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What a difference one little piece of data makes. Last
Monday, the 10-year Treasury yield was 4.81%. With the CPI up
3.82% in the past year, the inflation adjusted 10-year yield was
0.99%. It seemed hard to believe that the 10-year yield could go
much lower. But last week, bond prices soared and the 10-year yield
fell to 4.59%.

The catalyst for this decline was a drop in the Philadelphia
Fed survey for September to -0.4. A negative reading on the index
indicates a contraction in manufacturing activity in the Philadelphia
area. The September reading was the first contraction in this index
since April 2003, which was before the tax cut on capital gains and
dividends.

For some reason, markets have been walking on egg shells
since the beginning of this recovery and seem to give more credence
to weak data than strong data Nonetheless, the overreaction to the
Philly Fed survey is somewhat stunning. Just a few days before, the
New Y ork Fed September survey rose to 13.8, and was ignored.

The 10-year yield is now 66 basis points below the federal
funds rate. In the past, an inverted yield curve has signaled tight
monetary policy and the futures markets are now pricing in a Fed rate
cut by the spring of 2007.

Our typical inclination is to trust the markets. But markets
are sending mixed signals For example, when the yield curve
inverted prior to the 1990/91 and 2000/01 recessions, the price of
gold wasfalling. And whileit is true that the price of gold has fallen
from its speculative peak of $720/0z. in May of this year, it is still up
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7.6% this year and 35% from mid-2005. With gold up this much in
the past 18 months, it is hard to believe that money istight.

Some are looking at monetary base growth, which slowed to
a 6-month annualized growth rate of 0.5% in August. But the
monetary base has not been a trustworthy indicator of Fed policy. In
July 1990, when the economy dlipped into recession, the monetary
base had grown by 8.8% at an annual rate in the prior six months.
And in March 2001 (the official beginning of that recession), the 6-
month annualized rate of change in the monetary base was 5.3%.

Last year, in May 2005, the monetary base grew at a 6-
month annualized rate of just 1.7%, which led some to argue that
money was too tight. But the economy continued to grow despite
high energy prices and devastating hurricanes. In other words, the
slowdown in monetary base growth during 2006 may not be an
indicator of anything.

While it seems clear that the economy is showing some sign
of moderation, we do not expect any serious slowdown in economic
activity. Productivity, profits and business investment continue to
grow strongly, while initial unemployment claims signals a robust
labor market.

Moreover, inflationary pressures continue to build. Even
though energy prices have fallen sharply, the prices paid index from
the Philadelphia Fed survey was 38.1 in September, well above its
17.2 reading in March of this year. With inflationary pressures still
strong, we remain concerned that the bond market is underestimating
the level of future interest rates. Our models continue to suggest that
aneutral federal funds rate is 6% and any rate cut in 2007 is unlikely.
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