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s The S&P will shake off the Fed

FUNDAMENTALS: The S&P’s long Bull run came to an abrupt halt towards the

end of May following the release of FOMC minutes which revealed Fed policy makers
discussed the possibility of winding down their QE3 monthly bond purchases. Indeed,
some FOMC members were more strident and called for action to begin as early as
June.

This discussion was such a shock to equity traders that it sent a shock wave around
UPDATE global equity markets which had begun to either revisit previous all time highs or post
Technical new ones.

Fundamental

One could therefore be forgiven for concluding that the rally had been a mere product of
Central Bank stimulus and that traders had largely ignored the state of the economy, but
that would be a mistake.

Traders were bullish because the economy was showing clear signs of recovery which
included the housing market and Labour market, two areas of the economy that had
been slow to respond. The economy was recovery because the Fed had injected
unprecedented amounts of monetary stimulus. Had the economy failed to respond to
the monetary policy actions, then equities would not have rallied.

The sell off that took place was driven by fear. Fear that if the Fed wound down or
withdrew its stimulus prematurely the still fledgling recovery would abort. But how else
could the Fed play it?

If the Fed waited for the economy to start showing growth rates of say 3, 4 or even 5%
before acting, the rate of policy normalisation would have been of an order that would
have sent a powerful negative shock wave through the economy..
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FUNDAMENTALS

And inflation would probably have accelerated to a level that required the Fed to do more
than just set policy at neutral. A tightening would have been necessary which would have
likely stopped the economy in its tracks.

The Fed has therefore adopted the only rational course open to it. It has observed that
the feared fiscal cliff has had a limited impact on the economy, rather than the
UPDATE catastrophe forecast at the end of 2012 before the spending cuts and tax hikes hit.
Technical

Fundamental The problem the Fed faces is rather like sailing a super tanker; action needs to be taken
well in advance, and so large is the QE/bond buying deployed by the Fed, policy makers
have had to take a view on the economy’s prospects, both, near and medium term.

We judge as data releases due over the coming weeks and months confirms the
economic recovery remains on track, traders will care less about the Fed’s moves and
more about the data. This change of focus is likely to be on something of a sliding scale,
but economic data will reassert its influence before too long and next week offers an early
opportunity to gauge this with the release of the two ISM surveys and non-farm payroll.

Clearly if these reports extend the recent trend, we think traders will want to go long of
equities once more, and in any case, the Fed’s intention to taper off its QE3 bond
purchases is not a tightening, they are simply not adding any more stimulus. The bonds
they hold will not be reduced and maturities will be replaced with interest rates left at
current levels until well into 2015.

So the recent sell off in the S&P is a correction which we judge is all but played
out. Fresh buying opportunities will soon present.
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TEL +44 (0) 7849 922573 E-MAIL msturdy@sevendaysahead.com,
jlewis@sevendaysahead.com pallwright@sevendaysahead.com
WEB SITE SEVENDAYSAHEAD.COM

The material and information set out in this research is not intended to be a quote of an offer
to buy or sell any financial products. Any expression of opinion is based on sources believed
to be reasonably reliable but is not guaranteed as to accuracy or completeness.

The material and information herein is general and for informational purposes only. Although
Seven Days Ahead endeavours to provide useful information they make no guarantee as to
the accuracy or reliability of the research.

The derivative market comprises volatility and considerable risks. To the maximum extent
permitted by law no responsibility or liability can be accepted by Seven Days Ahead, any
company or employee within its group for any action taken as a result of the information
contained in this presentation. You are requested not to rely on any representation in this
research and to seek specific advice from your accountant, legal adviser or financial services
adviser when dealing with specific circumstances.

Seven Days Ahead is regulated by the UK Financial Services Authority.
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