Providing Global Opportunities for the Risk-Aware Investor

Ceteris Paribus – All Other Things Being Equal
According to Wikipedia, ceteris paribus is a Latin phrase that literally translates as “with
other things the same.” Probably the most common paraphrase of this translation is,
“all other things being equal,” particularly in the world of economics. The entry goes
on to describe, “A ceteris paribus assumption is often fundamental to the predictive
purpose of scientific inquiry [and] it is usually necessary to rule out factors which
interfere with examining a specific causal relationship.”
Economics is considered a behavioral science, not a “hard” science like chemistry or
physics, partially since testing and proving causality in economic relationships is almost
impossible. Though economists rely on equations and formulas to predict how
changes in inputs will impact outputs like growth or employment, the results are still just
estimates, not scientific laws. The movements between economic variables like
unemployment and consumer spending are sometimes inconsistent, and as we wrote
about in our last research piece “Market Therapy”, greatly influenced by investor
psychology. In this vein, Friedrich Hayek, co-winner of the 1974 Nobel Prize in
Economics, attacked the idea of “scientism” – the imitation of physical science
methods in the social sciences. In his Nobel acceptance speech Hayek stated, “… in
the study of such complex phenomena as the market, which depend on the actions
of many individuals, all the circumstances which will determine the outcome of a
process…will hardly ever be fully known or measurable.”
Omnibus Rebus Consideratis – All Things Considered
As we listen to economists on financial news channels and read “expert” opinions, it
seems that most pundits are zeroing in on a particular relationship that supports their
prediction of either, a) the dawn of the next great bull market, or b) the worst yet to
come in the current recession. Some postulate that if the S&P 500 is trading at a multiyear high on valuations after such a quick run up, they would expect the market to
correct from here. Others claim that if the employment situation improves, they would
expect home foreclosures to subside, easing the burden on consumers and thus
extending the rally in equities. However, if the wealth destruction experienced in the
past two years permanently changes the way Americans view spending and saving
going forward, then equity markets will have a rocky road ahead. In isolation, an
argument can be made for almost any market forecast. All of these theories have
some predictive power, ceteris paribus. In our view, however, the changeability of
investor psychology and unpredictable timing of the flow-through of government
stimulus muddy the waters. We, like everyone else, do not have a crystal ball, and
must position our clients to benefit from the several ways the markets could play out in
the months ahead.
We broadly discuss the current landscape, the positive
developments we have seen, with a few notes of caution, and how our clients can
participate in the upside, yet be protected on the downside.
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Status Quo – The Current Situation
We were never in the camp that believed the second coming of the Great Depression
was upon us, and we are not now at the other end of the spectrum confident in a
sustainable bull market. Equities are not the only game in town, though, and our
clients have benefited from our diversified allocations while still mitigating risk.
Admittedly, U.S. equities have shown more strength than we thought (and still think)
was warranted by the economic fundamentals. A development we wanted to see
was for the equity market to again become a forward-looking indicator instead of a
day to day reactionary mechanism. We do believe that the markets are now a
forward-looking gauge, but instead of only considering fundamentals they also seem
to be pricing in an implied government insurance policy. Some are calling this
government stance a moral hazard, while others depict it as a necessary risk-premiumbridge to the other side of the recession. Regardless of your view, many investors
clearly feel confident that the government has put a floor under the crisis. Without the
confidence of a government backstop, could the Financial Select Sector SPDR ETF
(XLF) have rallied the more than 140% it has since its March low?
In our view, the tug of war in the markets now comes down to whether the “less-bad
news” view can hold on long enough and steadily enough for real growth to resume
before the low-growth/damaged consumer view gains critical mass. Currently, the
less-bad-news-is-good-news sentiment is propping up equities, and there are gains to
be made in risk-bearing assets. We believe it won’t take another extraordinary
Lehman Brothers-type event to knock us off this path, but there could be a slow,
grinding down of expectations over time. Our medium-term outlook for the economy
is still anemic, resulting in low-single-digit returns likely for equities, but we believe the
extreme risks that prompted us to move to the safety of short-term Treasurys in mid2008 have subsided. Below are some of the developments that are encouraging us to
move our clients out of an ultra-defensive portfolio allocation.
Differentiation – The decision to halve our equity positions in July 2008 and move to
cash equivalents was an unusual (yet beneficial) move. We believe in the long-term
risk control benefits of diversification, yet through our scenario analysis we know that
asset class correlations go up when times
Correlation with US Large Cap Equity
get tough. In other words, the baby gets
History
2008
thrown out with the bathwater. Last year
US Large Cap Equity
1
1
was an extreme event, and the only
US Small Cap Equity
0.78
0.96
International Equity
0.70
0.90
diversifying asset class in 2008 proved to
Emerging Markets Equity
0.65
0.84
be cash. Now that we are seeing some
US Fixed Income
0.21
0.35
differentiation in performance across asset
REITs
0.52
0.82
classes, and also across equity sectors, we
Real Assets
0.17
0.39
are gradually putting cash to work to
Inflation Protected Securities
0.08
0.53
rebuild our long-term target allocations.
Cash
0.11
-0.26
History: 1988-July 2009

Copyright © 2009 Miracle Mile Advisors, Inc.

2

Lower Risk Premiums – The extremes we saw last year in credit spreads and the VIX
volatility index have stabilized, signaling a renewed investor appetite for risk. This shift
toward acceptance of risk is also a positive sign for higher-volatile equity investments
such as emerging markets. If we were to see some reversal in investors’ risk appetites,
however, this could be a drag on emerging equity markets, possibly pulling down
developed markets with them.
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Opportunity Cost – Investment choices are tradeoffs, and so we have to look at the
landscape from a relative point of view. The yield on the SPDR Barclays Capital 1-3
Month T-Bill ETF is under 0.1%, and the iShares Barclays Short Treasury Bond ETF is about
0.3%. The best current rate on a three-month CD is about 1.5%, and for that an
investor gives up liquidity. While it may seem safer to sit on the sidelines, the potential
opportunity cost to do so is large, particularly if inflation is remotely on the horizon. We
believe that with Treasury yields so low across the curve, and higher rates more likely
than lower ones, the best step away from cash would be into municipal bonds, which
are currently yielding as much as corporate on a tax-equivalent basis.
Information on Select
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iShares Barclays
Short Treasury
Bond ETF (SHV)

iShares Barclays 7‐
10 Year Treasury
Bond ETF (IEF)

0.30%
0.26%
0.36%
0.30%
0.26%
0.34 yr
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3.34%
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California
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(CMF)
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4.92%
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iShares S&P
National Muni
Bond ETF (MUB)
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8.19 yr
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iShares iBoxx $
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5.60%
5.18%
5.13%
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The annual yield an investor would receive if the most recent fund distribution stayed the same going forward.

2

A standard yield calculation developed by the Securities and Exchange Commission that allows for fairer comparisons among bond funds. It is based on the most
recent 30‐day period. This yield figure reflects the interest earned during the period after deducting the fund's expenses for the period.

3

Tax Equivalent Yield = Tax Free Yield/(1 – Tax Rate). For the California Muni Bond Fund, a blended Federal and State tax rate of 41.045% is assumed, while for the
National Muni Bond Fund the highest Federal income rate of 35% is assumed.

All data as of 08/27/09 except iShares S&P 500 Index fund 30‐day SEC Yield as of 07/31/2009
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We consider the current risk to holding good quality municipal bonds to be fairly low.
As we discussed in December 2008 in “Fixed Income Mechanics,” the historical default
rate of municipal debt is very low. Between 1929 and 1937, 1.7% of municipal debt
was in default; however, all but 0.5% of that defaulted debt eventually paid its
obligations1. Furthermore, the hiccup experienced in the muni market last year was
largely related to liquidity problems during the height of the credit crunch, not credit
quality issues. Finally, California residents can be reassured that the interest and
principal payments of California state general obligation bonds effectively have a
second lien on all tax revenues of the state, second only to education. In light of
these facts, we believe that the risk/reward tradeoff on municipals is favorable for
investors.
Sentiment & Momentum – As we wrote about in “Market Therapy”, investor
psychology can be a force in the markets. While many people did experience real
losses last year, including jobs, homes, and investments, even those who were not
directly and immediately impacted felt sympathy pains. In 2008, we saw an
extraordinary shift away from personal consumption across the wealth spectrum.
Today, however, consumer and investor confidence readings are now generally
improving – the Conference Board’s consumer confidence index jumped in August to
its highest level since December 2007. In addition, each up-day in the equity markets is
reinforcing a growing investor optimism (or even just receding pessimism). These
increasing-confidence moves are generally a negative for Treasury bonds, since they
are viewed as a safe haven investment. We would view sentiment that goes to a
positive extreme, however, as a contrarian sign of a pullback in equities. On a
cautionary note, we are slightly wary of September, when everyone returns from their
summer holidays and gets back to business. We do not expect the same panic as last
year, but if nothing else we should see a return to normal trading volume which will
mean whatever trend we see will be more meaningful.
Trimming the Fat – The Depression Era left a
legacy of prudence and frugality in those
who lived through it, and at first blush it
seems the current crisis may have taught
some lessons as well. Corporate America
responded
by
dramatically
cutting
inventories and costs, the latter of which is
both positive and negative since cutting
costs usually means firing workers or slashing
wages. This should, however, set the stage
for a rebuilding over the next several quarters
from a leaner and more efficient base.
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George H. Hempel, The Postwar Quality of State and Local Debt, National Bureau of Economic Research, 1971
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Savings Rate and Consumption
At the consumer level, at least
10%
temporary lessons have been learned
8%
as well.
The personal savings rate
6%
stood at 4.2% in July, and while down
from the recent high of 6% in May, still
4%
well above the 2.8% average monthly
2%
rate since 2000. The deleveraging of
0%
personal balance sheets, however, is
an obvious headwind to consumer
-2%
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spending. From a big-picture point of
-4%
view, the legacy of 10% unemployment
could produce a more entrepreneurial
Source: Bureau of Economic Analysis
generation, particularly if the issues
surround health care for small businesses is addressed. Health care is an area where
we may be looking for opportunistic investments going forward.

A recession also can serve as an opportunity to sever the weakest links in the
economic food chain, allowing the strongest companies to flourish and have more
availability of resources. This time around, the government may have altered this
process by providing lifelines to companies that would have otherwise failed. The jury
is still out on whether the deep-pocketed bailouts will have the same longer-term
effects as the parent who does not carry out his or her threatened punishment,
reinforcing the “bad” behavior.
Stimulus – For some months now banks have used stimulus money to build up cash on
their books. On an historical basis, lending standards are still very restrictive, but the
latest Federal Reserve Loan Officer Survey shows some relief in the tightening of
standards.
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Interbank lending has also picked up, with the benchmark three-month LIBOR (London
Interbank Offered Rate) falling sharply in the last several months. For example, late last
week the cost for banks to borrow from each other in dollars over three months was
0.36%, down from 1.215% in mid June, and sharply lower than the 4.75% demanded in
October of last year. The liquidity pumped into the system by central banks also is
fueling enough confidence for banks to lend to each other over a longer time frame.
According to the Financial Times, brokers are seeing activity in one-year loans for the
first time since the collapse of Lehman Brothers almost a year ago.
As we said above, the full effects of the government’s massive stimulus programs will
still be unknown for some time. Immediate-impact policies like “cash for clunkers” and
the tax credit for first time home buyers have generated increased sales in both autos
and residential real estate, but a concern is that these programs may have just shifted
demand forward from future quarters. This could set the stage for a “double dip”
recession once the incentives are no longer in place. There is, however, a tangential
benefit from the clunkers program. In order to receive the government incentive the
new cars purchased had to be fuel-efficient vehicles. Even if the program only shifted
forward demand, it improved the efficiency of vehicles on the road and possibly
created a group of newly environmentally-conscious consumers.
The current
administration’s focus on alternative energy could lay the groundwork for attractive
opportunistic investments in that area as well.
Inflation/Deflation Balance – The pullback in oil prices and commodities (e.g. food)
have helped the Consumer Price Index to fall year-on-year in the last several months,
but the deflationary spiral expected by some analysts never materialized. Our view
has been, and still is, that inflation presents more of problem down the road than
deflation presents in the short run. While a lack of sustained deflation is central to
finding our footing in this nascent recovery, we believe now is the time to make sure
our portfolios are properly hedged for inflation. Oil prices plummeted to $30 per barrel
late last year after spiking at $140 during the summer, and now they are climbing north
of $70 per barrel again. Commodities like corn continue to trade above historical
averages, and commodity experts expect food price inflation to outpace the overall
rise in the Consumer Price Index going forward. The weak economy is not keeping
companies from increasing prices either. Anheuser-Busch InBev and MillerCoors have
both announced a new round of price increases this fall to combat rising costs.
In November of last year, Treasury Inflation Protected Securities were pricing in an
expected -2.2% rate of deflation over the next five years. Today, they are still priced
for about 1.2% inflation over five years, and 1.6% over the next ten. We believe the
actual inflation rate will be much higher than that, and our clients have and should
continue to benefit from owning TIPS.
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Another possible inflation catalyst could be the lag with which fiscal and monetary
stimulus responses trickle through the economy. Only a fraction of the allocated
stimulus money has been approved and put into action, and continued spending
could prove too much fuel on the fire. For example, California is expected to get $26
billion in stimulus funds over the next three years to use toward education programs,
stabilizing the state's finances, and infrastructure projects such as highways and
bridges. So far, only about $5.6 billion, or just over 20%, of that spending has been
approved. Overall, 15% of “shovel-ready” stimulus money has been paid out so far,
with 75% expected to be disbursed by the end of 2010. In order to better track the
path and timing of the money, the administration has created a “Stimulus Tzar” to
oversee its disbursement. His staff is creating a publically-available website which will
track every dollar from Washington so that Americans can compare the information to
what they may or may not see happening in their local areas. This site could prove
useful for understanding the impact of the spending, although it surely will be a
lightning rod for controversy.
Ergo – Therefore…
With all of these developments taken together, we believe that at this point our clients
will benefit from moving toward our fully invested, yet diversified, long term strategic
allocations. We are still monitoring the risks on the horizon – commercial real estate,
the number of bank failures at a 17 year high, a return to real earnings growth and not
just cost cutting, unwinding our massive federal debt, and above all the consumer –
and we see a post-Labor Day pullback as very possible. In our view, though, the risk of
panic is low, and our portfolios are structured to provide downside protection, inflation
insurance, and also upside capture. For these reasons, we feel confident that a riskaware investor can profit in the current environment.

August 28, 2009

Katherine Krantz
Chief Economic Strategist

Brock E. Moseley
Chief Investment Officer
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Disclosures
The views of Miracle Mile Advisors, Inc. (“MMA”) may change depending on market conditions, the assets
presented to us, and your objectives. This research is based on market conditions as of the printing date. The
materials contained above are solely informational, based upon publicly available information believed to be
reliable, and may change without notice. MMA makes every effort to use reliable, comprehensive information,
but we make no representation that it is accurate or complete. We have no obligation to tell you when
opinions or information in this report change.
MMA shall not in any way be liable for claims relating to these materials, and makes no express or implied
representations or warranties as to their accuracy or completeness or for statements or errors contained in, or
omissions from, them.
This report does not provide individually tailored investment advice. It has been prepared without regard to
the individual financial circumstances and objectives of persons who receive it. The securities discussed in this
report may not be suitable for all investors. MMA recommends that investors independently evaluate particular
investments and strategies, and encourages investors to seek the advice of a financial adviser. The
appropriateness of a particular investment or strategy will depend on an investor’s individual circumstances
and objectives.
This report is not an offer to buy or sell any security or to participate in any trading strategy. In addition to any
holdings that may be disclosed above, owners of MMA may have investments in securities or derivatives of
securities mentioned in this report, and may trade them in ways different from those discussed in this report.
The value of and income from your investments may vary because of changes in interest rates or foreign
exchange rates, securities prices or market indexes, operational or financial conditions of companies or other
factors. There may be time limitations on the exercise of options or other rights in your securities transactions.
Third-party data providers make no warranties or representations of any kind relating to the accuracy,
completeness, or timeliness of the data they provide and shall not have liability for any damages of any kind
relating to such data.
The information and analyses contained herein are not intended as tax, legal or investment advice and may
not be suitable for your specific circumstances; accordingly, you should consult your own tax, legal,
investment or other advisors, at both the outset of any transaction and on an ongoing basis, to determine such
suitability. Legal, accounting and tax restrictions, transaction costs and changes to any assumptions may
significantly affect the economics of any transaction. MMA does not render advice on tax and tax accounting
matters to clients. This material was not intended or written to be used, and it cannot be used by any taxpayer,
for the purpose of avoiding penalties that may be imposed on the taxpayer under U.S. federal tax laws.
The projections or other information shown in the report regarding the likelihood of various investment
outcomes are hypothetical in nature, do not reflect actual investment results and are not guarantees of future
results.
Other Important Disclosures
Physical precious metals are non-regulated products. Precious metals are speculative investments and, as
such, their value can be subject to declining market conditions.
Real estate investments are subject to special risks, including interest rate and property value fluctuations as
well as risks related to general and local economic conditions.
Foreign/Emerging Markets: Foreign investing involves certain risks, such as currency fluctuations and controls,
restrictions on foreign investments, less governmental supervision and regulation, and the potential for political
instability. In addition, the securities markets of many of the emerging markets are substantially smaller, less
developed, less liquid and more volatile than the securities of the U.S. and other more developed countries.
This report or any portion hereof may not be reprinted, sold or redistributed without the written consent of
MMA.
Additional information on recommended securities is available on request.
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