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This newsletter is designed to augment our quarterly economic commentary, Our View From Mill Street, 

by presenting the Firm’s current views on timely topics in a way that can be widely disseminated.
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By the strict calendar definition, 2011 begins a new decade. For investment 

professionals, this can offer an opportunity to make fresh appraisals of the months 

and years ahead, citing new themes that will define the changing decade as a turning 

point for investors. If only the world today had such long-term views! Successful 

investing used to necessitate the long view, but today’s “long term” is essentially 

until the next quarter, a concept that has definitely increased volatility and risk in 

the investment markets.

As we have been writing for a few years now, we believe that the fundamental 

tension in the market continues to be between deflation and inflation. The market 

barometer to measure the inflation argument right now is the TIPS (Treasury Inflation 

Protected Securities) index which seems to foreshadow a resurgent inflation. The 

other side of that argument, the one that fears deflation, is Ben Bernanke. 

The Fed’s recent QE2 initiative, or more simply put, opening the monetary spigot 

yet again to the tune of some $600 billion, is designed to lower intermediate to long 

term interest rates and to raise asset prices in order to encourage spending at all 

levels. That result is far from certain, but has clearly helped in the short time since 

Bernanke announced the current initiative. If there is a blueprint in existence at the 

moment, Japan’s experience would argue that quantitative easing doesn’t always 

have the desired result. 
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As we look ahead, the visibility is by no means as clear as investors would like. Among the headlines that 

concern us in the immediate future are the following:

•   China is getting more active in its policy tightening moves as 

inflation pressures intensify with not just food but wages too. 

Headline inflation, at 4.4%, is at a 25-month high. The People’s 

Bank of China just hiked banking sector reserve ratios by 50 basis 

points to 18.5% — the second such increase in the past many weeks 

and the fifth for the year. 

•   European debt concerns will not be fully alleviated just because 

a rescue plan has been fashioned together for Ireland as it deals 

with its banking crisis. The focus will now likely shift to other 

tenuous countries such as Portugal and Spain. Greece has a two-

year lifeline before it confronts default again. These issues will 

continue for some time yet. 

•   We expect massive tightening in U.S. fiscal policy coming via 

spending cuts and tax hikes. Compounded with what is inevitable 

at the state and local level, this translates into a major headwind 

for the economy.

•   Gasoline prices are now over the $3-a-gallon threshold for the 

first time since mid October 2008. On a national average basis, 

prices at the pump are up nearly 30 cents from a year ago — 

effectively draining about $25 billion out of household cash flow. 
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On the other side of the ledger, Ben Bernanke’s Fed has a singular motivation to raise asset prices, and 

in particular, stock prices. Higher valuations foster more confidence in spending and, with an extremely 

low velocity of money in the economy right now, lackluster spending needs a jumpstart. With higher 

asset prices and spending, companies may also feel more inclined to hire. This may be their last bullet, 

but the chances are that the Federal Reserve will have more staying power than the market gives them 

credit for. Ironically, while this illustrates Bernanke’s fear of deflation, the lasting impact from his 

efforts may end up being the reason why TIPS prices are reflecting a potential inflation concern.

Because the last decade was so detrimental to equities in 

general, there are many attractive valuations that we have 

taken advantage of while maintaining a very conservative 

view toward potential risk. Currently, equities in our clients’ 

portfolios are heavily skewed toward a dividend strategy. In the 

last month or so dividend payers have lagged higher volatility 

(risk) stocks, but it is our contention that during periods of 

higher market volatility when total returns are below average, 

dividend-paying stocks typically outperform non-paying stocks 

as they have by more than 16% since 1980. Taking that a step 

further, dividend income has accounted for nearly one-third of 

the annualized total return of the S&P 500 since the 1970’s.

We enter 2011 at a point where investors have pushed higher-risk assets to what we believe is a speculative 

extreme on the belief that the Fed has provided a “backstop” against losses. It is entirely possible that this 

environment could continue for some time as long as the Fed and the bond markets are accommodating. 

Our emphasis on large capitalization, dividend-paying, well-run companies should provide competitive 

returns with a much lower risk profile. That’s not a bad combination in this tormented world we live in 

today.
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Bonds have always been a part of a balanced investment portfolio, and with corporate bonds especially, 

an analysis of credit quality and duration (some bonds can be called prior to their actual maturity) has 

been essential to maintain competitive returns in the low interest rate environment we have experienced 

for some time now.  We continue to ladder maturities of our bond positions rather than trying to make a 

call on the near-term direction of interest rates. The Federal Reserve can control short term rates, but it is 

the marketplace that ultimately determines where long term rates are headed. 

In contrast to the equity market, the last ten years have been 

very good for bonds as interest rates have generally moved 

lower. If the deflationary trend continues, bonds will benefit. 

If, on the other hand, an economic recovery is able to get a 

good foothold, interest rates will likely begin to move higher 

resulting in a less favorable bond market.  It may well be 

that this next decade reverses the experience of the last one, 

offering the possibility that equities outperform bonds. The 

contrarian call right now might also be for less volatility and 

more visibility in corporate earnings growth. That might not 

seem possible at this moment, but new decades have a way of 

defining new themes for investors.

Finally, in compliance with Rule 204-3 (c) of the Investment Advisers Act of 1940, we are making our 

annual offer to send you our current brochure.

Best wishes for a prosperous New Year.


