Providing Global Opportunities for the Risk-Aware Investor

Beyond Petroleum (and Food)

Earlier this year, we wrote about the inflationary pressures building in the global
economy due to rising commodity prices. We argued that the Federal Reserve should
acknowledge the role that its extended program of quantitative easing has played in
the commodity rally, and recognize that American consumers are facing rising prices
as a result. Since January, West Texas crude oil has reached over $112 per barrel, and
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post-recession low in October 2010.
The early impact of commodity inflation was felt in export-driven countries like China,
and they have been acting to combat rising prices for some time. More than twenty
central banks have tightened policy already this year, and this trend should continue
as fuel surcharges and higher raw material costs bubble through into prices of
consumer goods across Asia, Europe, and the United States. Tighter policy in the
world’s high-growth countries could lead to a global slowdown. If this happens, the
Fed may face a dilemma: the U.S. recovery is not yet firmly on track, especially
regarding employment, and yet policy makers may need to fight inflation at the same
time. Ironically, the longer the Fed keeps its foot on the gas, the longer the U.S. dollar
will remain weak, the higher commodity (and headline) inflation will run, and the more
growth will slow as central banks raise interest rates. In this research piece, we discuss
the transition the global economy may soon experience, and what the implications
could be for our portfolios.
Commodities Are Now Counteracting Monetary Policy
Historically, Federal Reserve policy makers have focused on core inflation when setting
monetary policy to target price stability. The logic behind this follows that food and
energy prices traditionally have been very volatile, and often influenced by
uncontrollable forces like weather patterns. Furthermore, the United States had long
enjoyed being the dominant force in the global economy, and commodity prices
tended to reinforce, rather than contradict, policy makers’ goals. In other words,
commodities like food and energy usually were rising when the U.S. economy was
overheating, and falling when the U.S. was slowing. The current cycle has been
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different. The U.S. has struggled to
recover from the recession, and the
Fed has responded by keeping
interest rates near zero for an
extended period. Ultra-low rates have
depressed the dollar and helped
drive up commodity prices, resulting in
input price inflation. The Fed is now
trying to stimulate domestic growth,
but food and energy prices are
dragging it down.
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Monetary Policy is Tightening in Most of the World
The Federal Reserve is showing no signs of shifting away from its easy monetary policy
stance any time soon. The second round of quantitative easing, which consists of $600
billion in Treasury bond purchases through the end of June, is continuing as scheduled
despite relatively-good economic data. Fed Chairman Bernanke also indicated that
as the debt held on the Fed’s balance sheet matures, the central bank intends to
reinvest the capital in new bonds rather than shrink the size of its holdings. This spells
continued stimulative conditions in the U.S., and a continuation of policy that weakens
the dollar. Meanwhile, in many countries where headline inflation is already
escalating, central banks have begun tightening. China, Brazil, and even fiscallyplagued Europe have increased interest rates and/or reserve requirements to combat
inflation sparked by food and energy costs.
Many Central Banks Have Been in Tightening Mode for Some Time
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The move toward tighter policy in a large portion of the global economy does not
bode well for future growth prospects. We have already seen the equity markets in
these countries price in slower growth for several months, and it is likely that the trend is
headed west. Europe is the perfect example for the challenges the U.S. could face in
the months ahead: inflationary pressures, slow growth, and looming fiscal problems.
Inflation is Not Confined to Food and Energy
The European Central Bank has a very straightforward mandate of price-stability,
which is what led the bank to raise interest rates last week despite other problems in its
economy. The Federal Reserve, on the other hand, has a dual mandate of both price
stability and full employment. When determining the level of price stability, the Fed
focuses on core inflation excluding food and energy prices. Policy makers have had
the luxury of focusing primarily on stimulating growth and employment since core
prices have remained fairly subdued, but soon even the core measure could begin to
experience upward pressure.
Energy and other commodity prices are not isolated from other segments of the
economy. Regardless of the industry, goods must be transported to consumers, which
means most goods require fuel at some point in the supply chain. Companies can
absorb a certain amount of increase in the cost of transportation, but eventually
margins suffer. At that point, a company faces a difficult choice: continue to
experience margin compression, or pass along the cost to consumers.
Since the last recession, most companies have opted to absorb cost increases for fear
that the consumer could not shoulder them, but lately this trend has started to
change. Fuel surcharges have become common practice again, as they were in
2007, and recently companies have begun raising prices on end-consumer goods. A
bellwether of the retail industry, Nike, recently announced that it plans to take
“significant price increases” across a wide range of shoe and clothing styles to help
offset rising raw materials, labor and freight costs 1. No longer will it make selective
price increases by style and market, as Nike has in the past; a significant, across-theboard rise will take effect in spring 2012. Many other companies are following suit,
complaining that costs are rising due to expensive cotton, higher fuel prices, and
demand for higher wages by laborers in China. Retailers spanning both higher- and
lower-end price points have already made the move toward aggressively higher
prices, as shown in the table below. American consumers have only seen the tip of the
iceberg of inflation.

1

“Nike hurt by cost pressures as it plans price hike,” Andria Cheng, MarketWatch
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Retailers Are Raising Prices
Retailer

Item

Old Price

New Price

% Change

American Eagle

Striped Polo Shirts

$29.50

$34.50

17%

Charlotte Russe

Swimwear

$14.50

$16.50

14%

Brooks Brothers

Wrinkle-Free Shirt

$79.50

$88.00

11%

Ralph Lauren

Long-Sleeved Men’s Shirt

$89.00

$95.00

7%

J. Crew

Women’s Gingham Oxford

$69.50

$72.00

4%

Source: “Camouflaging Price Creep,” by Stephanie Clifford, New York Times, April 22, 2011

Higher Inflation = Slower Growth
Inflation does not need to rise significantly to become a problem. Consumers are
already strapped for discretionary dollars, as higher gas and food prices put strain on
household budgets. Necessities such as transportation and personal care items are
experiencing increases in sales, while discretionary purchases like electronics and
furniture are on the decline.
Change in Retail Sales - Feb. 2010 to Feb. 2011
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weeks.
Stocks are indicators of future, not current, economic growth. They price in
expectations for the economy about six months in advance. Emerging market equities
experienced a rough start to the year as the slower-growth expectations dented those
markets, and we expect that to begin in the western world in the coming quarters. We
expect equities could have a choppy middle-portion of the year as the markets adjust
to higher inflation expectations and the potential for a slowing economy. The end of
the Fed’s bond purchases in June (the second round of quantitative easing) could
also throw the markets for a loop. Equities have become quite dependent on the
government safety net. We anticipate looking toward more defensive areas of the
market if this occurs, similar to the summer of 2010 when the equity rally paused in
April. Traditional safe havens such as gold and bonds should benefit from any
weakness in equities, and therefore investors should ensure their portfolios are well
diversified.
Longer term, the forecast is unclear. U.S. equities turned positive toward the end of
2010 as inflation was falling and Chairman Bernanke announced that the Fed would
begin another round of quantitative easing. Now inflation is rising, and the likelihood of
additional stimulus is small. The Fed will have some difficult choices to make to
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balance its dual mandate of price stability (calling for tighter policy to fight inflation)
and full employment (looser policy to stimulate growth). We will closely monitor how
the equity market digests those decisions, and opportunistically focus on holdings that
are defensive and/or produce income.
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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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