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You may be aware that as of the latest estimate, US GDP 
in the first quarter actually declined by 2.9%. This has 
not happened since the end of the Great Recession in 
2009. Should we be alarmed? As we discussed in our 
second quarter Economic and Investment Outlook, harsh 
anomalistic weather in the first quarter of this year took a 
significant toll on growth. But as we now know, a decline 
in inventories, government spending and exports added 
fuel to the headline contraction fire. This will not be 
repeated when the second quarter numbers are released. 
In fact, we expect a relatively meaningful snapback in 
activity. But don’t get too excited as the key macro of 
subdued economic growth in the current environment 
relative to historical experience is set to remain with us 
for some time. As we look at the economy as a whole, 
there are some currently encouraging signs, some bigger 
picture not so encouraging points, and some downright 
ugly continuing trends, all of which add up to a relatively 
subdued overall growth outlook. In other words, more of 
the same we have experienced in this total cycle to date.

One of the up until now not so bright spots of the current 
recovery has been the plight of small businesses. Their 
larger and often global brethren have partaken in the 
benefits of global government and central bank stimulus, 
once in a lifetime cost of capital lows in financial markets, 
and subdued labor cost pressures in a truly globalized 
economy. But small businesses have not had these 
advantages. So it was very good to see the recent month 
National Federation of Business optimism index finally 
reach a new high for the current cycle.

Admittedly, we are still far from the optimism highs of 
prior economic expansions, but this is nonetheless very 
important as the small business community in the US 
has historically been the largest creators of new jobs. 
Additionally, if smaller businesses sustain increased 
optimism, it is a very good bet they will engage in capital 
spending, something that has also been lacking in recent 
years. For now we are encouraged to see this and hope 
that it continues as we monitor this important indicator. 
Any incremental economic accelerant in this otherwise 
very subdued domestic economic recovery is a welcome 
sign. This is one.

As we step back a good distance and survey the 
broader economic landscape, the one continued missing 
ingredient of the entire cycle has been private sector 
credit expansion (in English, private sector borrowing), 
otherwise a fixture of economic recovery cycles past. 
In looking at really any economy, there is no greater 
expression of confidence than business borrowing for 
investment. This is especially true now and a good bit 
puzzling in a period of generational lows in borrowing 
costs. 
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The chart of the year over year change in bank loans and 
leases outstanding is a bird’s eye view of private sector 
borrowing. As is clear, we are looking at the weakest loan 
growth environment of any economic cycle of at least the 
last half century. Credit expansion has been the lifeblood 
of macro US economic expansion in prior recoveries. 
If we had to pick just one data point to explain why we 
are seeing such subdued overall GDP expansion in the 
current recovery, this would be it. We have witnessed a 
bit of growth acceleration recently in lending, but again 
set against historical context, it is simply nothing to write 
home about. 

Until we see meaningful growth in private sector credit 
creation, we can expect a continued 1.5-2.5% GDP 
growth rate character to define the current recovery. 
Again, we expect a good GDP number for the second 
quarter when reported, but it will really be a snapback 
reaction to the actual contraction seen in the first quarter. 
It will not be the beginning of a new higher level trend. 
Only a meaningful increase in credit expansion will allow 
a higher growth rate trajectory.

In trying to explain what we see in terms of lack of 
private sector credit creation in the current cycle, another 
key economic data point immediately becomes top of 
mind – the character of domestic wages. The US is by 
definition a consumption driven economy. The ability 
to consume is at its core underpinned by the character 
of wages. We do know that the employment downturn 
in the prior recession was one of the worst in recent 
memory. Moreover, the recovery in job gains to match 
prior cycle highs was one of the most prolonged in 
history. It has only been in recent months that we have 
seen this achievement, close to six years after the prior 
employment peak.

Coinciding with this real weakness in the domestic job 
market has been near historic weakness in wage gains. 
In fact, the year over year rate of change in average 
hourly earnings in the US today is much closer to 
half century lows than not. We are clearly up from the 
cycle bottom, but relative to historical context, historic 
weakness in wage growth mimics the historic weakness 
we see in private sector credit creation.

Although there are encouraging near term signs 
of improved optimism among the small business 
community, key macro guideposts such as the character 
of private sector credit creation and domestic wages tells 
us not to expect much difference in overall economic 
growth ahead than what has been the case cycle to date. 
Expect better numbers for Q2 GDP singularly, in fact 
possibly strength we have not seen in many quarters. 
Just don’t expect this to be the beginning of a higher 
level growth trend, not yet anyway. 
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A number of equity indices have recently gone to new all-
time highs – good news. But less in the headlines is the 
fact that a number of consumer price index levels have 
also recently registered all time historic highs. These 
are the price indexes for meat, poultry, fish, eggs, rent, 
medical costs, etc. We could go on and on. The reason 
we are bringing this up is that in recent months we have 
seen a number of spikes in price indices whose character 
is not only clearly noticeable, but anomalistic over the 
past few years. Post the June Federal Reserve meeting, 
Janet Yellen, Chairwoman of the Fed, was asked about 
these recent consumer price spikes. Her response was 
that they were “just noise.” 

Although one or two months of data does not establish 
a trend, the magnitude of these short term price 
increases and the fact that they are now occurring across 
consumer and manufacturing data simultaneously tells us 
they warrant close observation. What is most important 
in financial markets are expectations concerning forward 
inflationary pressures, not necessarily what has occurred 
in the past. We need to remember that a major support 
to bond and equity prices alike over the last few years 
is the consensus viewpoint that inflationary pressures 
remain low. Anything that changes that perception has 
the chance to influence asset values.

As mentioned, individual consumer food price indices 
have risen to all-time highs. Although food and energy 
prices are oftentimes ignored by economists, they are 
certainly not lost on consumers. We have not seen a two 
month rate of change increase in food prices like the 
current since 2011, and at that time we were comparing 
against very weak prior year trends.

We acknowledge that oil prices have risen a bit recently 
with geopolitical uncertainty in the Middle East, Syria 
and the Ukraine, but oil has advanced to current prices 
four times over the last four years with no geopolitical 
concerns evident, so the current rise is nothing special. 
Energy is a big component of agricultural, and ultimately 
retail food costs. 

What is important now is that we are seeing comparable 
near term price pressures in the manufacturing side of 
the economy. Each month the Philadelphia Fed releases 
an economic report that in large part geographically 
covers the major manufacturing areas in the US. In the 
recent report, we saw the largest one month increase in 
the prices paid subcomponent of the index in years. This 
reflects price pressures on manufacturing input costs. If 
sustained, manufacturers must pass through increased 
prices or face declining profitability.

INTEREST RATE OUTLOOK IS IT REALLY JUST “NOISE?”
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Finally, despite better headline optimism, the small 
business community has shown us over the last two 
months that they expect to get higher prices ahead 
relative to the prior three months.

The last time we saw this level of expected price 
increases to come for small businesses was in early 
2011 when prior year comparisons were simply horrible. 
As mentioned in the discussion regarding the economy, 
wage growth in the US remains historically subdued. It 
is likely that small businesses expect to increase prices 
not because demand has increased given low wage 
acceleration, but rather due to rising costs of business 
itself. Remember, in 2015 corporations will be subjected 
to potentially higher health benefit costs as per the 
Affordable Care Act legislation. Are small businesses 
anticipating those higher costs right now in raising 
prices?

Don’t get us wrong, inflationary pressures are not 
about to take off for the skies. The only way inflation 
would zoom ahead on a sustainable basis is if it 
was accompanied by wage inflation, and that’s not 
happening. What is important is that we are seeing 
a change in cost pressures in the consumer, small 
business and manufacturing sectors of the economy 
simultaneously. These pressures are breaking out to 
heightened levels we have not seen in the past few years 
and remain very important to monitor. 

Bond investors need to at least take notice. Heightened 
inflationary expectations would not be welcome news 
for investors in long dated maturities. Heightened 
inflationary expectations are often expressed with longer 
term interest rates moving higher, causing bond prices 
to fall. The current numbers also remind us just how 
important inflation protection is to equity investors within 
the context of a diversified portfolio. A major support to 
financial asset values over the past few years has been 
the thinking that inflationary pressures are and will remain 
low. Again, a few months of data points do not make a 
trend, so these now evident price pressures become key 
watch points in the months ahead. For now, Ms. Yellin 
believes they are noise, but if these trends continue, 
there indeed will be noise….on Wall Street. 

INTEREST RATE OUTLOOK IS IT REALLY JUST “NOISE?” Continued from page 3
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After a relatively torrid trajectory in 2013, the US equity 
market continues to climb to new heights this year, 
albeit at a slower pace. We rest at levels few thought 
possible during the dark days of early 2009. The bull 
market in stocks is now over a half decade old, quite the 
feat set against historical context. Given the movement 
in both price and time, it is only natural that questions 
regarding valuation have arisen. There are many different 
methodologies with which to assess valuation. Traditional 
metrics include looking at current price relative to 
earnings, sales, cash flow, book value, etc. 

It has been said that one of Warren Buffet’s favorite 
market indicators is the relationship between total market 
capitalization and US GDP. The market capitalization 
of any individual stock is its price multiplied by its total 
shares outstanding. Stock market capitalization is simply 
the aggregate value of all stocks in the market. In the 
chart that extends back to 1950, it is clear where we now 
stand in terms of Warren’s barometer. The message is 
that the stock market is not a bargain, far from it. 

What metrics like this and other traditional valuation 
gauges suggest to us is that as part of the overall 
portfolio management process, risk management is key. 
Along with client values, goals and objectives, which vary 
from client to client, risk management is the cornerstone 
of our investment philosophy.

Although many an equity market valuation metric are 
currently high, it is very infrequent that valuations alone 
cause market declines. In 2007, Warren’s favorite 
indicator was well above historic norms, but it was really 
the blowup in the mortgage credit markets that was the 
primary catalyst for the overall market decline to come. 
Few may remember this, but in late 1999, the Federal 
Reserve under Greenspan was printing what at the time 
seemed a very large amount of money (it is a pinprick 
compared to what we have seen since 2009) as they 
were frightened over a potential Y2K tech related real 
economy debacle. This money printing caused stocks 
to soar, aided and abetted by “dotcom fever.” It was the 
combination of historically excessive valuations and the 
cessation of Fed money printing in early 2000 that in the 
clarity of hindsight allowed price gravity to transform the 
bull into a bear market for stocks. Even stretching back 
to the peak in Warren’s indicator seen in the late 1960’s, 
it was the generational acceleration in inflation to come 
that was ultimately the equity price killer.

The process of managing risk in portfolios is dynamic. 
There are no hard and fast rules or singular valuation 
levels determining major turning points, but rather 
guidelines of historical context that necessarily must be 
integrated into ongoing decision making. Alongside this, 
we must attempt to correctly identify and monitor the 
factors influencing the market at all points in time. It is 
not the market itself, but rather the potential for change 
in what influences the market that can be the important 
decision point markers. Although easy to identify in 
hindsight, at prior stock market peaks it was significant 
change in what influenced the market – inflation, Fed 
money printing, significant credit market problems – that 
in good part sparked the stock price decline to come.

Just what are the factors important in influencing market 
outcomes today? Although far from exhaustive, we 
see generational lows in interest rates, unprecedented 
global central bank money printing accompanied by very 
meaningful movement of global capital due to currency 
debasement and potential confiscation (the crackdown 
on corruption in China and negative interest rates in the 

THE US STOCK MARKET WHAT WOULD WARREN DO?
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Euro banking system). We are also seeing some central 
banks and sovereign wealth funds purchasing global 
equities and know that pension issues loom large as 
widespread underfunding has caused the search for 
investment return to intensify, along with risk.

As you can see, in addition to simply monitoring market 
specific valuations, we must also monitor and assess the 
factors we believe important in influencing current market 
outcomes for potential change. By definition, our field 
of vision needs to be broad. As in many a professional 
sport, the best offense is to have a solid plan for defense 
and a very wide vision of the playing field. 

So what would Warren do in this market environment? 
With all due humility, we would guess that he is doing a 
similar analysis to what we have described and making 
appropriate adjustments to his holdings as conditions 
warrant. 
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