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S&P 500 Index 

-2.47   -0.14% 

Dow Jones Industrial Average 

-53.37   -0.33% 

NASDAQ Composite 

-2.07   -0.05% 

The markets were down significantly this week un-

til recovering most of their losses after good eco-

nomic news on Friday.  The big news this week 

was the unemployment rate.  The headline unem-

ployment rate (which really isn’t really a good 

measure of unemployment) fell from 7.3% to 7.0%.  

The participation rate also rose from 62.8% in Oc-

tober to 63.0% in November.  Some saw the high-

er participation as a sign that these were “real” 

gains in employment rather than people simply giv-

ing up.  However, if you look at the second chart 

on this page you will find that the participation rate 

declined dramatically in October and then re-

bounded in November, and 

is still lower than in Septem-

ber.  The declining trend is 

still to the downside and 

may even gather steam in 

the coming months. 

 Jobless benefits for 

roughly 1.3 million long-term 

unemployed people will ex-

pire next year unless con-

gress agrees to an exten-

sion (I’m not holding my 

breath).  This will have the 

effect of lowering the unem-

ployment rate.  As quoted in 

Reuters, JPMorgan econo-

mist Michael Feroli said, 

"The lapsing of the program 

could lower the unemploy-

ment rate by perhaps 0.25-

0.50 percentage point, with 

much of the effect coming 

through reduced labor force 

participation, rather than in-

creased employment."  

Such a drop could provide 

exciting and misleading 

headline numbers over the 

next few months. 
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http://www.reuters.com/article/2013/12/03/usa-economy-joblessbenefits-idUSL2N0JI16O20131203
http://www.reuters.com/article/2013/12/03/usa-economy-joblessbenefits-idUSL2N0JI16O20131203
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 Many see these signs as a possibility 

that the Fed may begin tapering their pur-

chase of Treasuries and Mortgage backed 

securities.  While the unemployment rate is 

in the range of where the Fed said that they 

might begin reducing purchases, they will 

likely be emboldened to continue the pro-

gram as long as inflation is subdued.  In the 

past, the Fed has mentioned that it relies on 

the work of the Cleveland Fed to determine 

long run inflation expectations. 

 Cleveland Fed employees William 

Bednar and Mehmet Pasaogullari recently 

authored a report about inflation expecta-

tions.  In their report they examine house-

hold, professional forecaster, and market 

based inflation expectations.   

 They use the University of Michigan 

Survey of Consumer Attitudes and Behavior 

to gauge the inflation expectations of 

households. This survey typically runs higher 

than the actual rate of inflation.  Additionally they 

use the Philadelphia Fed’s Survey of Profession-

al Forecaster’s to see what the pros think.  The 

chart from the Cleveland Fed on the right shows 

those expectations (those expectations have 

moved lower since this chart was published in 

October).. 

 The Cleveland Fed looks at interest rate 

swaps in determining market expectations.  They 

conclude the study by noting that, “Taken togeth-

er, these measures suggest that investors expect 

lower inflation in the medium and long term.”  

You can read their full study here. 

Conclusion  

 Janet Yellen has written about inflation 

being a self-fulfilling prophecy driven by the per-

ceptions of the public (read more here).  She will 

probably continue to rely on these Cleveland Fed 

forecasts when targeting long term inflation.  

Since inflation expectations are falling we may 

shoulder 
sh

head 

see a long period of disinflation or even defla-

tion.  This means that the Fed may continue 

their policy of quantitative easing regardless 

of lower unemployment rate that is likely com-

ing.  Some have even suggested 6.5% unem-

ployment as the level that the Fed would raise 

interest rates, but as long as inflation is low 

and the participation rate continues to fall,  

QE may be here for quite some time. 

http://www.clevelandfed.org/research/trends/2013/1013/01infpri.cfm
https://www.financialtailor.com/posts/yellen-at-the-top-of-my-lungs
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RISK SCORE 1 2 3 4 5 6 7 8 9 10 

Debt 66 54 48 40 33 27 19 15 8 8 

Short Term 28 21 19 16 14 10 7 5 3 3 

intermediate term 20 21 20 15 13 11 7 5 3 3 

long term 9 7 7 7 4 4 4 4 2 2 

floating 9 5 2 2 2 2 1 1 0 0 

           

Equities 18 27 33 41 47 51 59 64 71 71 

small cap 3 4 8 8 13 14 17 21 27 32 

mid cap 3 5 9 14 14 17 23 24 26 28 

large cap 12 18 16 19 20 20 19 19 18 11 

           

Other 16 19 19 19 20 22 22 21 21 21 

Reits 8 10 10 10 10 11 11 10 9 8 

Commodities 5 6 6 6 7 8 8 8 9 10 

currency 3 3 3 3 3 3 3 3 3 3 

           

total 100 100 100 100 100 100 100 100 100 100 

Strategic Allocation 

Conserva- Aggressive 

The Strategic allocation represents what should be the long term average of a portfolio.  That is, 

the average allocation of the portfolio should adhere to these risk allocations.  Different asset 

classes will outperform during different market conditions.  This allocation will change slowly as 

new information comes to light that will affect the long term performance of certain asset classes.  

We expect that portfolios that are more aggressive will outperform conservative portfolios over a 

longer period of time, but will experience a greater amount of volatility.   
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Overweight short term debt, par ticular ly for  more conservative clients.  This sector  should reduce in-

terest rate risk as well as market risk in the portfolio. 

 

Neutral intermediate term debt  

 

Neutral Long Term Debt, Long term debt has substantial r isk if interest rates r ise, but can still help 

alleviate losses in the event of a rapid stock market selloff.   This asset class has been oversold and we are 

using closed-end funds that are trading at a discount to net asset value to participate. 

 

Overweight on floating rate debt,  we are expecting slow and steady appreciation on floating rate notes. 

 

Underweight Small Capitalization Stocks, we are very cautious in this area, but still believe that care-

fully selected value stocks can continue to outperform. 

 

Underweight Mid-Cap Stocks, we apply the same logic to this asset class as to small cap stocks.  

 

Underweight Large Cap Stocks,  We are more selective with large cap stocks, if signs of inflation pick 

up we will look to invest in large cap companies with high debt.  We are extremely bearish on tech compa-

nies with stretched earnings multiples. 

 

Neutral REITs, 

 

Underweight Commodities,  

 

Currency -  We are underweight the Euro.  We are very negative on the yen, and expect a dramatic decline 

within the next few years.  We are currently holding higher levels of cash generally. 


