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“Surely You Can’t Be Serious”

Please feel free to forward this email to whomever you think might be interested, and all prior notes
are available on the Epsilon Theory website. If you're receiving this note via forwarded email and
you're not yet on the direct distribution list (and you find it a worthwhile read), I'd appreciate the
opportunity to add you to the list. I'm building the Adaptive Investing framework in plain sight and in
real time through these notes, and I'd welcome the widest possible participation, as well as your
thoughts and comments. As always, if you're no longer interested in receiving these notes, please
reply to this email to that effect.

The secret of life is honesty and fair dealing. If you can
fake that you've got it made.

These are my principles, and if you don’t like them ...
well, I've got others.

I'm not crazy about reality, but it’s still the only place to
get a decent meal.

A child of five could understand this. Send someone to
fetch a child of five.

Room service? Send up a larger room.

Groucho Marx (1890 - 1977)

In periods of great global stress, like after a World War or a Great Depression, it's not only our politics
and economics that are thrown for a loop, but also our art and entertainment. New art, and comedy in
particular, that rejects or makes fun of the ancien regime after some enormous crisis is as old as
Aristophanes. This art is subversive, often masking its contempt with “low comedy” like puns and
slapstick, and no one in the past century was better at this than Groucho Marx. I've lately found myself
thinking of Fed communications as a form of performance art ... some sort of Dada-ist comedy
routine where Groucho might stick his head out from behind a curtain and photobomb the press

conference ... and never more so than yesterday. If only it were so.
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Yellen’s press conference was a disaster. Why? Because she said too much. Because on the one hand
she took away the insane linkage between monetary policy and the unemployment rate - an ill-
conceived and counter-productive misreading of market game-playing that | wrote about ad nauseam
last summer, here and here - but on the other hand she gave a specific timing target for raising rates
after QE is all tapered out. Combine this with the three-times-in-a-row pattern of cutting monthly QE
purchases by $10 billion per meeting, and now even Jon Hilsenrath is projecting specific calendar

dates for raising rates.

I mean, you really can’'t make this stuff up. Did the Fed learn nothing from last summer? This isn’t an
academic exercise, where statements are qualified and softened by exhaustive footnotes and asides
so that no one is ever wrong. The market is a beast, not the review committee for the Quarterly Journal
of Economics. Of course the market is going to leap at and devour a statement like Yellen’s 6 months

comment, and you’'d think that the Fed Chair would know that.

All together now, one more time with feeling: ambiguity is good; transparency is bad. You
might think that transparency would be helpful in “shaping market expectations” the way you
like, but you would be wrong. That’s not how the game is played. Can | nominate Bill Belichick

for the Fed, at least as far as press conferences are concerned?

And I'm very sympathetic to Kocherlakota's dissent ... if you ARE going to take a stand with an explicit
linkage to unemployment rates, then you can’t just say “oh, never mind that” less than a year later and

expect that whatever new standards you set out for rate-setting are going to be particularly effective

in molding expectations. It's not a matter of credibility, per se. That's a very specific word with a very

specific meaning in game theory, and the simple truth is that the Fed will always be credible enough
to be an effective game player. The problem is actually that the Fed is too credible, and that Yellen’s
remark about raising rates within 6 months of stopping QE3 takes on far more import than was

intended.

Sigh. Look, maybe I'm over-reacting here. Maybe we are all so freaking exhausted by the constant use
of communication as policy, by the unceasing effort of the Fed and its media intermediaries to play the
market, by the Orwellian nature of a monetary policy apparatus where everything is spoken for effect,
that we will all just go about our business and slog along. And I'm sure we will see lots of back-tracking
over the next few weeks, lots of data-dependence talk, lots of “Yellen really didn’t say anything new”,

yada yada yada. But my fear is that we've set the stage for, if not an inflection point in the path of the
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stock market, then another rate shock similar to but smaller than last summer’s ... an aftershock, in

geological terms.

What am | looking for to see how this plays out? | think we are now even more strongly in a good-
news-is-bad-news (and vice-versa) world. If we start seeing some strong economic data come out over
the next few weeks and months, then | think the market - particularly the bond market and emerging

markets — could get pretty squirrelly. Not that US stocks would be immune from this. Remember, the

modern day Goldilocks environment for stocks has nothing to do with a happy medium between
growth and inflation, but everything to do with growth being weak enough to keep an
accommodative Fed in play. Strong growth data would augment a Common Knowledge structure
that the Fed is on track to raise rates sooner and more rather than later and less, and that’s no fun for
anyone. Then again, if global growth data remains weak — and you really can’t look at what's coming
out of China, Europe, or Japan and think that the global growth story is anything but weak - that
creates enough uncertainty about the Fed'’s path (not to mention the cover for political and economic
Powers That Be to wage a full-scale media war to keep monetary policy in QE la-la land forever) to

support the markets. Sounds a lot like Freedonia to me. Rufus T. Firefly for President?

All the best,
Ben
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DISCLOSURES

This commentary is being provided to you by individual personnel of Salient Partners, L.P. and affiliates
(“Salient”) and is provided as general information only and should not be taken as investment advice. The
opinions expressed in these materials represent the personal views of the author(s) and do not necessarily
represent the opinions of Salient. It is not investment research or a research recommendation, as it does not
constitute substantive research or analysis. Any action that you take as a result of information contained in this
document is ultimately your responsibility. Salient will not accept liability for any loss or damage, including
without limitation to any loss of profit, which may arise directly or indirectly from use of or reliance on such
information. Consult your investment advisor before making any investment decisions. It must be noted, that
no one can accurately predict the future of the market with certainty or guarantee future investment
performance. Past performance is not a guarantee of future results.

Statements in this communication are forward-looking statements of Salient.

The forward-looking statements and other views expressed herein are as of the date of this publication. Actual
future results or occurrences may differ significantly from those anticipated in any forward-looking statements,
and there is no guarantee that any predictions will come to pass. The views expressed herein are subject to
change at any time, due to numerous market and other factors. Salient disclaims any obligation to update
publicly or revise any forward-looking statements or views expressed herein.

This information is neither an offer to sell nor a solicitation of any offer to buy any securities. Any offering or
solicitation will be made only to eligible investors and pursuant to any applicable Private Placement
Memorandum and other governing documents, all of which must be read in their entirety.

Salient commentary has been prepared without regard to the individual financial circumstances and objectives
of persons who receive it. Salient recommends that investors independently evaluate particular investments and
strategies, and encourage investors to seek the advice of a financial advisor. The appropriateness of a particular
investment or strategy will depend on an investor’s individual circumstances and objectives.
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