COULD QE2 LEAD TO BUBBLES?
Why some analysts are worried about the Fed’s latest monetary easing effort.
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Is the glass half full? The Federal Reserve has committed to buying $600 billion worth
of Treasury bonds between now and June, and it wants to purchase up to $900 billion
in debt by the end of September 2011." This second round of quantitative easing has
been dubbed QE2. In a nutshell, the effort would pour cash into the banking system to
promote lending and inflation, and it has the potential to help stocks, the housing
market and consumer spending.

Or is it half empty? Some economists are worried about the impact of this tactic.
They fear it may create a stock bubble - an inflated equities market motivated by
speculation and low interest rates instead of earnings. Likewise, some see a
commodities bubble that could burst dramatically in the years ahead.

QE2 has already earned some prominent detractors. Bond market guru Bill Gross just
called it “a Ponzi scheme” that will end the 30-year bull market in bonds (an event he
has actually forecast for some time). Jim Rogers, the Quantum Fund co-founder who
astutely called the worldwide bull market in commodities in 1999, recently labeled
QE2 “petrol on the fire” of the commodities market and told an Oxford University
audience that Fed chair Ben Bernanke “does not understand economics ... all he
understands is printing money.”%?

Will more investors turn to stocks? The Fed’s bond-buying program implies lower
long-term interest rates, lower bond yields and a weaker dollar. In an environment
with lower bond yields, investors are predisposed to enter other asset classes such as
real estate and stocks. If the stock and housing markets improve, that will certainly
aid consumer confidence which, in turn, should aid consumer spending.

On Main Street, there are two speed bumps on the way to that rosy domestic
outcome: a lack of customers and/or demand (especially in the housing market) and
unemployment. The Fed’s strategy may have a tough time getting around those
economic obstacles.

Why are other nations growing testy? QE2 could invite a trade war. A weak
greenback means a big advantage for U.S. exports. Our products will be cheaper in
other nations thanks to the increase in the money supply holding down the value of
the dollar. Correspondingly, imported goods will cost us more and we will buy less of
them. That’s terrible news for nations such as China, Germany, Russia, Japan, France,
Great Britain and Hong Kong - all of whom are counting on exports to aid in their
economic recoveries.

If U.S. interest rates are too low for too long, investors may try the emerging markets
and/or the commodities markets seeking higher returns. So the commodities markets
and the emerging markets could get even hotter.



If that happens, it would imply higher prices for oil, crops and raw materials in the
United States, which would hamper our economy. Of course, many analysts think the
commodities markets will keep advancing with or without influences like QE2 - the
ongoing condition is simply too much demand and not enough supply.

Is this the “Hail Mary” play? With interest rates so low and one round of bond-buying

already in the history books, the Fed doesn’t have many options left to jump-start the
economy. Here’s hoping its latest move gives the recovery more traction.

The Take Away by: Laurie Skwerer, CFA, TPI’s Chief Investment Officer

With all due sympathy for Ben Bernanke, given the Federal Reserve Banks dual mandate to both control
inflation and create jobs, the latest round of Quantitative Easing (QE II) gives me (and my colleagues at
TPI) tremendous pause.

Indeed, the markets themselves have voted against this latest round of easing as evidenced by the flood of
monies into hard assets. Between September and late October (in anticipation of QE II), cotton has risen
54%, corn 29%, soybeans 22%, orange juice 17%, and sugar 51%. This movement reflects the reality that
quantitative easing debases the underlying currency and may lead to rampant inflation. Eventually these
commodity price increases will flow through the economy, putting even more strain on consumers.
Americans spend 10% of income on gas and utilities. Since August, gas prices per gallon have risen 4.8%.
A 10% increase in gas prices per gallon from here will divert $51 billion from other sectors.

Today, with the commencement of QE II, we are witnessing Helicopter Ben in full force. With projected
Treasury issuance of $584 billion over the next five months and Federal Reserve purchases of $550 billion
over that same time frame, the Federal Reserve is fully funding the daily operation of our economy and
effectively printing money. Not unlike a cheating banker in a game of Monopoly, Ben’s moves are
transparent. It is only a matter of time before our trading partners grow weary of the game. Their
interests are aligned against ours as they depend on exports to sustain their economies.

That said, Ben’s hands are tied. The reality is that we are living through a debt bubble hangover. The
housing crisis is still unresolved. Policy options are limited. Inflation remains non-existent, with core
prices, excluding food and energy, falling 0.6% in October. According to the Federal Reserve’s
perspective, driving down interest rates is our only hope of working our way through this period. Mr.
Bernanke believes that investors will be drawn into higher risk asset classes, such as equities, with hopes
of creating the “wealth effect”. It is hard to envision this outcome any time soon with unemployment
stuck at 9.6%.

If QE II is successful, the Fed will find itself in a bit of a quandary. They will have to sell all the bonds they
have been purchasing at substantial losses. That is a road they will have to cross eventually, and hopefully
not until the economy has regained its footing and we are truly on the path to recovery.

Tri Pillar Investments continues to recommend that the best investment strategy is a consistently
diversified portfolio. We will continue to vigilantly monitor the macroeconomic landscape. Please contact
us if you have any questions or concerns.

Citations

1 - money.cnn.com/2010/11/03/news/economy/fed_decision/index.htm [11/3/10]

2 - blogs.wsj.com/marketbeat/2010/10/27/pimcos-bill-gross-qe2-is-a-ponzi-scheme/ [10/27/10]

3 - bloomberg.com/news/2010-11-04/bernanke-doesn-t-understand-economics-investor-jim-rogers-tells-oxford.html [11/4/10]



