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The late February meeting of the Atlantic Trust Asset Allocation Committee 
(AAC) focused on two important topics, one overseas and one at home.

Inflation in the Emerging Markets

Emerging market (EM) equities have been star performers over the last decade.   
However, these stocks have lagged in recent months.  A major factor in this short-
term underperformance has been rising inflation in several fast-growing developing 
economies.  As seen in the charts on page 2, inflation rates in China, India and Brazil 
have all accelerated.  Monetary authorities have been hard at work to combat the 
uptick in inflation, and therein lies the concern for many investors.

China provides an instructive example of how inflation-fighting policies can spook 
equity investors.  For the past several years, China has been the world’s growth  
engine, posting a GDP growth rate over three times that of the U.S.  But hyper-growth 
often comes with the risk of imbalances.  In addition to higher inflation, China has  
experienced rapidly rising property prices in large urban areas and breathtaking  
expansion of bank lending.  Policymakers have stepped in to cool the economy’s 
frenetic pace to avoid an inflationary spiral.  Over the past year, the central bank has 
raised interest rates and bank reserve requirements several times.  The government 
has imposed a variety of restrictions on mortgage borrowing and taken other measures 
to discourage real estate speculation.  These policies are all prudent, but they have 
taken a toll on Chinese stock prices as investors worry about the authorities getting 
too much of what they wish for – in other words, a painful slowdown in the economy 
rather than gentle deceleration.  Variants of the Chinese story are playing out in India, 
Brazil and several other developing nations.  

Atlantic Trust has long advocated emerging markets equity exposure.  At the bottom 
of the bear market in early 2009 we recommended increasing EM, and we did so 
again later that year and in early 2010.  The AAC’s positive view on commodities has 
also been largely driven by rising demand from EM economies, and we built an EM 
debt recommendation into our model portfolios in 2009.  Clearly, we are long-term  
believers in the secular benefits of investing in the strong growth and structural 
improvement themes in these nations.
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Given recent underperformance and policy challenges described above, the Committee 
wrestled with the tactical challenges posed by monetary tightening.  In other words, is 
this a buying opportunity or a good time to book some of the long-term profits?  We 
continue to believe strongly that participating in the secular EM growth story will be a 
critical factor in generating portfolio appreciation over the years.  Thus, the AAC was 
not inclined to reduce positions in our asset allocation models.  At the same time, it was 
deemed premature to add to positions. As we have learned in the U.S. over the years, 
monetary tightening cycles sometimes can have unexpectedly harsh consequences.  
So, short-term, risk in these markets is at least slightly elevated.

 
We will continue to follow events in the EM closely, with an admitted bias toward 
looking for an opportune situation to add to positions at lower risk-adjusted valuations.  
Our hunch is that a good part of the EM inflation scare would recede when spring 
and summer planting conditions improve and relieve a variety of crop supply shortages 
or if tensions in the Middle East/North Africa subside and remove the supply risk  
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Source for Above Charts: Bloomberg, December 2010. Data after December 2010 is estimated.

Brazil CPI IPCA YoY
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We will continue to follow events 
in the EM closely, with an admitted 
bias toward looking for an opportune 
situation to add to positions at lower risk-
adjusted valuations.  
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premium currently embedded in oil prices.  Meanwhile, we encourage qualified  
investors to consider hedged strategies in the emerging Asian markets.  The scenario 
described has increased short-term macro risk.  Yet, hedged opportunities focused on 
specific investments in Asia while limiting market volatility are an appealing combina-
tion.  Please speak with your relationship manager if you would like more information.

The War at Home: Goodbye Stimulus, Hello Austerity

After three years of massive government spending – first to prevent financial collapse, 
and then to boost a depressed economy – the tide has turned.  The impact of the 
2010 election results, dreadful budget deficit problems and slightly more optimism 
about the U.S. economic outlook have shifted the “stimulus at any cost” mentality to 
a far more sober budget-cutting focus.

The rapid deterioration of the federal government’s balance sheet is illustrated 
below.  It paints a disturbing picture of a gathering debt storm.  It shows annual 
debt to GDP ratios forecasted by the Congressional Budget Office (CBO) for the 
last five years.  For example, four years ago, the CBO projected that the debt/
GDP ratio would be about 20% in 2017.  There was progressively bad news with 
each annual forecast, and the most recent projection for 2017 is nearly 80%. 

The new Congress, with a change of party leadership in the House of Representatives 
and an influx of members in both chambers who feel their mandate is to control 
spending, have changed the terms of the debate to how much – and what – to cut.  
A more zealous effort is occurring at the state level, where governors and legislatures 
are constitutionally required to balance their budgets.

The AAC addressed this important priority shift from the perspective of its implications  
for the U.S. stock and bond markets.  At the federal level, meaningful deficit  
reduction is essential to the long-term underpinnings of the economy and financial 
markets.  There is well-documented history supporting skepticism on whether politicians 
will seriously address the federal debt problem.  However, the House’s quick approval 
of $61 billion in cuts to the current year’s budget is an initial salvo in the direction of 
potentially meaningful deficit reduction in future years.  It is the sense of our Committee  
that financial markets are underestimating the potential for a material deficit  
reduction plan to unfold in the months ahead.  Are the odds of a big, bold deficit 
reduction package passing any time soon above 50%? Certainly not.  But we think 

Source: Congressional Budget Office, January 2011. Data after January 2011 is estimated.
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there is a better than negligible chance, and we are intrigued that consensus  
expectations on this issue are for nothing but token action.

What would be the reaction in financial markets to a deficit reduction “surprise” out 
of Washington?  The answer is clearer for bonds than stocks, but we believe both 
would rally.  An improved deficit outlook would relieve Treasury supply fears as well 
as debt-inspired inflation worries.  Austerity measures could slow GDP growth and 
corporate earnings in the short-term – normally a negative for equity markets.  In 
fact, Atlantic Trust’s economic forecast already anticipates slower growth later this 
year and in 2012, due in part to the fading of stimulus programs.  However, the AAC 
believes that the short-term concerns would be overwhelmed by a favorable reaction 
to progress on the issue that both institutional and individual investors have long 
regarded as the greatest long-term risk to our nation’s prosperity.

The very emotional austerity debate going on in many states has implications for the 
municipal bond market. Aggressive attempts by elected officials to rein in spending 
on state and local employees produced an epic battle surrounding the cost of  
government versus the rights of unionized public workers. Wisconsin has been the 
focal point of the battle, though similar measures are being considered in several 
states.  It is unclear at this writing how the Wisconsin standoff will be resolved.  But 
it is an example of our fundamental point that the terms of the budget debate have 
shifted toward budget cutting.  In a sense, the unions in Wisconsin have already lost 
as they have publicly agreed to wage freezes and an increase in worker contributions 
to health care and retirement plans.  The end result will be a rollback in taxpayer-  
subsidized employee benefits and future state funding liabilities.  Without taking 
sides in the ideological battle that has broken out in Wisconsin and elsewhere, we 
view material spending curbs as helpful in settling the intermittent jitters that have 
afflicted the municipal bond market in recent months.

As always, the most important asset allocation discussion is between you and your 
relationship manager. While the Asset Allocation Committee works hard to identify  
general opportunities for return enhancement and risk reduction, every client  
portfolio is managed to address customized objectives. Therefore, some of the  
recommendations referenced above may not be appropriate for your specific  
situation, so please speak with your relationship manager.

Atlantic Trust Private Wealth Management includes Atlantic Trust Company, a division of Invesco 
National Trust Company (a limited-purpose national trust company), and Stein Roe Investment 
Counsel, Inc. (a registered investment adviser), both of which are wholly-owned subsidiaries 
of Atlantic Trust Group, Inc. This document is intended for educational purposes only and the 
material presented should not be construed as an offer or recommendation to buy or sell any 
security. Concepts expressed are current as of the date of this newsletter only and may change 
without notice. Such concepts are the opinions of our investment professionals, many of whom 
are Chartered Financial Analysts® (CFA®). The CFA designation is a globally recognized standard 
for measuring the competence and integrity of investment professionals. Certified Financial 
Planner Board of Standards Inc. owns the certification marks CFP® and CERTIFIED FINANCIAL 
PLANNER™ in the U.S. 

There is no guarantee that these views will come to pass. Past performance does not guarantee 
future comparable results. To ensure compliance with requirements imposed by the IRS, we 
inform you that any U.S. federal tax advice contained in this communication (including any 
attachments) is not intended or written to be used, and cannot be used, for the purpose 
of (i) avoiding penalties under the Internal Revenue Code or (ii) promoting, marketing or 
recommending to another party any transaction or matter addressed herein. Atlantic Trust 
does not provide legal advice, and the information contained herein should only be used 
in consultation with your legal, accounting and tax advisers. To the extent that information 
contained herein is derived from third-party sources, although we believe the sources to be 
reliable, we cannot guarantee their accuracy.

Investment Products Offered are Not FDIC-Insured, May Lose Value and are Not Bank Guaranteed.  
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