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Market Insights for Week Ending February 16, 2018 
 

 
  
Be Careful What You Wish For… 
 
In 2010, then Federal Reserve Chairman Ben Bernanke penned an op-ed piece in the 
Washington Post.  It came at a time when many were still skeptical of the massive 
monetary policy experiment known as Quantitative Easing or “QE” and how it would 
ultimately affect the economy and markets.  Bernanke used the forum to defend the 
FED’s decision to purchase an additional $600 billion of longer-term Treasury 

securities by mid-2011.  In addition, he reminded everyone that inflation remained below the 2% rate 
most policymakers see as being consistent with a healthy economy and that extreme monetary policy 
was warranted in an attempt to drive spending demand through a combination of lower borrowing 
costs and higher asset prices.  The bottom line: deflation was the ultimate risk and it must be stopped 
by any means necessary. 
 
Fast forward to February 14th, 2018, Total CPI(Consumer Price Index) increased .5% in January and is 
up 2.1% for the trailing 12 month period.  CPI has historically been used as an indicator of inflation as 
it measures a basket of goods and their price levels over different time frames.   
 

 
 
The chart above shows the US Inflation Rate in blue and the 2yr Treasury Rate in orange over the 
past 10 years.  You will notice that the most recent reading doesn’t really stick out or signal a major 
inflection point for the inflation reading, but you can clearly see that the market expectations for 
inflation and rate increases going forward has certainly shifted, with the 2yr Treasury Rate moving 
above the blue line.  This comes at a time when the FED’s balance sheet is currently holding steady at 
$4.435 Trillion……yes with a “T”.  That is a lot of money spent trying to create something that most 
people are scared of.   
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Why Do We Care? 
 
HCM doesn’t necessarily believe that inflation is about to take off.  However, we have to respect the 
recent moves in both CPI and short term rates and think about how that will affect client portfolios.  
From an economic standpoint, a low level of inflation is not something to worry about.  Our concern 
comes from inflation levels that would be above expectations.  In what would be a reverse of the “QE” 
experiment described above, higher inflation levels could force the Federal Reserve to act more 
aggressively than they or the market wants.  Raising short term rates would increase borrowing costs 
and discourage consumers from borrowing money, which in turn would lower consumption and 
spending, which in turn could lead to a recession.  Some of this thinking could have contributed to the 
market sell off we saw at the beginning of February.  And while some of those fears seem to have 
subsided, they certainly have not gone away. 
 
From an asset perspective, both fixed income and equities can be affected by inflation.  Historically, 
equities tend to produce their best returns with inflation in the 1%-3% range, which also happens to be 
the environment we have been in for the past 6 years.  Increased cost pressures are typically a sign of 
a healthy economic backdrop.  However, if inflation runs too hot and rates need to move up more 
quickly than expected, equity prices would most likely suffer.  HCM remains slightly overweight 
equities as we don’t feel that inflationary pressures have reached the tipping point quite yet and 
forecasted growth for earnings remains robust. 
 
On the fixed income side, most investors have been conditioned to believe that inflation and bonds 
don’t mix.  While some of that is certainly true, not all fixed income is created equal.  HCM has 
reviewed our fixed income positions and feel we have an appropriate mix of high-quality core bonds, 
along with managers who have the flexibility to invest in products that won’t be as sensitive to changes 
in inflation.  In addition, as rates move up, the ability to generate higher levels of income also presents 
itself.  As we are constantly focused on generating sustainable income for clients, this creates as 
much an opportunity as it does a challenge.   
 
Ultimately, the FED has spent a lot of time and money trying to pull the economy out of the 
deflationary spiral that was the Great Recession.  It remains a monetary experiment on a historic scale 
of both size and substance.  We may be seeing the first signs that the medicine is working, though the 
side effects are yet to be determined. 
 
 
Weekly Focus – Think About It  
 
“I always love to be careful with my expectations so that life has pleasant surprises for me.”  
  
-Sebastian Thrun 
 
Market Activity 
 
Performance last week for the four major asset classes were: 

 U.S. Stocks – Russell 3000 (IWV) – Gain of 4.4% 
 Developed Foreign Markets (EFA) – Gain of 4.26% 
 Emerging Markets (EEM) – Gain of 5.02% 
 Fixed Income (AGG) – Loss of .22% 

 
 (Note: performance is based on the change in net asset value) 
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Last Week’s Headlines 
 
-Global equities rallied with the S&P 500 having regained 8% from its February intraday low.  
Japanese stocks lagged the broader rally as the yen rose to a 15-month high versus the dollar. 
 
-US CPI surprised to the upside on both headline and core measures, pushing 10-year Treasury yields 
to a four-year high and above 2.9% for the first time since 2014. 
 
-Commodity prices rebounded, led by industrial and precious metals, also aided by a weaker US 
dollar. 
 
Eye on the Week Ahead 
 
-Minutes from the FED and ECB’s later January monetary policy meetings may provide market 
surprises, with a focus on US inflation.  Markets now expect just under 3 rate hikes this year and these 
expectations could rise further depending on what the minutes show. 
 
 
If you have questions about inflation or the capital markets, please contact a member of HCM’s 
Wealth Advisory Team: 
 
 
Mike Hengehold (Mike@HengeholdCapital.com)  Casey Boland (Casey@HengeholdCapital.com) 
 
Jake Butcher (Jake@HengeholdCapital.com)  Jim Eutsler (Jim@HengeholdCapital.com)  
 
Greg Middendorf (Greg@HengeholdCapital.com)    Steve Hengehold (Steve@HengeholdCapital.com) 
 
Doug Johnson (Doug@HengeholdCapital.com)  
 
 
Disclaimer 

Any tax or other advice contained in this document, including any attachments, is not intended and cannot be used for the 
purpose of avoiding penalties under Internal Revenue Code. No action should be taken on any information contained in this 
message without first consulting with your tax/legal advisors regarding the tax/legal consequences for your particular 
circumstances. 
 
Additional Notes: 

 The Standard & Poor’s 500 (S&P 500) is an unmanaged group of securities considered to be representative of the 
stock market in general. 

 Opinions expressed are subject to change without notice and are not intended as investment advice or to predict 
future performance. 

 Past performance does not guarantee future results. 

 You cannot invest directly in an index. 

 Consult your financial professional before making any investment decisions. 

 
• • • 
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