Fifiy Trades of Grey: an illustrated story of investment, temptation, addiction and the cost of money

1 US retail sales were better than expected in January, despite higher tax rates, as the US consumer is still more active than
European counterparts (1% chart). It’s too soon to see the full impact of higher US income and payroll tax rates, but a Q4 jump
in real wages, improved household balance sheets and a turnaround in housing may offset part of the headwind. We'll see ina
couple of quarters. Meanwhile, in the SOTU address, the President talked about raising revenues. [t will be interesting to see
where they come from: after the recent tax act, top quintile tax rates are now 5 times higher than the second quintile, up from 2x
in 1979 as progressivity increases further (2™ chart). Everywhere [ go, however, there's a different topic on everyone's minds:
what will happen when the Federal Reserve stops purchasing tens of billions in Treasury and Agency debt every month?
It's possible that with a sufficiently dovish Chairperson replacing Bernanke in 2014 that they will never end, and that the US
will end up like Ireland, with its Treasury perpetually beholden to its Central Bank; but I don’t think so. The autobiographical
story below is my view on Fed purchases and their impact on the world of investing.
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Fifty Trades of Grey

“I was always the cautious type. | would wait until other people jumped into a lake to make sure it was deep enough. I have
never been on a motorcyele, and have never held or fired a weapon. 1 once rented a Maserati for a day to see what it was like,
and drove under the speed limit the entire time. So, it’s not surprising that by the fall of 2007, with mounting problems in
housing, over-crowding in hedge fund strategies like statistical arbitrage and very low credit spreads, 1 got nervous and reduced
portfolio risk heading into 2008. The following fall, after the collapse, | imagined a slow and steady approach to reinvesting. [t
would take time to rebuild confidence after the second 40% eguity market decline in a single decade, right? After recessions in
1989 and 1999, yvou could take yvour time reinvesting in credit: high yield spreads remained elevated for 3 to 4 years, allowing
for a long, relaxed period of risk-taking by investors with the wherewithal to have avoided some of it in the first place.

Then one day in early 2009, everything changed. The Fed Chairman’s picture in the paper reminded me of a cross between
Sean Connery and King Hussein of Jordan. His message was clear: he was going to shroud the markets in a warm embrace of
unbounded, limitless liquidity. It was slow at first, but then appeared everywhere [ looked, like an endless, pounding summer
rain. The convertible bonds we bought in November 2008, and the commercial real estate-backed securities and leveraged loans
we bought the following spring, rose in a passionate revival of credit markets. During the first few months of 2009, you could
earn 10% or more on debtor-in-possession financing, and
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Lots of cash, everywhere A proxy for spare capacity: the US output gap
Household and corporate cash balances, % of tangible assets Actual outputrelative to a measure of full potential output (from CBO)
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Nevertheless, the end of the affair will come one day, and probably when I am not expecting it. Since the Greenspan-
Bernanke era of ultra-low policy rates began, the volatility of equities is even higher than before the creation of the Fed in 1913,
when the US was beset by frequent recessions and depressions. 5o here | remain, trapped in a cycle of market passions that
careen from sadness to ecstasy, and then back again. The ecstasy phase has more room to run for now, and we are seeing signs
that JJJl] activity (Berkshire Hathaway and 3G purchase of Heinz, Comecast purchase of GE assets. Liberty Media purchase of
Virgin Global) and share repurchases are picking up, which is generally good for stocks. The Fed is looking for “substantial’
labor market improvement, which means there will probably be another 12 trades of grey before its purchases end. What kind of
imbalances will grow during this time? When the Fed stops buying riskless securities, we will find out how ready risky
securities are to stand on their own, and how addicted investors are to Fed support.
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" Inflation was at the same level in 2003 as it was in 1997, yet policy rates were 4.5% higher in 1997, This is a point that Stanford’s John
Taylor, a critic of current Fed policy, made last November at the Centennial Celebration of Milton Friedman at the University of Chicago.

’ The Fed had plenty of company: homeowners, banks, mortgage originators and guarantors, broker-dealers, rating agencies, US government-
sponsored enterprises, Congress, regulators and of course, the Department of Housing and Urban Development, which by the year 2000,
required that 50% of all Fannie/Freddie origination went to affordable housing borrowers, which in turn resulted in a surge in 3% down-
payments. There have been a lot of rule changes in the financial system in response: so far, Dodd-Frank is 34% complete and has generated
over | 1,000 pages of new regulations. On the other hand, half the volume of all home purchase loans from 2009 to 2011 were underwritten
by the Federal Housing Administration, Veterans Affairs and the Department of Agriculture with average down-payments of.....3%.
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BEA Bureau of Economic Analvsis

CMBS Commercial mortgage backed securities
CLO Collateralized loan issuance

CBO Congressional Budget Office

FICA Federal Insurance Contributions Act
QE Quantitative easing

S0TU State of the Union

TPC Tax Policy Center (Brookings)
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