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ADVISORS Credit’s Cheap, But It Ain’t Easy

The near-simultaneous blows of the housing market collapse, the subprime borrowing
meltdown, a severe tightening of credit standards, and huge mortgage-related write
downs at the world’s largest banks have led to a very pessimistic stock market. The
consumer, which was already dealing with falling housing prices and reduced access
to home equity credit lines, is now suffering a negative wealth effect from the declining
stock market. On top of all this, a massive $7 billion loss caused by fraudulent trading
activity at France’s Société Générale only heightened investors’ fears that there is an
unlimited supply of shoes to drop. There has been nowhere to hide as European, Asian
and U.S. equity markets have simultaneously melted down. A time like this really drives
home the importance of Miracle Mile’s “worst case scenario” analysis and the
importance of diversification into non-correlated assets.

What’s the Issue?

With so many worries on the minds of investors, it has become difficult to sort out what
really matters. We believe that it can be summed up in a single word: credit. Above
and beyond the myriad of other issues, we believe that the severity of this downturn,
and the timing of a sustained recovery from it, hinges on investors’ confidence that they
will be able to access credit.

The U.S. has become a nation built on debt and leverage. Our government sets a poor
example of fiscal prudence with ballooning deficits and unbridled spending. Credit
cards and home equity lines have provided on-demand liquidity to consumers. Low
interest rates, low inflation and easy credit have kept the party going well into the night.
Now the next morning has arrived, and the hangover is brutal.
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Rates are Low, Credit is (Should Be) Cheap

Twelve months ago, interest rates were low by historical standards, and the yield curve
was almost flat with yields hovering around 5% across the maturity spectrum (gold line,
above). Since that time, the Federal Reserve has lowered the fed funds target rate by
225 basis points, driving yields down further from these already-low levels (black line,
above). Cheap credit is not the real problem; instead, it is the lack of access to credit
that is roiling the markets today.
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Despite the low interest rates, lending has dried up and the wilingness to take on risk
has diminished. Every quarter the Federal Reserve surveys a selection of banks to
gauge their wilingness to lend, and the latest results are not encouraging.

Federal Reserve Survey of Bank Lending Practices
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In the most recent survey, we saw that the net percentage of banks tightening their
lending standards shot up for both consumer and commercial loans. Spreads of loan
rates above the banks’ cost of funds also rose dramatically, as the risk premium
demanded to lend increased. Given the historically-low level of interest rates, we
believe this risk premium is driven by fear and overly-negative sentiment, not a truly
broad-based credit crisis.

Where Do We Go from Here?

Despite the bear market rally in late January, we do not believe that conditions are in
place for a sustained recovery. Headlines regarding credit rating downgrades and
shaky bond insurers continue to send waves of fear into the equity markets almost daily.
Before a real recovery in equities can take hold, investors will need to regain
confidence that most of the bad news is priced into the market. We cannot predict
exactly when a recovery will happen, but we believe that a narrowing of credit spreads
will be one of the first signs that risk aversion has subsided.
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For now, the price of risk is at a premium in most markets. Since the middle of 2007, the
spread of U.S. high yield bonds over Treasurys has gone from 250 basis points to more
than 700 basis points. That’s a 4.5% yield increase in a matter of six months. One area
of divergence from this trend is emerging market debt. Emerging debt spreads have
only marginally increased, perhaps signaling a more constructive long-term scenario for
companies in this region.

Another catalyst for an equity rally simply could be a lack of other options. With the
Fed lowering rates, 3-month CDs are yielding right around 3%, not even enough to keep
up with inflation at current levels. Treasurys are expensive due to extensive safe-haven
buying, with the 10-year yield down to about 3.6%, and the two-year yielding less than
2%. In a global economy, capital is highly mobile and will seek out the best risk-reward
tradeoff. Eventually investors will see past the negative headlines and realize that to
earn a return which can keep up with inflation they will need to return to equities.
When this happens, we believe that they will return first to the emerging markets, which
have taken a more severe beating than the U.S. yet should maintain a healthy rate of
economic growth driven by domestic demand.

Is the Negativity Overdone?

In the U.S., current market valuations make sense only if the most dire economic
predictions are true. On the contrary, we believe that inflation will be the major
concern a year from now as a result of the massive stimulus currently being injected into
the economy. The federal funds target rate has been lowered by 2.25% in the last
several months, and the federal government is finalizing a stimulus package to refund
money back to the American consumer. Since monetary and fiscal stimulus act with a
significant lag, the liquidity pumping into the economy today will be greasing the
wheels 6 to 12 months from now. As long as we see an improvement in access to
credit, we believe that the spring of 2008 could mark the bottom in equities.
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Disclosures

The views of Miracle Mile Advisors, Inc. (“MMA”) may change depending on market conditions, the assets
presented to us, and your objectives. This research is based on market conditions as of the printing date.
The materials contained above are solely informational, based upon publicly available information
believed to be reliable, and may change without notice. MMA makes every effort to use reliable,
comprehensive information, but we make no representation that it is accurate or complete. We have no
obligation to tell you when opinions or information in this report change.

MMA shall not in any way be liable for claims relating to these materials, and makes no express or implied
representations or warranties as to their accuracy or completeness or for statements or errors contained in,
or omissions from, them.

This report does not provide individually tailored investment advice. It has been prepared without regard
to the individual financial circumstances and objectives of persons who receive it. The securities discussed
in this report may not be suitable for all investors. MMA recommends that investors independently evaluate
particular investments and strategies, and encourages investors to seek the advice of a financial adviser.
The appropriateness of a particular investment or strategy will depend on an investor’s individual
circumstances and objectives.

This report is not an offer to buy or sell any security or to participate in any trading strategy. In addition to
any holdings that may be disclosed above, owners of MMA may have investments in securities or
derivatives of securities mentioned in this report, and may trade them in ways different from those discussed
in this report.

The value of and income from your investments may vary because of changes in interest rates or foreign
exchange rates, securities prices or market indexes, operational or financial conditions of companies or
other factors. There may be time limitations on the exercise of options or other rights in your securities
transactions. Third-party data providers make no warranties or representations of any kind relating to the
accuracy, completeness, or timeliness of the data they provide and shall not have liability for any
damages of any kind relating to such data.

The information and analyses contained herein are not intended as tax, legal or investment advice and
may not be suitable for your specific circumstances; accordingly, you should consult your own tax, legal,
investment or other advisors, at both the outset of any transaction and on an ongoing basis, to determine
such suitability. Legal, accounting and tax restrictions, transaction costs and changes to any assumptions
may significantly affect the economics of any transaction. MMA does not render advice on tax and tax
accounting matters to clients. This material was not intended or written to be used, and it cannot be used
by any taxpayer, for the purpose of avoiding penalties that may be imposed on the taxpayer under U.S.
federal tax laws.

The projections or other information shown in the report regarding the likelihood of various investment
outcomes are hypothetical in nature, do not reflect actual investment results and are not guarantees of
future results.

Other Important Disclosures

Physical precious metals are non-regulated products. Precious metals are speculative investments and, as
such, their value can be subject to declining market conditions.

Real estate investments are subject to special risks, including interest rate and property value fluctuations
as well as risks related to general and local economic conditions.

Foreign/Emerging Markets: Foreign investing involves certain risks, such as currency fluctuations and
controls, restrictions on foreign investments, less governmental supervision and regulation, and the potential
for political instability. In addition, the securities markets of many of the emerging markets are substantially
smaller, less developed, less liquid and more volatile than the securities of the U.S. and other more
developed countries.

This report or any portion hereof may not be reprinted, sold or redistributed without the written consent of
MMA.

Additional information on recommended securities is available on request.
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