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Deflategate. We learned this month that an independent 
inquiry has determined two locker room attendants for the 
New England Patriots deliberately deflated game balls before 
the AFC Championship and that quarterback Tom Brady was 
probably aware of that inappropriate activity in at least a general 
sense. We reject that finding as blasphemous (truth is an 
acquired taste) and will defend Saint Tom to the bitter end. Our 
hope, implausible though it may be, is that deflategate is soon 
forgotten. But before it is, there is a useful corollary that we  
wish to draw (our attempt at making lemonade from lemons). 

One motivation for letting air out of a football is that it becomes 
easier to catch as an underinflated ball is less resilient and so 
has a reduced tendency to bounce off of a receiver’s pads. 

The analogy we wish to make is to the global economy, which 
entered the recovery in an extremely deflated state six years 
ago and has shown only mild resilience since as a result. Mass 
layoffs and global deleveraging let the air out of the economy on 
a scale not seen in generations, and central banks have spent 
the years since trying to pump it back up through zero interest 
rate policy and quantitative easing. The recovery has been slow 
thus far because our underinflated economy is less resilient to 
positive forces acting upon it than would otherwise be the case. 

On the radar screen

“It’s waiting that helps you as an 
investor, and a lot of people just can’t 
stand to wait.”

—Charles Munger

1. Greek budgetary 
relief continues to 
elude negotiators. 
There are some 
indications that the 
situation may be 
reaching a critical 
point (although 
it is equally likely 
this may grind on 
for quite some time 
yet to come).

2. Market stress 
remains isolated 
in Greek assets 
to a degree we 
find surprising. 
A default, debt 
restructuring, 
or exit from the 
monetary union 
has implications 
far beyond Greece. 
Monitor the spread 
between Italian and 
German sovereign 
debt for signs that 
the Greek crisis 
is infecting.

3. Measures of 
economic activity 
were subdued. 
Weather, a dock 
workers’ strike and 
data measurement 
issues may all 
have contributed. 
Regardless, a 
healthy rebound 
was widely expected 
this spring but has 
been very slow in 
materializing.

4. Activity in China 
continues to 
disappoint as 
unofficial metrics 
point to a dramatic 
slowdown in 
growth. The 
government has 
responded through 
a variety of policy 
actions and is likely 
to introduce more.

5. Consensus 
expectations for the 
first rate hike appear 
to have been pushed 
back to September.
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That may now be starting to change. After years of stagnation, 
the Employment Cost Index has hooked up over the past three 
quarters, implying that ever tightening labor market conditions 
are finally yielding higher wages. We may at last be on the cusp 
of a more normally functioning/properly inflated economy 
that’s not dependent on “unconventional” monetary policy, 
meaning that it may be time for the Fed to stop pumping. Any 
indication that the velocity of money, a function of bank lending 
activity, is starting to recover as well will convince us that such is 
definitely the case. We’re prepared for that eventuality and are 
ready to play ball. 

Measures of first quarter growth were very soft. Regardless of 
the cause, there seemed to be a near ubiquitous expectation 
that the spring would bring with it a healthy rebound, as was the 
case in 2014, but through May any such bounce has been difficult 
to recognize. We believe it is soon coming. Historically low rates 
of new unemployment claims, upward trends in confidence 
metrics, and still solid manufacturing and non-manufacturing 
survey readings lead us to believe that weakness year to date is 
likely a function of measurement issues and anomalous factors 
rather than an actual cyclical slowdown. Our expectation is 
that data releases will surprise in the opposite direction in the 
back half of the year, freeing the Fed to lift rates while exerting 
upward pressure on both inflation and bond yields. As such, our 
long held bias away from long duration bonds remains firmly 
in place. 

“I guess I would highlight that equity market valuations at  
this point generally are quite high.” — Janet Yellen, 5/6/15

Based on the comments above, you might reasonably assume 
that we are constructive in our outlook for equities and tilt 
our portfolio in that direction. Well, not really. Whereas we do 
believe that economic growth is on firm footing, particularly 
in the U.S., the path ahead for stock returns is not without its 
complications, valuations being significant among them. 

Corporate profits have grown enormously over the past five 
plus years, but stock prices have risen faster still. As a result, 
prices as a multiple of forward earnings now look slightly 
elevated relative to historic averages. Further, there are other 
measures such as cyclically adjusted P/E ratios (Shiller P/E 10 
ratio) and market capitalization to replacement cost (Tobin’s Q 
ratio) that suggest stocks might be very expensive, enough so 
that they have caught Fed Chairwoman Yellen’s attention. Her 
quote above echo’s her predecessor’s foreboding of “irrational 
exuberance” in advance of the technology bubble implosion. 

We don’t view stock prices as being especially expensive, but we 
acknowledge that nor are they cheap. Rising employment costs 
and a strong dollar may make it difficult to achieve rather lofty 
earnings expectations in the year or two ahead, exacerbating 
those valuation concerns. The net result is that we are not 
expecting large returns from stocks in the quarters ahead 
despite strengthening economic performance. Our strategy 
for now continues to be one of patience, maintaining a generally 
conservative/defensive posture until we see a meaningful 
pullback in pricing that allows us to invest in the market on terms 
that we find more acceptable. 
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