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Catch-22
“The only time you can see the Major,” ex-

plained a character in the zany 1955 novel Catch-22,
“is when he isn’t there.”  As the story went, Major
Major, having grown fearful of people, issued orders
aimed at ensuring his isolation.  Hence, visitors
coming to see the Major were informed by his or-
derly that the Major was “in” and then asked to sit
and wait.  The Major would then slip out his office
window at which time a visitor would be shown in to
“see” the (now vanished) Major.  And, so, the phrase
catch-22 entered our lexicon.

Likewise, many investors marveling at the
U.S. economy’s near heroic performance during the
current business cycle are beginning to muse that
perhaps they, too, have been waiting to glimpse a fi-
nancial phenomenon that somehow, sometime, dis-
appeared out the back way.  This phenomenon, of
course, is that traditional nemesis of economic ex-
pansions, i.e., inflation.  Six years on, inflation’s sur-
prising “no show” status has calmed the bond market
and sent equity prices soaring.  A growing chorus has
come to sing songs of praise to the Federal Reserve
which, at long last, has finally gotten it “right.”  No
need for the Fed to raise rates, goes the argument,
when the combined forces of global competition,
domestic deregulation, and corporate restructuring
will restrain inflation’s rise indefinitely.  It would
appear that the widely espoused Phillips Curve model
of inflation—the model that predicts that inflation
accelerates once unemployment has fallen below its
crucial “natural” rate—has ceased to apply.

Certainly, the experience of the past several
years, which has seen unemployment decline from
7.5% in late 1992 to today’s 4.8% (the lowest rate
since Richard Nixon was President), does seem to
belie the Phillips Curve and suggest that the novus

ordo seclorum has arrived.  Before giving up entirely
on the model, we wonder if there might be a catch
that’s being overlooked.   Consider the trend in wage
inflation:

As the graph indicates, wage pressures have
steadily risen in a lagged but pro-cyclical fashion in
the 1990s.  Certainly, if there is still validity to the
Phillips Curve model, early trends on the inflation
front should manifest themselves first in the form of
wage increases.  The wage increases, we believe, re-
sult from nothing more than a growing competition
for employees as the labor force gets steadily tighter.
Certainly with a national unemployment rate of 4.8%,
it is reasonable to infer that the “hotter” industries
and geographic regions are now experiencing unem-
ployment rates sufficiently low as to generate faster
wage gains.  This might not be worrisome were it not
for the fact that the capital markets, far from being
idle spectators of the economy, are now heaping fuel
into an economic engine that is already running hot.
Lower rates, tighter credit spreads, and booming eq-
uity prices only serve up more cheap capital to an
already expanding economy.  Arguably, the further
rates fall and the higher equity prices climb, the more
the Fed needs to worry about “too much” growth.
Might the more extreme “bull” scenarios for stocks
and bonds ultimately be caught in a (well, you know)
catch-22?

 - Tad Rivelle, Chief Investment Officer


