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Back in the Roaring 20’s, the satirist Will Rogers
provided his sage – if perhaps too simplistic – advice on
wealth building.  “Each week,” he said, “set a fixed
amount of money aside and buy a stock with it.  When
the stock goes up, sell.  If it don’t go up, then don’t buy
it!”

Mr. Rogers’ advice has been equally apropos for
bond investors over the past several months.  There’s
been no need for fancy fixed income strategies – just
buying plain old U.S. Treasuries and watching market
yields go into free fall has been one of the most effective
capital building exercises since the emergence of the
Asian market debacles.  Rates have fallen even as the
“new economic paradigm” (the old reason for buying
bonds) lost some support as the Asian Tigers, one-by-
one, sang their financial swan songs.

As panic selling gripped whole swathes of the East-
ern hemisphere, its counterpart – call it “panic buying”–
came to dominate the U.S. Treasury market.  In El Niño
like fashion, the domestic bond market was drenched
with a torrent of liquid funds pouring out of the global
equity market storm clouds.  Within the first few days of
January, U.S. interest rates underwent a precipitous 50
basis point plunge.  Two-year rates reached an intraday
low yield of 4.99%, while the long bond fell through its
1993 “floor,” to an all-time low yield of 5.66%.  These
dramatic events were frequently described by media
pundits as a worldwide, round-the-clock, “flight-to-
quality”.

In reality, the fact that the buying of Treasuries was
spread across the entire maturity spectrum, and not con-
centrated at the short-end of the yield curve, implies that
something more than a flight-to-quality phenomenon
was occurring.  Indeed, musings that a flood of cheap
imports from the newly devalued manufacturing infra-
structure of the Far East was about to initiate a U.S. de-
scent into deflation provided much of the rationale for
the bond rally.  It was – and is – these deflationary ex-
pectations that provided the backdrop for market expec-
tations of near-term easing of monetary policy by the
Fed.

In contrast, we hold to a more sanguine view for the
future of the U.S. economy, and, hence, a more pessi-

mistic outlook for inflation.  Our forecast is grounded in
the observation that inflation is, by and large, a cyclical
phenomenon.  Prices tend to rise as the business cycle
matures and as slack resources disappear from the eco-
nomic landscape.  As resources become increasingly
strained, competition for ever scarcer resources, par-
ticularly labor, results in wage rises and a decline in pro-
ductivity.  Arguably, these late business cycle dynamics
are beginning to become increasingly apparent.  Some of
the supporting observations include:

♦ A job market at its tightest level in over a quarter
century

♦ Wages up 4% over the past year
♦ Housing prices and commercial rents on the up-

swing in many American urban centers
♦ Upticks in employee benefit costs, particularly

healthcare
What has been so surprising to us – and perhaps to

the Fed as well – is the low level to which inflation has
held to over the last few years.  Rather than representing
a framebreaking shift in the relationship between infla-
tion and the business cycle, we are more inclined to be-
lieve that inflation has been held low by more prosaic –
and, perhaps, more temporary – causes.  Specifically, the
strong dollar has held down import prices and con-
strained the ability of domestic producers to raise prices.
Additionally, the healthcare industry (representing 10%
of the CPI) has been under persistent cost pressures.
Then, too, U.S. corporations have managed to attain su-
perlative gains in productivity.  Finally, the Labor De-
partment has altered the mechanics of its CPI calcula-
tion, the cumulative changes of which have held down
(measured) inflation by ¼% per year.

Though these disinflationary forces have been unde-
niably potent, the relevant question now is whether these
factors will continue to exert a drag on the future direc-
tion of inflation.  In all four cases, we are inclined to
believe that much of the good inflation news is rapidly
becoming historical, exposing the U.S. economy to a
heightened risk of cyclically generated price pressures.
As prices gradually rise, we’d expect both moderate in-
creases in market rates and a tighter monetary policy
regime from the Fed.
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