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Profits and Prophecies
In the mythology of the ancient Greeks, the

Oracle of Delphi was infamous for providing trav-
elers with advice that was highly ambiguous and
difficult to decipher.  One of the Oracle’s most fa-
mous visitors was the immensely wealthy King
Croesus of Lydia.  The King came seeking advice
concerning the advisability of launching an attack
on the neighboring Persian Kingdom.  The Oracle
gave the now famous reply that “if you attack the
Persians, a great Kingdom will be ruined.”  The
King took the Oracle’s “advice” and launched his
campaign against the Persians which, of course,
ended in disaster.  Though the Lydian King lost his
land, his fortune, and his freedom, the Oracle pro-
fessed that the advice, after all, was correct:  the
great Lydian Kingdom was destroyed.  It was only
the King’s flawed interpretation of the Oracle’s
message that led to his, uh, financial reversal.

Modern financial markets, of course, also have
their soothsayers.  Unfortunately, many of these
latter day oracles also suffer from an inability to
clearly express exactly what their forecasts are and,
more importantly, why their forecasts are what they
are.  For instance, the rather appealing forecast of a
“new economic paradigm” has been bandied about
the capital markets with steadily increasing confi-
dence in recent months.  The more extreme versions
of the new paradigm lay out a starkly bullish sce-
nario for stock and bond prices.  The paradigm is
based upon the notion that the combined trends to-
ward globalization, economic restructuring, a revo-
lution in information technology and improved
management systems have obviated that “old” eco-
nomic linkage between growth and inflation.  In
short, above trend, resource absorbing growth can
continue without limit and without inflationary con-
sequences.

Now in all fairness, the new paradigm is, to a
degree, predicated on reasonable observations of
recent economic performance.  The national

economies of yore are integrating, productivity has
ratcheted up, and inflation has stayed benign.  All
this with unemployment rates at levels not seen
since the early 1970s.  Without question, the new
paradigm has, to date, explained economic perform-
ance extremely well.

Though we recognize that the new paradigm
prophets have had the wind at their backs, we
would, nonetheless, hesitate establishing fixed in-
come strategies based on the new paradigm for sev-
eral reasons.  First, we caution that history is replete
with examples of “forecasters” extrapolating well-
established trends indefinitely into the future.  The
late 1960s brought us both the “nifty-fifty” equity
strategists as well as pronouncements (including
one by the Nobel prize winning economist, Arthur
Okun) that the Federal economic “fine-tuning” in-
troduced by President Kennedy had abolished the
business cycle.  Similarly, by early 1990, the ration-
ale for a continuation of  the late 1980s bull markets
lay in a belief that the Fed would engineer a “soft-
landing”.

This time around, our concerns center on the
steadily rising levels of resource utilization that the
economy has experienced over the past few years.
In essence, we have successively tested whether 6%
unemployment, 5% unemployment, etc., has the
capability to spur wage inflation.  To date, the an-
swer, happily, for both stock and bond investors has
been “no”.  Some prophets of the new order suggest
that this means that no level of unemployment will
produce wage gains.  Whether there are any profits
left to be had in following these prophets is now the
open question.

So, the next time you hear: “if you shorten your
bond portfolio maturities, a great fortune will be
lost”, perhaps you should inquire of the oracle as to
whose fortune that would be.

 - Tad Rivelle, Chief Investment Officer
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Index Data Bond Market Characteristics

Index
Duration

(yrs)
YTD ‡

Returns Sector
Effective

Duration (yrs)
% of Aggregate
Bond Market

% Duration of
Aggregate

6-month T-Bills 0.49 +4.71%
Lehman
Aggregate 4.44 100.00% 100.00%

Merrill Lynch 1-3
Yr UST 1.59 +5.68%

UST/Agy 4.97 49.97% 55.86%

Lehman Int.
Govt/Corp 3.29 +6.78%

Corporates 5.95 19.32% 25.85%

Lehman Aggregate 4.44 +8.06%
Mortgages 2.64 29.80% 17.69%

Asset-Backed 2.89 0.91% 0.60%
‡1/1/97 to 10/31/97
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Historical Treasury On-The-Run Yield Curve
12/31/96 to 10/31/97
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Treasury Par Bond Yield Curve
Versus 1-Year Forward Yield Curve†

†The 1-year forward rate curve represents the ending breakeven yield curve that would make bond
returns equivalent across maturities (equivalent to the yield on a 1-year Treasury instrument.)

1-yr Forward Rate Curve

10/31/97 Par Bond Curve


