
European developments 
are likely to loom large 
as we inch closer to 
Britain’s June 
referendum on European 
Union membership. Be 
mindful also of 
Portugal’s credit rating 
review, the Spanish 
repeat election, ongoing 
Greek debt negotiations, 
concerns around 
solvency of Italian 
banks, and electoral 
success of fringe parties.
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On the radar screen
1. 2. Inflation appears as 

though it has turned 
the corner. Nowhere 
has that been more 
evident that in the 
Commodity Research 
Bureau’s raw 
industrial materials 
index—which has 
marched steadily 
higher since 
November. It will be 
telling if it maintains 
that trajectory.

3. 4.

A slow, winding trek higher. The downdrafts of 
August ’15 and January ’16 seem now mostly forgotten. 
Investors have refocused on prospects for a gradual 
economic expansion both in the U.S. and abroad, with 
the mixed set of news and data that come with such an 
outlook. On the plus side, labor market indicators 
continue to demonstrate strength as new 
unemployment insurance claims are at four decade 
lows, job openings are elevated, marginally attached 
workers are being drawn back into the labor pool, and 
wage growth maintains its upward trajectory.  

“All money is a metter of belief.” — Adam Smith

Financial conditions have also improved 
significantly as credit spreads have contracted, 
equities have rebounded, bank lending and bond 
issuance remains robust, pressure from a strong 
dollar has abated, and yields across the curve 
hold at historically low levels. 

Capital flows over the 
past few months reflect 
a “risk on” sentiment, 
with high-yield debt 
and emerging market 
equity funds attracting 
significant assets. If 
this broadens into a 
general bond-to-stock 
migration, we believe 
the impact on markets 
would be very 
substantial.

Corporate earnings reports have been better than 
anticipated, and analyst expectations for the year 
ahead are more positive still. Pulling in the other 
direction, global trade remains soft, domestic 
consumption has been less than underlying 
fundamentals would suggest likely as confidence has 
been persistently fragile, total debt levels in much of 
the world are elevated and growing more so, and a 
host of geopolitical risks pose an ever present threat 
to investor sentiment.  

Corporate earnings 
reports have again been 
consistently better than 
fears, but have shrunk 
year over year. But it’s 
the year ahead that 
counts, and analyst 
expectations seem to be 
turning for the better. 
Estimate revisions are 
likely to be important in 
the months ahead. 

Taking all of this into account, the consensus seems to be 
that an extension of the slow, erratic pace of growth 
observed over the past several years is likely to continue. 
That strikes us as being altogether reasonable. With 
pricing of many commodities now having rebounded and 
no longer obliterating revenues within the energy and 
materials sectors, top line growth prospects are materially 
improved. Assuming managers are reasonably successful 
in defending margins from rising employment costs (more 
on that below), corporate profits should rise at a steady if 
not unspectacular rate. 
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Eagle Strategies LLC (Eagle) is an investment adviser registered with the 
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York Life Insurance Company. Eagle is not a broker-dealer or an insurance 
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All investments are subject to market risk, including possible loss of 
principal. Stocks and bonds can decline due to adverse issuer, market, 
regulatory, or economic developments. High-yield securities carry higher 
risks and have speculative characteristics. Foreign securities can be subject 
to greater risks than U.S. investments, including currency fluctuations, less 
liquid trading markets, greater price volatility, political and economic 
instability, less publicly available information, and changes in tax or currency 
laws or monetary policy. These risks are likely to be greater for emerging 
markets than in developed markets. A bond’s prices are inversely affected 
by interest rates. The price will go up when interest rates fall and go down 
as interest rates rise. Bonds are subject to credit risk and interest rate risk.  

"There are no great limits to growth because there are no 
limits of human intelligence, imagination, and wonder." 
— Ronald Reagan

Analyst expectations point in that direction. With valuations 
neither stretched nor generous, price multiples are unlikely 
to move particularly far in either direction. The implication 
is that equities are likely to post modest gains in the 
quarters ahead. It has been very easy for businesses to expand capacity at 

relatively little cost by adding staff, but as the supply of idle 
workers diminishes and pay levels rise, the need for business to 
extract greater productivity gains from their existing workforce 
grows. The tools are there. Advances in robotics, 
communications, cloud computing, the “internet of things,” 
artificial intelligence, and many other fields all promise significant 
improvement opportunities in the way we work. Many features 
within the economy and financial markets have a cyclical aspect 
to them, and it is likely no different here. Productivity has been 
soft in recent years, but we believe it is likely to reaccelerate as 
companies learn to utilize new technologies and new processes 
to improve worker efficiency. In so doing, they can afford to 
more richly compensate employees even while protecting 
margins and growing earnings. And that underlies our positive 
outlook for equities even as we fret over incipient inflationary 
pressures.   

A credit spread is the spread between Treasury securities and non-Treasury 
securities that are identical in all respects except for quality rating. A yield curve is 
a line that plots the interest rates, at a set point in time, of bonds having equal 
credit quality, but differing maturity dates. A valuation is the process of 
determining the current worth of an asset or company. Since 1934, Commodity 
Research Bureau (CRB) has been the world's leading commodities and futures 
research, data, and analysis firm. CRB delivers information on the futures markets 
to interested parties via a number of data products, email and print publications, 
fundamental services and B2B products. It also is home of the CRB Price Index, a 
global benchmark for measuring commodity price movement.  

As we have forewarned for some time now, the 
environment could turn more hostile to bond 
investors. Wage pressures are gradually ratcheting up 
as the labor market tightens and employers are forced 
to compete for talent. At the same time, the reversal 
in the dollar and the rebound in commodity prices are 
defusing what have been significant deflationary 
impulses in recent quarters. Efforts by central bankers 
around the world to re-inflate their economies through 
unconventional policies could yet lead to an 
inflationary overshoot (as the Fed has explicitly 
acknowledged). Excessive growth of the supply of 
money will corrode its value and lessen confidence in 
paper currencies over time. Facing the prospects of 
being repaid in the future with less valuable dollars, 
we believe traders of fixed-income securities might 
come to conclude that these securities are overpriced 
in today’s market. It has been some time since we last 
heard from the bond vigilantes, but we doubt they are 
extinct - just hibernating. Anticipating their eventual 
awakening, we continue to shy away from long 
duration, high quality bonds at the margin. We believe 
stocks and shorter maturity, lower quality bonds 
continue to look more attractive. 

As stated above, our expectation is that employment costs 
will gradually accelerate in the quarters ahead even as 
sales growth is constrained. All other factors held 
constant, that suggests that corporate profits will be 
squeezed (the costs of producing goods and services are 
rising faster than the incremental revenue that comes 
from selling them). The key to preserving profitability in 
the presence of rising wages is to achieve productivity 
gains, which is to say that aided by new technologies and 
improved business processes, employees must produce 
more in every hour worked. Productivity growth has 
averaged roughly 2% annually over the past half century, 
but is estimated to have risen by only 0.5% a year post 
the Great Recession.1 This is both surprising, given the 
extraordinary pace of technological innovation, and 
problematic, but we doubt it will long persist. The Great 
Recession created a large pool of underutilized labor 
resources. 

Past performance is no guarantee of future results. 

1Source: Bloomberg and the Bureau of Labor Statistics – U.S. Nonfarm 
Business Sector Output Per Hour of All Persons series, 12/31/15.
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