. The major concern 

remains the 0.0% level of short-term interest rates here and in the developed economies. There is only one thing which 

can be said about them – something is deeply and unusually wrong. Liquidity is driving the markets. It makes people 

euphoric because they make money but they do not know why. We are flying in the dark without instruments. 

Unfortunately, there are plenty of historic examples proving otherwise. That said, we remain bullish, but having some 

liquid cash may be a good idea.  

Bottom line -- It is too early to say that we are facing a major economic slowdown. The inventory situation is too 

bullish. Production will continue to be strong. However, the rise in bond yields and the increase in home price inflation 

will eventually hinder economic growth. The massive stimulus of the American rescue plan should hasten an economic 

recovery, but also in leading to higher inflation and making our international trade deficit worse. To quote Sonny and 

Cher, “And The Beat Goes On”.  

 {Data source for information in update: https://www.bls.gov/ - Bureau of Labor Statistics} 
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The material presented is for informational purposes only. It is not intended as financial advice, and you are 
encouraged to seek such advice from your financnial advisor. The content is derived from sources believed to be 

accurate. Neither the information presented nor any opinion expressed constitutes a solicitation for the purchase or 
sale of any securitiy. All information and opinions are that of Oak Tree Financial Services, LLC and not that of 

Woodbury Financial. Securities and investment advisory services offered through Woodbury Financial Services, Inc. 
(WFS), member FINRA/SIPC. WFS is separately owned, and other entities and/or marketing names, products or 

services referenced here are independent of WFS.  

Oak Tree Financial Services, LLC  
13555 Bishops Court, Suite 255, Brookfield, WI 53005.  

Phone: 262-649-9202;  Website: OTFSllc.com;  Email: info@OTFSllc.com 
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