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Greenspan’s Head-Scratching and the
Theatre of the Dollar

At Allen Trust, our stock investing approach is
grounded in company-specific analysis rather than a
“top-down” macroeconomic approach. In other words,
we look for companies with sustainable competitive
advantages and low relative valuations, and with long-
term prospects we deem bright across a variety of eco-
nomic environments, not just the current one.

Nonetheless, economic context influences how we en-
ter new equity positions and how we exit existing ones,
and it weighs heavily on our fixed income decision-

making in particular. So I'm devoting this month’s let-
ter to some macroeconomic issues I consider essential.

Greenspan’s “Conundrum”

The big man himself is stumped: Fed Chief Alan
Greenspan has called the tenacity of long-term bond
prices in the face of eight consecutive Fed rate hikes a
conundrum, or paradox. We share his perplexity, as the
10-year Treasury hovers around a 4% yield vs. a 3.7%
yield on the 2-year note. While flat yield curves (where
yields are similar across maturities) have been seen be-
fore, a flattening yield curve with rates so low defies
easy explanation.

Possible Interpretations

Perhaps the bond market is pointing toward tame in-
flation and softening economic performance; but for-
ward commodity prices and modest-but-steady indica-
tions of GDP growth (+3.5% real Q1, Argus estimate)
give these arguments the lie. Alternatively, it can be
argued that the Fed’s rate hikes are dispelling inflation-
ary forces before they can gather; but this presumes
that a 3% Fed funds rate isn’t accommodative, whereas
Greenspan himself implies it’s not even a neutral policy
stance, much less a restrictive one. Still another possi-
bility is that confusion in the junk bond market is spur-
ring a “flight to quality” whereby nominally risk-free

assets command a heightened premium; while this
could stimulate a jump in Treasury prices, I don’t see
how it alone could sustain a bond rally in the face of
economic growth and robust commodity trends.

So what’s going on?
Whether or not they’re causative, I don’t know, but the
following factors seem to be part of the conundrum:

Stimulating Consumption, Not Investment

Americans are avid borrowers. Once a latent and grow-
ing store of value, Home Sweet Home has transformed
into a veritable Automated Teller Machine via serial
refinancing, and our government is similarly inclined.
Taken alone, we’d expect these factors to raise long-
term interest rates.

But wait a minute. All this debt-fueled liquidity begets
spending on manufactured goods. And since America

doesn’t manufacture like it used to, either in iualii or

—



