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Miracle Mile Advisors Research Spotlight: Fixed Income
Yields and Equities Used to Move in Tandem...
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...But Diverged in the Past Six Months
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Equities and Treasury bond yields have diverged over the last several months, but prior to that they moved in
the same direction for most of the last decade. This relationship was intuitive: equities rise when investors
want to take on risk, which drives bond prices down and yields up. The opposite occurs when risk aversion
rules and bonds appeal to investors looking for a safe haven. Recently, this positive correlation has broken
down; while equities have rallied, bond yields have gone almost nowhere and hovered at historically-low
levels. A few weeks ago, however, yields tried to break out of their holding pattern and rose briefly. What
changed in the last six months and then again in the last few weeks? The answer lies in Federal Reserve
bank policy.
Fed Policy Used to Lead Equities by About 9 Months
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Since former Fed Chairman Paul Volcker “broke the back of inflation” in the early 1980s the main factor in
determining the path of interest rates – and bond yields – has been monetary policy. This relationship has
changed since the central bank anchored its benchmark policy rate at zero during the financial crisis. The
Fed’s dual mandate of price stability and full employment demands that it weigh both of these goals when
setting policy, so at the time flooding the market with liquidity to avoid deflation and promote growth was
appropriate. Despite ZIRP (Zero percent Interest Rate Policy), bond yields still moved in line with stocks (and
the business cycle) during the equity market rallies in 2009 and 2010. During those periods investors thought
the Fed would soon remove its floor on interest rates as the economic backdrop improved. However, the
deleveraging occurring across the US economy has muted the recovery and the Fed clearly has chosen to err
on the side of stimulus.
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Inflation Began to Moderate Around August 2011
Annual % Change
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A break between bond yields and equities occurred around the time – August 2011 – when Fed Chairman
Ben Bernanke assured the financial community that the central bank would leave ZIRP in place at least until
mid-2013. The markets took the Chairman at his word for the next several months, particularly since the
outlook for the U.S. credit rating had just been downgraded by Standard & Poor’s and Europe was at the
height of its fiscal crisis. Although many investors thought that another recession was the most likely scenario,
this was not in the cards. In fact, the inflationary pressures caused by the last round of quantitative easing
were just rolling off, and this set the stage for the upturn in leading indicators and the business cycle which
began a few months later.
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Despite broad-based improvement in the economic backdrop, most investors wrote off the equity market rally
as a temporary blip. Sentiment was extremely bearish, and since the Fed had guaranteed ultra-low rates for
the next 18 months there was no risk of interest rates rising. Investors continued to park capital in Treasurys
despite the strength in equities. In a sense the Fed’s verbal commitment to ZIRP became another method of
policy easing, albeit easing at a time when the business cycle was already heading into an upturn.
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Several months of gains in equities and steadily improving economic data boosted bullish sentiment as more
investors bought into the cyclical improvement story. Stocks began to present an increasingly-favorable
risk/reward tradeoff relative to bonds, and yields started to back up in mid-March as questions arose about
whether the Fed would maintain ZIRP despite its promise in August. Then on March 26 Chairman Bernanke
confirmed his support for a zero interest rate policy until the end of 2014 and yields fell.
Corporates Have Gained on Munis in 2012
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Our view is that the Fed now is backed into a corner. Policy makers are unable to retreat from their
commitment to zero rates without devaluing their only currency: credibility. Unfortunately, anchored interest
rates have not and will not spark growth. Without an imminent threat of higher rates there is no urgency for
consumers to purchase homes or cars. If a product is on sale for the next 18 months, will anyone run out to
buy it tomorrow? On the other hand, these low rates will eventually contribute to inflationary pressures. As
investors, our main concern is where we can find sufficient yield without taking on too much risk.
Municipal bonds have been our primary fixed income allocation for clients – and also the best performing
asset class in 2011 – but finding yield means extending our bond holdings out to longer maturities. This
implies significant interest rate risk since higher yields can only be found well beyond the Fed’s 2014 low-rate
guarantee. Instead, we are shifting a portion of our municipal bond allocations toward corporate bonds.
Companies are healthy, and we expect earnings to pick up in the next quarter to extend the equity rally. When
the Fed does lift ZIRP, or inflationary pressures drive interest rates up organically, this will provide an
opportunity for us to move back toward muni bonds and lock in higher yields. In the meantime, corporate
bonds provide higher yields and potential for capital appreciation.
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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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