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Ber nan k eHbe spdeatcFkidayowas important. Our key takeaways:

Bernanke and the Fed , while acknowledging an important slowdown in the US

economy created by poor consumer spending and moribund confidence, expect

the US economy to reverse its current slowdown andaccel erate in 01:

indicates the Fed is not willing to take action today or in the near term to

initiate QE2 to stimulate the economy.

The Fed will NOT pursue any of the three non -traditional policy options

in the near term  given its expectations of an i mproved economy, price stability,

anchored inflation expectations and the high risks associated with QE.

The economy is weak  and weakening , presenting well above average

recession risk but not so weakto  assume the extraordinary risks

associated with  QE, which is viewed by the Fed to be best deployed if there is

active deflation and periods of financialmarket br eakdown | i ke, t he
Govdt bonds s ol dFriddyf becaass lmndingestgrs were surprised

that the Fed will not be expanding QE2 cu rrently or in the intermediate term

Stocks reacted well to the selloff in treasuries  in line with their recent ¢ orrelation ,
misinterpreting the true price actions cause. In other words, bonds sold off not

because the economy was improving but because bond investors bought bonds on

the great er fool theory that the Fed would be buying their bonds in the short term.

Own bonds, short stocks tradeswere on goi ng i nto Ber wae keds
unwound rapidly af t er Bernankeds speech

Bernankeds speech is beari satknovledge st oc ks e
economic weakness but not sufficiently to discount or counter that

weakness until there is more economic deterioration . Implicitly, we believe

the Fed is acknowledging the limited power of zero bounded policy options even if

Bernanke speaks with confidence.

Bernanke almost begged fiscal policy makers and private industry to

take stimulative actions indicating monetary policy a lone could not solve

the US economicissues . Gi ven recent threats to the
history of Fed reluctance to weigh in on fiscal and tax policy, in particular,
Bernankef6s | anguage is guarded but no | e::
that monetary policy alone cannot revive the US economy in the near to

intermediate term.
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Like you,wereadandre-r ead Bernankeds Jackson Hole speech to dete€
policy and for investors. Recent weak economic data, highlighted by lastwe ek ds exi sting home
GDP releases focused investors upon Jackson Hole. Speculation was high going into Bernanke &
speech that important new stimulative  QE or monetary  news would be delivered to counter
economic weakness. Alas, impo rtant QE news was delivered but, in our view, it was that no Q E is currently

justified with the current expected growth recovery and the risks of QE being large and important.

We believe, as it appears do many Fed members , that QE in onormal 6 slow growth or shallow
recessionary periods is dangerous and akin to playing with fire. QE and the anticipation of QE (like
bonds experienced until Friday) feels good for the bond market while the QE is contemplated or executed
upon so long as it is "manageable.” The initial phase of QE brings lower rates and higher bond prices and
sends an unambiguous BUY signal to bond investors . QE does not deliver a buy signal to equity investors
in our view . For equity investors, we would argue initiating (particularly) and running a QE program is
bearish and signal s fresh important economic problems. A QE program initiated today would create a
fresh Fed "ease" movement after not easing for over six prior months and  signal new risk to

owning equities .

Does our logic mean that stocks should rally because the Fed is not pursuing QE2 ? We answer
stocks could continue to rally modestly but  that the R2000 will not likely advance more than 3 -4% from
Friday & close. Yes, the Fed said QE2 was not justified and that growth would recover in 2011. But it also
acknowledged economic weakness that we believe will get worse into year -end. Said differently , if interest
rates were 500 basis points higher across the board today, the Fed would be lowering rates now. Butra tes
are not 500 bps higher and the Fed will not accept QE risks  today.

Reading Bernanke & speech one understan ds that the Fed is focused appropriately  upon its exit
from QE as much as a potential entry . The Fed understand that w hen the Fed says it is done with QE it
is a risky sell signal to bond investors and will create flow out of bonds. Imagine allthe wo r | investors
writing sell tickets on US government paper? That is not a pretty picture. Such a move may promote fund
flows to stocks only if the end of QE corresponds to a better than expected improving economy. If the QE
program is ended simply because it is ineffective it will be dan  gerous indeed to bonds and stocks.

There is a chance that a QE program becomes "unmanageable" and is overwhelmed by the supply of bonds
the QE been to buy to maintain low rates if government deficits continue to expand . This scenario arises if
the deficit due to a double dip , increased entitlement spending, foreigners decision to sell US gov't bonds , or
any combination of these .

In sum, Idon &believe that thelevelof US governmentrates are today & main problem. Rather
confidence, too much debt, structural government (state and federal) deficits ~ and imbalances, and falling
real estate prices are the problem s. | remain believing that the key  to solving our economic problems will be
time and reinvigorating private sector hiring and investment through incentive to create virtuous growth.

Friday & R2000 price action after Bernanke & speech was impressive to bulls and bears alike because
the R2000 reached its 590-593 bearish head and shoulder neckline and held, triggering buy orders. We don @
think a major bull run is underway. We continue to expect a trading range market.

In the nextfew  pages we detail R2000, US Government 10 -year yield and VIX technical
developments
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Fig. 1 Russell 2000 ($RUT), Daily
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Friday & daily candle was bullish, admittedly, just as last week & bullish hammer candle is
encouraging. We would point out , however, that last week® candle neither eclipsed the April

downtrend or the nascent uptrend & lower edge.

Fig. 2 Russell 2000 ($RUT), Weekly
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US government 10-year yields soared Friday when, in our view, bond investors
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understood that

the Fed was not ready to pursue QE2 any time soon and the Fed & alternative policy changes to
change language and the interest on excess reserves were expected and not viewed as strong .
When reading the part about the Fed making a minor (our view) language change we couldn@ help
reading Ben
Bernanke & speechand saying, d am going to change my language € Oooohhhhhé Actions matter

ourselves from picturing actor/comedian Will Ferrell on Saturday Night Live
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more than words. We all remember our parents imploring us that dsticks and stones may break
your bones but words will never hurt  you.6

Fig. 3. US Government 10 -Year Yields ($TNX) , Daily
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The VIX fell sharply last week and its bearish hanging man weekly candle indicated its recent rise
may be complete. We believe the VIX will not fall materially from here and t hat it will hold $24
support, where it closed Friday.

Fig. 4 VIX ($VIX), Weekly
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