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INVESTMENT UPDATE
At a recent presentation by Al Broaddus, the
President of the Federal Reserve Bank of Richmond, we were surprised to hear no mention of
inflation. As you may know, Dr. Broaddus is a
well-known inflation “hawk”, earning a reputation as one of the most outspoken critics of
easy Fed policy over the years. Yet in a
speech to the Richmond Society of Financial
Analysts, he spoke only of the work the Fed
was doing to ensure economic growth. There
were no cautionary warnings that stimulating
the economy might lead to higher consumer
prices down the road.

The Fed’s actions have backed up their statements. Since the beginning of the year, the Fed
has implemented the most aggressive easing program in more than 20 years. Greenspan and
company have cut the Fed funds rate by a cumulative 250 basis points, with other short-term
rates following suit. Yet, tellingly, despite the
weakness in the economy the yields of longermaturity bonds have actually risen in the first
four months of the year. The pattern of lower
short rates and higher long rates continued even
after the unexpectedly weak May 4th employment
report.
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We believe that the rise in long Treasuries this
Accordingly, we are beginning to believe that
year is due primarily to investors’ concerns
the Fed should consider taking a somewhat
towards the Fed’s laissez faire attitude on inslower approach to further rate cuts. The draflation. Bond investors, perpetually on the
matic reduction in the Fed funds rate in the
outlook for signs of higher inflation, can be
first four months of the year hasn’t begun to
forgiven if the current environment of high
take effect yet. Monetary policy takes time to
gasoline and energy prices, tumbling stock
work into the system, typically six to nine
markets, rismonths.
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tently high cost of labor. Productivity dropped
the long-term containment of inflation.
in the first quarter for the first time in six
years; lower productivity means higher unit
labor costs (see chart).
Our expectation is that at some point later this
year, long Treasuries will offer the potential
A lower rate of productivity and higher perfor significant excess returns. In addition to
unit labor costs are to be expected in the late
their distinct yield advantage over shorter
stages of a business cycle as demand slackens
Treasuries, they will also provide excess relaand companies suddenly find they have more
tive price appreciation should their yield adthan enough workers. What we are concerned
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about longer-term is that the Fed may not be
revert to a more normal historical relationship.
allowing the normal process of Darwinistic
We believe this move to a “flatter” yield curve
capitalism to take place, a process necessary to
will occur once investors begin to believe that
weed out the weaker players. By pumping lithe Fed’s easy monetary policy is nearing an
quidity into the market, firms that should cut
end. We will be watching closely for any sigback may not, reducing long-run productivity
nals of change in Fed policy, as that will be
and risking higher inflation in the years ahead.
our signal to increase our allocation to longdated Treasuries.
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