
Even as the U.S. nears 
tighter monetary policy, 
other central banks are 
poised to move in the 
opposite direction. 
European Central Bank 
President Mario Draghi 
has all but pledged 
additional stimulus to 
be announced at the 
December 3rd meeting 
via an expansion of their 
ongoing quantitative easing 
program and/or pushing 
policy rates further into 
negative territory. The 
Bank of Japan is likewise 
expected to more 
aggressively ease, and the 
People’s Bank of China too 
has taken accommodative 
steps as well.
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On the radar screen
1.The upcoming FOMC

meeting and
December 16th
announcement date
of their widely
anticipated decision
to lift overnight
lending rates in the
U.S. off the zero
bound will be a
primary focus of
investor attention.

2. Job growth, wage 
gains, solid confidence 
readings, low interest 
rates, cheap imports, 
and falling gas prices 
all auger for a healthy 
pick-up in personal 
consumption, but it’s 
been slow to 
materialize.

3. 4.

Winter is comming. With headline inflation bouncing 
around zero for much of the past year, it may seem a 
peculiar time to make this the focus of our monthly 
commentary. We believe just the opposite: now is 
precisely the time to be assessing the inflationary outlook 
and its potential impact on stock and bond markets. 

“Inflation is as violent as a mugger, as 
frightening as an armed robber, and as deadly 
as a hit man” 

— Ronald Reagan 

Given steady payroll growth and anecdotal 
evidence of rapidly mounting compensation 
pressures (minimum wage hikes, union contract 
negotiations, job placement firm surveys), a further 
rise seems probable. With more discretionary 
income at their disposal, consumers are likely to 
drive up prices for real estate and personal 
services. Readings north of 2% for both headline 
and core inflation at some point in 2016 is 
altogether possible. 

The Consumer Price Index (CPI) for urban residents 
shows a year over year increase of only 0.2%, having 
been dragged lower by a 17% drop in energy related 
costs. However, with the steep drop in oil and gas prices 
seen during the back half of 2014 soon to come out of 
the twelve month reading, the headline number is likely 
to snap back closer to the “core” inflation measure that 
excludes volatile food and energy components. Core CPI 
currently shows a 1.9% change for the year and has been 
trending higher throughout 2015. 

Manufacturing has 
been in a slump, but 
the inventory 
correction may have 
run its course, and 
there are indications 
that business 
investment is holding 
steady. Look for 
manufacturing to shift 
back into an expansion 
phase in coming 
months.
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The implications of rising inflation for capital markets 
are potentially very significant. Price increases are a 
reflection of strong economic activity, which we 
anticipate will persist and even accelerate in the U.S. 
and much of the world as we move through 2016. For 
companies, that implies solid “top-line” revenue 
growth, which taken by itself is unequivocally positive. 
But there is a dark side too. 
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"Liquidity is only there when you don't need it.” 

                                                                                           

Inflation is particularly insidious in its relation to bonds. 
Rising prices over time for the same good or service 
imply a declining value of money – a dollar in the 
future buys less than a dollar today. The stream of 
fixed interest payments and return of principal that a 
bond offers are therefore worth less as inflation rises 
(i.e. bond prices drop). Further, in order to contain 
inflationary damage central banks explicitly drive up 
interest rates in an effort to cool the pace of economic 
activity (again, bond prices drop). So bonds tend to 
perform quite poorly in the presence of unexpected 
inflation, and we anticipate that fixed-income investors 
may face significant headwinds over the course of the 
next few years for just this reason.  

Retail and institutional investors alike, via bond mutual 
funds and ETFs, have been voracious consumers of debt 
issuance in recent years. Foreign governments also hold 
large quantities of U.S. debt. It’s altogether possible 
that the tide may now be turning as the Federal Open 
Market Committee (FOMC) inches closer to a redirection 
in interest rate policy. Investors, dissatisfied with 
returns on their fixed-income portfolios as yields rise, 
may flip from being buyers to sellers. Central banks 
outside the U.S. may likewise unload bond holdings in 
an effort to defend their currencies from devaluation 
that might otherwise result from interest rate 
differentials. With regulatory changes having reduced 
the role of large banks as market makers, it is unclear 
that sufficient liquidity will be available should the 
largest buyers become sellers and head for the exit at 
the same time. The potential for a disorderly gap higher 
in yields is a plausible scenario of which investors should 
be mindful and prepared. Our response has been and 
remains still to maintain a short duration posture and 
shift into longer dated bonds only after yields have 
broken sharply higher.  
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The Employment Cost Index is a quarterly report from the U.S. Department of 
Labor that measures the growth of employee compensation.

— Wall Street adage

The news is better, but not great, for equity investors. 
As mentioned above, revenue growth should be solid, 
but rising employee compensation costs and the 
growing expense of debt capital jeopardize corporate 
profit margins. The profit cycle looks to have peaked 
with earnings growth rates likely to be lower over the 
next few years than was the case for much of the 
post-recession period. Further, rising bond yields can 
be expected to retard share buyback programs and 
acquisition activity that’s been a support to pricing for 
quite some time now.  

Our current assessment is that return opportunities 
within equities, while modest, are nevertheless more 
attractive than those available within high-grade fixed-
income. We tilt our portfolios accordingly. We also 
prefer overseas markets to those in the U.S., 
particularly where currency hedging options are 
available, to exploit more compelling valuations and 
more rapid economic reacceleration. 

Within the U.S. we have introduced a slight value bias and 
continue to modestly favor small cap stocks over those of 
larger companies. 
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