Providing Global Opportunities for the Risk-Aware Investor

Light at the End of the Tunnel

Historically, September has been viewed as a difficult month
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slowdown at home persists and the Euro-zone struggles to solve its debt problems.
In our research piece last month, “Third Time’s Not the Charm,” we discussed the
challenges facing the markets in the near term. This month, we now look forward.
There are some indications that relief could be in store early next year, at least from a
cyclical perspective. Here we discuss how an easing of inflationary pressures and a
stronger dollar could help support the American consumer, and thus the economy
and the equity market, in 2012.
The Consumer Lynchpin
Weighing in at 70 percent of GDP, it’s no surprise that consumption is key to the
success of the domestic economy. As Americans spent their way through the 1990’s and borrowed and spent through the 2000’s - the country had the economic growth
to show for it. On the other side of that coin, however, post-recession efforts to
sustainably revive growth have been hampered by the consumer’s lackluster
recovery. The Fed’s “experiment” with quantitative easing (QE) led to a decline in the
dollar, which gave the manufacturing/export sector a boost for a few quarters.
However, the unintended byproduct of QE was commodity price inflation and thus
higher costs for consumers. As we illustrate below, consumption remains a far more
crucial element than exports for a sustained economic upturn. In the end, it seems
that QE2 might have hurt the economy more than it helped.
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Disinflation - The New Stimulus
Adjusting to the “weak-consumer scenario” is difficult for most investors who are
accustomed to the upward mobility Americans have enjoyed throughout much of
modern history. For the last two decades, expanding job opportunities have enabled
American workers to hop from company to company and improve their salaries each
step of the way. In addition, improved access to credit and rising financial markets
boosted the consumer’s propensity to spend and to take on additional risk. Today,
however, these financial support pillars have significantly eroded. In the current
environment, we must ask, “Without significant job, income or credit growth, is there a
light at the end of the tunnel for the consumer?” The answer is, yes, there is a glimmer
of light on the inflation front. Data in recent months show that inflationary pressures are
beginning to ease, and this could translate into better economic news in the quarters
ahead.
When consumers have a set amount of income to spend every month, the dollars
taken up by necessities like food and gas play a major role in what is left over for
discretionary purchases. When prices of necessities become inflated, the result is like
an added tax on consumers. There is simply less money left over for discretionary
purchases, and economic growth suffers. If the portion of income required for
necessities decreases, then more income is available for people to buy things like
clothes, toys, and electronics.
Inflation data in the last few months
have been encouraging. Oil is now
trading below $80 per barrel - one
positive impact from a slowing
global economy. As a result, since
peaking in May, energy price
inflation has declined steadily and
should continue to do so if oil prices
remain under pressure.
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The moderation in energy prices
already appears to be flowing
through to lower import price inflation,
which is an area highly impacted by
commodity prices. As shown in the
graph at left, import inflation ticked
downward in August for the first time
since September 2010 - which was just
prior to the start of QE2.
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U.S. Dollar Fell on QE2, Rallied on Absence of QE3

The Federal Reserve declined to
81
announce a continuation of QE at
79
77
its annual conference in Jackson
75
Hole this August, and since that
73
Jackson Hole 2010 time the dollar has been marching
71
Fed talks about QE2
upward. A stronger dollar should
69
67
help inflation moderate even
further by contributing to lower
commodity prices, and giving
Americans better purchasing power in the global market place.
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Global Policy Reversing Course?
Despite the Fed’s goal for its QE2 easing program at home, we believe that this
program actually stimulated tighter monetary policy around the world. In the U.S., QE
constrained consumption by elevating commodity prices. Americans were forced to
pay more for items like gas and food, as well as imported goods that were now made
with more expensive raw materials. In high-growth countries like emerging markets,
however, commodity price inflation fed more directly into headline inflation. Since
most central banks (other than the Fed) have a single mandate to control inflation, a
series of rate hikes ensued to try to reign in price levels. Tighter policy in emerging
countries essentially helped put the brakes on the world economy, and counteracted
the goals the Fed hoped to accomplish.
Easy Policy in the West Has Forced Emerging Countries to Fight Inflation
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The good news is that QE2 is now history, and most global central banks have stopped
raising interest rates. Neither the Fed’s announcement at this year’s Jackson Hole
meeting in August nor its statement from the September policy-setting meeting
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contained signs of additional dollar-depressing monetary stimulus 1. Ironically, by
merely removing the threat of more QE, the Fed has in a sense loosened its policy
stance by allowing other central banks to do the same. Most central banks have not
gone so far as to reduce rates just yet - Brazil and Israel are the exceptions that have
already cut rates - but if inflation trends continue to moderate more rate cuts could
emerge in the coming months. The U.S. dollar should also benefit as global interest
rates fall and the currency becomes more attractive to foreign investors.
Stocks Could Price in a Recovery in 2012
Investors are frequently confused by the seemingly-contradictory signals sent by the
markets and economic data. While they may often appear to be at odds, it is usually
just a matter of timing. Stocks act as a leading indicator of the economy, which
means that the equity market prices in expectations for economic growth well in
advance of when it occurs - normally by about six months. Continued easing of
inflation trends would create tailwinds for consumer spending, and equities could
begin to price in this recovery by early 2012. Better economic data would likely follow
a few quarters later.
Unfortunately, we believe that a weak outlook for the rest of 2011 is already baked in
the cake. Leading indicators of the economy have moved from a slower pace of
expansion into actual contraction territory - both in the U.S. and abroad - but this is a
sign that the final phase of the downturn is approaching. The worst part of a cycle is
the last part of a cycle, but the upside is that it does pave the way for a recovery. The
instability in Europe contributes to the volatility we have been experiencing in the
equity markets, and a negative event there could in fact prove to be the catalyst for
the final leg down. We would consider that to be an excellent opportunity to return to
a more aggressive asset allocation. In the mean time, we will watch for a continued
easing in commodity, import, and headline inflation gauges to signal that relief is on
the way for the consumer.
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The Fed has embarked upon so-called “Operation Twist” which entails selling short-dated Treasury debt in exchange
for longer-dated Treasury debt, but this operation does not further expand the Fed’s balance sheet.
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Disclosures
The views of Miracle Mile Advisors, LLC (“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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