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QE2 is bullish for stocks and gold but a short-term pullback is possible. Watch the dollar. 
Late August was a key inflection point for the financial markets. At the Fed conference in Jackson Hole, Wyo., 
Fed Chairman Ben Bernanke hinted at a change in heart. No longer would the Fed wait until things got a lot 
worse before resuming quantitative easing (QE). No, now the Fed would resume QE if things didn't get a lot 
better. That was a critical moment that was further confirmed at the September 21 Federal Open Market 
Committee meeting. Well, things have not gotten a lot better in the economy and now the Fed is delivering on 
its promise to start the second round of its quantitative easing. 
  
Whether the Fed is ultimately successful in boosting economic growth remains an open question. What is not 
an open question (in my mind) is that the Fed will be successful in generating inflation, at least in terms of 
asset prices (stocks, commodities, emerging markets, commodity currencies, etc.). Indeed, the "Reflation 
Express" has been under way for two months now, with the dollar falling, emerging markets outperforming, 
stocks rallying, and gold and silver soaring. Reflation, of course, refers to the Fed's attempt to "re-inflate" 
asset prices through aggressive monetary policy.  
 

 
 

In my view, regardless of how gradual the Fed is with QE2 in the near term, it will have a lot more money to print 
beyond what it has announced so far. According to the San Francisco Fed's version of the Taylor Rule, the fed 
funds target rate is about 600 basis points too high. Goldman Sachs recently published a report1 that laid out how 
each $1 trillion in quantitative easing would be the equivalent of reducing the fed funds rate by 75 basis points. 
What that tells me is that the Fed may have to buy a lot more than a few hundred billion in Treasuries if it wants to 
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make a difference. More like several trillion. So, regardless of what the Fed says or does in the near term, there 
may be a lot more where that came from. 

For me the salient point remains this: the same institution (the Fed) that controls the printing press now wants to 
bring back inflation. 

Money illusion 

The U.S. economy continues to chug along, neither relapsing back into recession nor accelerating back to the 
growth levels that the Fed would like to see. In other words, it's growing but not strongly enough to put a 
meaningful dent in the jobless rate.  

What's the investment result? In my opinion, Treasuries are up because investors have been buying in advance 
of QE2, buying them in before the Fed comes in and bids them up. I think stocks are up because either QE2 
works its way into the real economy and we get better growth, or it doesn’t and the liquidity ends up inflating asset 
prices instead. 

But have U.S. stocks really gone up? Sure, in nominal terms, and that's what most of us are interested in. But as 
stocks have rallied, the dollar has declined. Call it a money illusion. So, in "real" terms stocks have merely kept up 
with the loss of purchasing power that our currency provides. 

 

Why is this happening? The Fed may control how much liquidity it injects into the system, but it can't control 
where this liquidity ends up. The liquidity from QE1 is still largely sitting on banks' balance sheets. So what gives 
the Fed the confidence that QE2 will have any more of an impact? Perhaps the market is simply betting that the 
liquidity from QE2 will end up inflating asset prices instead of the real economy. This could be an unintended 
consequence of a reflationary monetary policy. This is what I mean by the Reflation Express. 
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How does this work? If the Fed starts up QE2, it will go out and buy Treasuries from investors. That creates newly 
minted dollars in the hands of investors. These proceeds will have to go somewhere, right? They may go into 
equities, and out of the dollar and into the emerging markets. Many of these countries manage their currencies to 
the dollar in one form or another. Therefore, if a reflationary monetary policy by the Fed leads to a lower dollar, it 
may lead to credit bubbles in the emerging markets. 

Recognition phase for stocks 
Since the July bottom for stocks, the market has resembled an "echo" of the 2009 bottom. A year and a half ago, 
the economy was recovering from the threat of a Second Great Depression and the Fed engaged in what is now 
referred to as "Shock and Awe" QE. Now the economy is recovering from the threat of a double-dip recession and 
this time the Fed is engaging in a smaller and more gradual form of QE. In 2009, the stock market went up a lot. 
For 2011, I think there will be more modest gains.  

However, over the near term the stock market is at risk of correcting in the weeks ahead, perhaps not unlike it did 
last spring. I think the stock market is overbought, technical indicators are diverging, and sentiment has become 
ebullient. But it is worth remembering that the tipping point following negative divergences are very difficult to 
predict during bull markets. Bull markets can stay overbought and divergent for a long time. In my opinion, this is 
not a time to take big bets. These are also reasons why you should stick with the asset allocation best suited for 
your financial circumstances and risk tolerance and not try to anticipate short-term market moves. 

I think any near-term correction will only be that – a correction. Despite overbought conditions there is still much I 
like about stocks here. For one, many important leading indicators, such as commodity prices, high-yield bonds, 
and emerging markets stocks, have reached new highs for the cycle. Generally, earnings have been strong and 
valuations remain reasonable. I think the economy seems to be doing OK and is about to be helped by more 
monetary stimulus. Finally, now that the election is out of the way, I think we will now have gridlock in Congress. 
This may reduce some of the uncertainty surrounding taxes and regulations that some feel has held back the 
corporate sector's willingness to spend and hire. 

I think Treasuries remain difficult to pinpoint here. The logic of buying them in advance of the Fed's asset 
purchases has been sound, but the question is how much QE2 is already priced in? Also, while the two-year yield 
has hit new lows and the ten-year remains stable, the long bond yield has risen considerably. I think this may be a 
sign that QE2 might produce inflation over the long term. 

In my view, the dollar remains the most important indicator right now. Not earnings, not interest rates, not the 
election. In recent weeks, the dollar index (DXY) has been stuck in a holding pattern between 76 (the current low 
and a trend line) and 80 (the head-and-shoulders neckline). 

Eventually, I expect it could break below its recent trading range when the markets conclude that the Fed has a 
lot more reflating to do. When that happens, I expect that stocks, emerging markets, and gold will resume their 
advances. In other words, I don't think the Reflation Express has yet reached its final destination. As a result, I am 
viewing any setbacks for the DXY in the weeks ahead as a potential buying opportunity for risk assets, with the 
caveat that any sustained strength in the dollar above recent highs may put investments in risk assets in jeopardy. 

Stock markets, especially foreign markets, are volatile and can decline significantly in response to adverse issuer, 
political, regulatory, market, or economic developments. 

Foreign securities are subject to interest-rate, currency-exchange-rate, economic, and political risks, all of which 
are magnified in emerging markets. These risks are particularly significant for funds that focus on a single country 
or region. 

In general the bond market is volatile, and fixed income securities carry interest rate risk. As interest rates rise, 
bond prices usually fall, and vice versa. This effect is usually more pronounced for longer-term securities. Fixed 
income securities also carry inflation risk and credit and default risks for both issuers and counterparties. Unlike 
individual bonds, most bond funds do not have a maturity date, so holding them until maturity to avoid losses 
caused by price volatility is not possible. 

1. GS US Economics Analyst: 10/42 - QE2: How Much Is Needed? Hatzius/Stehn, October 22, 2010. 
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MSCI Emerging Markets Index is a free float-adjusted market capitalization index that is designed to measure 
equity market performance in the global emerging markets. 

The Dollar Index (DXY) is The US Dollar Index (USDX) is a futures contract offered by the New York Board of 
Trade. It is a trade-weighted average of six foreign currencies against the dollar. Currently, the index includes 
euros (EUR), Japanese yen (JPY), British pounds (GBP), Canadian dollars (CAD), Swedish kronas (SEK) and 
Swiss francs (CHF). 

The Dollar Index broadly reflects the dollar's standing compared to the other major currencies of the world. It is 
widely used to hedge risk in the currency markets or to take a position in the US Dollar without having the risk 
exposure of a single currency pair. 

As with all of your investments through Fidelity, you must make your own determination whether an 
investment in any particular security or fund is consistent with your investment objectives, risk tolerance, 
financial situation, and your evaluation of the investment option. Fidelity is not recommending or 
endorsing any particular investment option by mentioning it in this presentation or by making it available 
to its customers. This information is provided for educational purposes only, and you should bear in 
mind that laws of a particular state and your particular situation may affect this information. There is no 
guarantee the trends discussed here will continue. Investment decisions should take into account of the 
unique circumstances of the individual investor.  

Past performance is no guarantee of future results. It is not possible to invest directly in an index or average. 
Index performance is not meant to represent that of any Fidelity mutual fund. 

The views expressed in this statement reflect those of Fidelity Director of Global Macro Strategy Jurrien Timmer 
as of November 3, 2010, and do not necessarily represent the views of Fidelity or any other person in the Fidelity 
organization. Any such views are subject to change at any time based upon market or other conditions and 
Fidelity disclaims any responsibility to update such views. These views may not be relied on as investment advice 
and, because investment decisions for a Fidelity fund are based on numerous factors, may not be relied on as an 
indication of trading intent on behalf of any Fidelity fund. 

S&P 500 is a registered service mark of the McGraw-Hill Companies, Inc. 

Fidelity Investments & Pyramid Design is a registered service mark of FMR LLC. 

Before investing, have your client consider the funds' investment objectives, risks, charges, and 
expenses. Contact Fidelity for a prospectus or, if available, a summary prospectus containing this 
information. Have your client read it carefully. 

Not FDIC Insured. May lose value. No bank guarantee. 
Not NCUA or NCUSIF insured. May lose value. No credit union guarantee. 
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