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Is QE2′s Purpose To Create A Stock Market Bubble?
In our early November conference call (Handout, Audio, Webcast) we talked extensively about QE2 and its real objective. Bernanke 
told us yesterday in an extraordinary Washington Post op-ed.

This approach eased financial conditions in the past and, so far, looks to be effective again. Stock prices rose and long-term 
interest rates fell when investors began to anticipate the most recent action. Easier financial conditions will promote economic
growth. For example, lower mortgage rates will make housing more affordable and allow more homeowners to refinance. 
Lower corporate bond rates will encourage investment. And higher stock prices will boost consumer wealth and help 
increase confidence, which can also spur spending. Increased spending will lead to higher incomes and profits that, 
in a virtuous circle, will further support economic expansion.

We say this op-ed is extraordinary because Bernanke’s “virtuous stock market cycle” can also be described as a stock market bubble. 
To be clear, manipulating stock prices higher in hopes that stock prices alone will change beliefs (confidence) and behavior (spending) 
is a bubble. Bernanke did not say he is trying to ramp the economy higher and that will support higher valuations. This would not be a 
bubble.

In an interview before the FOMC meeting on Wednesday, Larry Meyer Said:

Erin Burnett: This unemployment issue is the big issue. And now you have the Fed going about it by printing money and I
know you said there is a risk it won’t work, but what are the calculations they are running to get some sort of link, even if it is a 
derivative link between, “we print X amount of dollars in quantitative easing and Y happens to the unemployment rate” or is it 
really true that they have no clue?

Laurence Meyer: First of all, here is how they would answer the question that you asked. It has nothing to do with printed 
money. It has nothing to do with the size of the balance sheet. It has nothing to do with the level of reserves. The only thing 
you need to focus on is, “what happens to equity prices, what happens to the dollar, and what happens to borrowing 
costs?” That’s what they’re trying to do. Now we know in normal times, and today too, that higher equity prices are good 
for aggregate demand. We know that the dollar falling increases our trade competitiveness. That’s good for U.S. aggregate 
demand and lower borrowing costs should be as well. So take your mind off printing dollars and take your mind off the size of 
the balance sheet and reserves and just focus on the purpose of this. The purpose of this is to improve financial 
conditions. If it doesn’t, it won’t work.

I know no other way to describe it … Larry Meyer said the Fed’s goal is to create another equity bubble to make people feel good so 
they go out and spend money. To be clear, Meyer said higher equity prices (or better financial conditions) will help the economy. He 
did not say that QE2 will boost the economy and justify higher valuations. Simply put Meyer’s characterization that higher equity prices 
mean higher economic activity is a bubble!

http://www.arborresearch.com/biancoresearch-files/SubscriberArea/publicappearances/pdffiles/Presentation110410.pdf
http://www.arborresearch.com/biancoresearch/SubscriberArea/503842-458041.mp3
http://www.arborresearch.com/biancoresearch-files/SubscriberArea/110410.wmv
http://www.arborresearch.com/biancoresearch/?p=38547
http://www.cnbc.com/id/15840232?video=1632241174&play=1


Bianco Research, L.L.C January 13, 2011 3

The Latest On The Economy

As the chart below shows, the ECRI has definitely improved. 

Last summer the consensus was putting the odds of a double-
dip at 33%. I was using this chart and saying it was closer to 
50%. (For definitional purposes, I defined a double dip as 0% 
real GDP growth within two years of the end of the recession. 
Since the recession ended June 2009, that means 0% growth 
through Q2 2011 would qualify as a double-dip.)

No doubt the economy is weaker than a year ago (when we 
saw 5% real GDP growth in Q4 2009) and the latest reading of 
2.6% in Q3 2010 is nothing to write home about. That said, a 
"double-dip" appears off the table for now.

What changed? How about QE2. The Fed is printing $600 
billion and we have argued this help the stock market rise more 
than 20% since August 27 (Bernanke's Jackson Hole Speech 
where he said they were going to do QE2). This rise in stocks, 
which I have said has bubble characteristics, as explained 
here, is helping real growth and boost consumer confidence. 

Will this economic growth last? As long as the Fed prints 
money, yes. When the Fed stop, I'm not optimistic.

ECRI Weekly Leading Index
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ECRI Weekly Index’ Divergences Closing

Leading Indicators Linked Closely To Stock Prices
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We noted in June 2010 the ECRI Weekly index of leading economic indicators essentially was the S&P 500 lagged one week on a 
logarithmic basis (thin red and thick blue lines, respectively, left-hand chart).  The r2 of this relationship has been 0.977 since 
January 1967.

We noted further in July 2010 how the divergence between the JOC-ECRI Weekly leading economic index and the Conference 
Board’s monthly index (blue line and roseate columns, respectively, right-hand chart) could be explained by the drop in mortgage 
applications for new purchases following the removal of the first-time homebuyers’ tax credit.

As the mortgage application index, which fell from 291.3 at the end of April 2010 to 172.1 at the time of that writing has rebounded to 
199.8, (it had been at 473.7 in January 2006) we should expect the ECRI Weekly index to be moving back in the direction of the 
Conference Board index.  It is doing so; however, the lingering torpor in the mortgage market will depress the ECRI index for the 
foreseeable future and will make this measure look unnaturally weak.

From A Recent Market Fact

http://www.arborresearch.com/biancoresearch-files/SubscriberArea/marketfacts/pdffiles/Fact15v133.pdf
http://www.arborresearch.com/biancoresearch-files/SubscriberArea/marketfacts/pdffiles/Fact15v144.pdf
http://www.arborresearch.com/biancoresearch-files/SubscriberArea/marketfacts/pdffiles/Fact16v4.pdf
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Asset Return Differentiation In QE2 Era - Equities

The correlation of returns for the equity indices (top chart) 
examined, the MSCI Emerging Markets, EAFE, U.S. and U.S. 
REITs, (blue, red, green and black lines, respectively, top 
chart) are diverging from each other.  In particular, U.S. 
REITs are continuing to exhibit lower correlation of returns 
while that of EM stocks is rising.

The bottom chart plots the least correlated equity market from 
above.

Correlation Of Returns Against MSCI World Index, USD Terms:
Equity Indices
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From A Recent Market Fact

Least Correlated Against MSCI World Index, USD Terms:
Equity Indices
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http://www.arborresearch.com/biancoresearch-files/SubscriberArea/marketfacts/pdffiles/Fact16v5.pdf
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POMO And Stocks

POMO And The Stock Market
Since Bernanke's Jackson Hole Speech (August 27)
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For Both Indices, August 27 = 100
Since Aug 27 Return # of Days
POMO Days 17.15% 55
Non-POMO Days 2.95% 40
Since Nov 12
POMO Days 5.33% 32
Non-POMO Days 1.23% 10
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POMO And Emerging Markets

POMO And Emerging Market Stocks
Since Bernanke's Jackson Hole Speech (August 27)
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Stocks And Credit
High Yield Spreads And The Russell 2000
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Asset Return Differentiation In QE2 Era - Commodities

The S&P-GSCI and Dow Jones-UBS indices’ correlation 
of returns (green and red lines, Top chart) have 
remained between 0.65 and 0.70 since mid-November, 
although on many days these links seem stronger.  The 
non-traded JOC-ECRI index’ correlation of price returns 
(blue line, top chart) has declined since mid-October.

The bottom chart plots the least correlated commodity 
Index from above.

Correlation Of Returns Against MSCI World Index, USD Terms:
Materials Indices

-50%

-40%

-30%

-20%

-10%

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

M
ar

-9
9

S
ep

-9
9

M
ar

-0
0

S
ep

-0
0

M
ar

-0
1

A
ug

-0
1

Fe
b-

02

A
ug

-0
2

Fe
b-

03

A
ug

-0
3

Fe
b-

04

A
ug

-0
4

Ja
n-

05

Ju
l-0

5

Ja
n-

06

Ju
l-0

6

Ja
n-

07

Ju
l-0

7

Ja
n-

08

Ju
l-0

8

D
ec

-0
8

Ju
n-

09

D
ec

-0
9

Ju
n-

10

D
ec

-1
0

R
ol

lin
g 

Th
re

e-
M

on
th

 C
or

re
la

tio
n 

O
f R

et
ur

ns

-50%

-40%

-30%

-20%

-10%

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

R
ol

lin
g 

Th
re

e-
M

on
th

 C
or

re
la

tio
n 

O
f R

et
ur

ns

JOC-ECRI
DJ-UBS
S&P-GSCI

From A Recent Market Fact

Least Correlated Against MSCI World Index, USD Terms:
Materials Indices
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http://www.arborresearch.com/biancoresearch-files/SubscriberArea/marketfacts/pdffiles/Fact16v5.pdf
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POMO And Commodities

POMO And Commodities
Since Bernanke's Jackson Hole Speech (August 27)
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Non-POMO Days 6.18% 40
Since Nov 12
POMO Days 7.75% 32
Non-POMO Days 1.35% 10
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Inflation Expectations

5-Year Forward/5-Year Inflation Breakeven Rates
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Owners’ Equivalent Rent: An Update
From Our Recent Inflation Watch Update

The "Owners' Equivalent Rent" Portion Of CPI
24% of Overall CPI and 31% of "Core" CPI
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Realpage.com – U.S. Apartment Rents Poised 
to Climb More Than 5 Percent in 2011
While apartment occupancy across the U.S. 
tightened enough to push rents up modestly during 
2010, the stage is now set for a big bounce in 
pricing during 2011 according to projections from 
MPF Research, an industry leading market 
intelligence division of RealPage, Inc. Industry 
analysts at MPF are forecasting a 5.1 percent jump 
in rents. Combined with an increase of 0.8 
percentage points anticipated in occupancy, the 
rising rents should increase revenues by 5.9 
percent for apartment owners. “The past year was 
about rebuilding occupancy after job losses during 
the recession took the rate down to a record low at 
the end of 2009,” said Greg  Willett, vice president 
of research at MPF Research. “While rents have 
increased slightly, we’re just now reaching the 
point where unit pricing can gain some real 
momentum in most individual metros.” MPF 
Research’s 4th quarter 2010 analysis showed U.S. 
apartment occupancy reaching 93.5 percent, up 
from 91.8 percent in late 2009. Effective rents 
climbed 2.5 percent during the past year, 
measuring change on a same-store basis. Monthly 
rents now average $1,029.

http://www.arborresearch.com/biancoresearch-files/SubscriberArea/inflationwatch/pdffiles/iw10v11.pdf
http://www.realpage.com/company/news/us-apartment-rents-poised-to-climb-more-than-5-percent-in-2011
http://www.realpage.com/company/news/us-apartment-rents-poised-to-climb-more-than-5-percent-in-2011
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Asset Return Differentiation In QE2 Era – Fixed Income
Correlation Of Returns Against MSCI World Index, USD Terms:

Fixed-Income Indices
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US Bonds
IG Bonds
HY Bonds
Euro Bonds
EM Bonds

All bond indices’ correlations of returns have turned higher 
since August; those for EM and high-yield bonds (blue-gray 
and hatched green lines, respectively, top chart) are 
approaching their all-time highs, while those for Treasury, 
investment-grade and Pan-European sovereign bonds (blue, 
red and hatched black lines, respectively, top chart) are 
approaching zero from strongly negative levels.  

The bottom chart plots the least correlated fixed-income 
Index from above.

The “risk-off” trade has disappeared: Bonds that had 
rallied when stocks struggled now are staying stable or 
even rising as stocks rise.  Eventually, the cycle will 
complete by bonds struggling as stocks rise in a 
manner similar to 2004-2007.

From A Recent Market Fact

Least Correlated Against MSCI World Index, USD Terms:
Fixed-Income Indices
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http://www.arborresearch.com/biancoresearch-files/SubscriberArea/marketfacts/pdffiles/Fact16v5.pdf
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POMO And Bonds
POMO And The 10-Year Treasury

Since Bernanke's Jackson Hole Speech (August 27)
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The 10-Year Treasury's Total Return On Days The 
Fed Conducts POMO Operations

The 10-Year Treasury's Total 
Return On Days The Fed Does Not 

Conduct POMO Operations

For Both Indices, August 27 = 100

Since Aug 27 Return # of Days
POMO Days -0.90% 55
Non-POMO Days -3.54% 40
Since Nov 12
POMO Days -1.87% 32
Non-POMO Days -2.60% 10

POMO And The 5-Year Treasury
Since Bernanke's Jackson Hole Speech (August 27)
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The 5-Year Treasury's Total Return 
On Days The Fed Conducts 

POMO Operations

The 5-Year Treasury's Total 
Return On Days The Fed Does 
Not Conduct POMO Operations

For Both Indices, August 27 = 100
Since Aug 27 Return # of Days
POMO Days 0.47% 55
Non-POMO Days -1.58% 40
Since Nov 12
POMO Days -0.86% 32
Non-POMO Days -1.47% 10
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Has QE2 Affected The Stock/Bond Relationship?

10-Year Treasury Yields
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Stock/Bond Relationship Stopped Rising From Low
Correlation of Stock and Bond Total Returns
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Asset Return Differentiation In QE2 Era - Currency
Correlation Of Returns Against MSCI World Index, USD Terms:

Selected Currencies
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EUR
JPY
CAD

The most notable aspect of currency markets’ correlations of 
excess carry returns against the MSCI World Index has 
been the re-convergence of the yen (thin red line, top chart) 
to the euro and Canadian dollar (thick blue and hatched 
green lines, respectively, top chart).  Japan, as we suggest 
in October 2010, has found a way to cheapen the yen, 
much to the benefit of U.S. financial markets.

The bottom chart plots the least correlated currency from 
above.

From A Recent Market Fact

Least Correlated Against MSCI World Index, USD Terms:
Selected Currencies
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http://www.arborresearch.com/biancoresearch-files/SubscriberArea/commentaryarchive/pdffiles/com21v79.pdf
http://www.arborresearch.com/biancoresearch-files/SubscriberArea/marketfacts/pdffiles/Fact16v5.pdf


Bianco Research, L.L.C January 13, 2011 17

POMO And Currencies

POMO And The Yen
Since Bernanke's Jackson Hole Speech (August 27)
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The Yen's Total Return On Days The 
Fed Conducts POMO Operations

The Yen's Total Return On Days The Fed 
Does Not Conduct POMO Operations

For Both Indices, August 27 = 100
Since Aug 27 Return # of Days
POMO Days 1.07% 55
Non-POMO Days 1.25% 40
Since Nov 12
POMO Days -0.85% 32
Non-POMO Days -0.02% 10

POMO And The Euro
Since Bernanke's Jackson Hole Speech (August 27)
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The Euro's Total Return On Days The 
Fed Conducts POMO Operations

The Euro's Total Return On Days The Fed 
Does Not Conduct POMO Operations

For Both Indices, August 27 = 100
Since Aug 27 Return # of Days
POMO Days 0.49% 55
Non-POMO Days 1.39% 40
Since Nov 12
POMO Days -5.97% 32
Non-POMO Days 0.88% 10
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European Interest Rates And CDS
Portugal: 5-Year CDS vs. 5-Year Note
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European Interest Rates And CDS - 2
Greece: 5-Year CDS vs. 5-Year Note
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Ireland: 5-Year CDS
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“We must keep in mind the feelings of our people, who have a justified 
desire to see that private investors are also on the hook, and not just 
taxpayers,” said German Chancellor Angela Merkel. Or in the words of 
Bundesbank chief Axel Weber: “Next time there is a problem, (bondholders) 
should be part of the solution rather than part of the problem. So far the only 
ones who have paid for the solution are the taxpayers.”
October 31, 2010
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