Providing Global Opportunities for the Risk-Aware Investor

Third Time’s Not the Charm

When there is a week in which the Federal Reserve Chairman’s annual speech from
Jackson Hole is the third biggest news story, you know it was an eventful week.
Chairman Bernanke’s speech was a flash in the pan not only due to the east coast
earthquake and Hurricane Irene, but also because it delivered no new information. In
our opinion, no news is good news. Despite clamoring by many investors for more
stimulus in the form of additional purchases of Treasury bonds, the Fed did not deliver.
This outcome was not only expected, but the correct decision. We cannot be sure of
Chairman Bernanke’s exact reasons for not announcing another round of bond
buying as he did last year, but we have many reasons why we think it would have
been a big policy mistake. The old cliché does not hold in this instance…third time’s
not the charm.
Time and Again
Repeating the same behavior and expecting different results is often cited as the
definition of insanity. The first two
rounds of quantitative easing (QE)
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The Fed is holding onto the idea that lower interest rates will stimulate demand for
credit and mortgages. This relationship held in the last several decades, but now that
we have entered an era of deleveraging, traditional monetary measures do not work
like before. Lack of liquidity and too-high interest rates are not keeping growth low;
consumers (and governments) are choosing to keep more cash on their “balance
sheets” and forego taking on more debt. Instead of kicking off a virtuous pro-growth
cycle, easier and easier policy is exacerbating the slowdown by causing inflation.
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Out of the Frying Pan and into the Fire
One thing that the second round of QE did accomplish was to ignite inflation. Lower
rates depressed the U.S. dollar, thereby fueling a boom in commodities, which are
mostly priced in dollars. The weaker currency did arguably boost the export sector of
the U.S. economy for a short time, but that boost came at a steep price. Exports make
up only about 12% of U.S. GDP, while the consumer segment accounts for more than
70 percent. In order to stimulate
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and a renewed drag on disposable income in the form of higher commodity prices for
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83

U.S. Dollar Index and Inflation

4.0%

An Uphill Battle
Many investors have compared the path equities have taken in 2011 to that of 2010,
and now expect an equity rally to again take hold throughout the rest of the year. We
disagree, and not only because the Fed has not provided another round of QE. The
global macro backdrop is very different today than it was a year ago.
In mid-2010, most world economies had been easing policy to spark growth, and
inflation was at a low level. Today, inflation is rising, and most countries outside the U.S.
are well into a tightening cycle to fight those inflationary pressures. A slow down
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caused by higher prices - and the fight to stave off those higher prices - has caused
growth to slow enough that many are concerned about another recessionary period.
GDP in the second quarter grew at only a 1% annualized rate, while the estimate for
the first quarter was revised down to 0.4%. Late to the game per usual, economists
have begun slicing GDP estimates for 2011, which have fallen from over 3% earlier this
year to around 1.75% currently.
Data series that tend to foretell the
direction of growth do not paint a
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of the economy, the path of equities could follow suit. Last year, when the Fed began
QE2 these indicators were rising, heralding an improvement in growth and markets
even before the stimulus. It is impossible to know what would have happened without
the second round of quantitative easing, but the macro data showed an uptrend was
already in place. Today, we are on the opposite side of that coin.
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Many people would argue that the deteriorating economic backdrop is the very
reason the Fed should intervene with more stimulus. We disagree. The monetary and
fiscal policy steps taken at the onset of the financial crisis helped lessen the impact of
the recession, but now the game has changed. The fed funds rate already has
hovered near zero for a multi-year period, and the Fed has promised to keep rates at
this low level through mid-2013. At this point, monetary policy may have done
everything it can do in a period of consumer deleveraging.
Hands Are Tied
During his speech at the Jackson Hole conference, Chairman Bernanke separated the
economy’s challenges into two parts: a near-term recovery, and the realization of its
long-term growth potential. The challenge for the Federal Reserve is that it is
responsible for the former, but has little influence over the latter. For that, the country is
dependent upon fiscal policy determined in Washington. Chairman Bernanke
reiterated in the speech his long-held view that monetary policy alone is not the
answer for sustainable economic growth, saying, “…most of the economic policies
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that support robust economic growth in the long run are outside the province of the
central bank.” The Chairman listed some of the structural problems faced by the U.S.,
including an aging population, weaknesses in the K-12 education system, and the high
cost of health care in the U.S. without commensurate health results, and stressed the
importance of maintaining fiscal sustainability without endangering an economic
recovery. This balance is the most challenging problem for the country as a whole. The
political environment in this country is becoming less, not more, compromising, and
extreme views on the role of the federal government have left many Americans
believing that any form of government spending is distasteful. Without a doubt the U.S.
must put its fiscal house in order and stop kicking the can down the road to the next
generation, but slash and burn tactics for political posturing will absolutely endanger
the economy in the near term.
Basically, the Fed Chairman is acknowledging that the bank’s ability to be more than
a cyclical fix is limited. He is asking members of Congress to put the country’s
economic future ahead of their own political interests, and make real structural
changes. He even managed to insert a very polite dig regarding the debt ceiling
fiasco that embroiled Washington, D.C. over the summer, “…the country would be
well served by a better process for making fiscal decisions. The negotiations that took
place over the summer disrupted financial markets and probably the economy as
well.” If a more prudent and thoughtful atmosphere in Washington is a key factor in
determining the long-term health of our economy, that is a cause for concern.
Sticking Your Head in the Sand
After a tumultuous start to August, the U.S. equity market has crept upward over the
past week or so despite a continued deterioration in economic data reports. All eyes
were on the speech in Jackson Hole with investors betting for and against additional
stimulus, roiling equities in the week prior. Since that day, the bulls have grabbed a
hold of anything positive gleaned from the speech, even something as small as
extending the September policy setting meeting to two days. Comments such as,
“….the growth fundamentals of the United States do not appear to have been
permanently altered by the shocks of the past four years,” amount to not much more
than “It will get better, I promise.” Unfortunately, our policymakers’ track record when
it comes to positive assessments of the economy is dismal. Listed below are some
quotes from Ben Bernanke that have surely come back to haunt his dreams:
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Ill-Timed Quotes from Fed Chairman Bernanke
“We’ve never had a decline in housing prices on a nationwide basis”

July 2005 1

“At this juncture, however, the impact on the broader economy and financial
markets of the problems in the subprime market seem likely to be contained.”

March 2007 2

“The Federal Reserve is not currently forecasting a recession.”

January 20083

“Among the largest banks, the capital ratios remain good and I don’t
anticipate any serious problems of that sort among the large, internationally
active banks that make up a very substantial part of our banking system.”

February 20084

Policy makers are not alone in wearing rose-colored glasses. A string of business
surveys has presented a deteriorating view of growth, yet investors are choosing to
accentuate the positive for the second half of 2011. For example, the Dallas Fed’s
Texas manufacturing outlook survey for August was decidedly downbeat.
Respondents made comments such as:
“We have seen a noticeable drop-off in new orders and requests for quotation this summer”
“We are getting more discouraged about our general economic outlook,”
“All of the improvement expected in six months is based on adding additional customers. We
are not expecting any improvement from our current customer base.”

At this point, we believe it is a matter of time before investors’ outlooks and
expectations realign with the fundamentals. The inflation-driven slowdown occurring
now has already been in the pipeline for months, and likely would continue regardless
of new monetary policy measures. Dissention is rising within the Federal Open Market
Committee as well, leaving little chance of additional monetary stimulus regardless of
whether it is warranted. Several of the regional Fed Presidents, such as Dallas’ Richard
Fisher, have vocally opposed additional measures for some time now, and his
supporters are growing in number.
It is always difficult to have a negative outlook on the markets, but the direction of
recent economic data makes that outlook warranted in the near term. We have
taken steps to reduce the risk exposure in many of our portfolios in recent months, and
believe that this stance remains prudent for clients who have a conservative risk profile
or a short time horizon.

1

“Drop Foreseen in Median Price of Homes in U.S.,” David Leonhardt & Vikas Bajaj, New York Times, August 26, 2007
Testimony before the Joint Economic Committee, United States Congress, March 28, 2007
3
“Fed 'not currently' predicting US recession: Bernanke,” AFP, January 10, 2008
4
Q&A after testimony before Senate Banking Committee, February 14, 2008
2
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A volatile market inspires a rollercoaster of emotions, but at times like these it is most
important for investors to remain faithful to their longer-term risk profile, and not the
daily direction of the market. It is unclear whether we are facing a mild slowdown or a
real “double-dip” recession, but in the coming months we will see how the economic
backdrop impacts financial markets. In light of the revisions to GDP growth for the first
half of 2011, the case may be that the recession never truly ended, but took a
temporary vacation. As we always say, however, the markets are not the economy,
and many factors can impact investors’ penchant for risk-taking behavior. If
Washington can present some sort of fiscal solution for sustainably reducing the
country’s budget deficit, or if investors deem the rock-bottom yields on Treasurys too
low for comfort, we may see support continued for the equity market. Right now, the
macro backdrop is very important, and investors should monitor any changes that
could reverse the cyclical downtrend in place. The good news is that markets are
cyclical, and equity weakness could be a buying opportunity for investors who have a
longer-term perspective.
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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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