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Economic Update
Ben Bernanke dropped more hints this week as to when monetary easing
measures might end following a two-day meeting of the FOMC. The Fed
now says it will keep its accommodative policies in place for as long as
unemployment remains above 6.5%, and their one-to-two year inflation
expectations remain below 2.5%. We believe this is an improvement
over the previous guidance of mid-2015, as this is based on economic
data and not an arbitrary timeline. The Fed also said after Operation
Twist concludes at the end of the year they will begin outright buying
longer-term Treasury securities at an initial pace of $45 billion, bringing
their total monthly purchases to $85 billion when combined with the $40
billion of mortgage-backed securities purchases. The expanded
quantitative easing program will continue to put downward pressure on
longer-term rates, including mortgage rates which should help to keep the
current housing recovery on track.
Inflation does not look to be threatening the Fed’s plans any time soon.
The Consumer Price Index (CPI) dropped 0.3% in November thanks to
lower energy prices. Year-over-year headline inflation fell 0.4% from
October to 1.8%. Excluding food, up 0.2% for the month, and energy
which sank 4.1%, the core rate edged up a moderate 0.1%. Inflation
continued to weaken at the producer level as well with PPI falling 0.8% in
November, also largely as a result of lower energy prices. In today’s
zero-interest-rate environment inflation has become an increasingly more
important leading indicator for the direction of equity markets, and lower
inflation has typically signaled higher stock prices ahead.
Retail sales rebounded 0.3% in November after falling 0.3% the previous
month, despite a 4.0% drop in gasoline sales. Weaker sales at the pump
were offset by a 1.4% bounce back in motor vehicle sales, a 3.0%
increase in nonstore retailers, and a 2.5% increase in electronics &
appliances. The core number excluding both the automotive and
gasoline components was up a favorable 0.7%. It looks like consumers
are still spending despite the fiscal cliff and retailers are, for the most
part, the beneficiaries so far this holiday season.

Source: Bureau of Economic Analysis, U.S. Department of Commerce, Federal Reserve Banks, U.S. Department of
Labor, U.S. Department of Commerce, The Conference Board, the National Association of Realtors, the National
Association of Home Builders, the European Central Bank.
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Although U.S. Treasuries rallied on Friday after a CPI report showed a
larger than expected decline in November, this sector of the bond market
fell for the week. The latest CPI data suggests inflation, a primary threat
to the value of bonds, is well under control at this time. Reflecting this
information, the spread, or difference in yields, between 10-year Treasury
notes and TIPS, an indication of the outlook for consumer prices, fell to
2.44% from 2.51%. Separately, the four-week T-Bill rate fell below 0% as
market participants speculated temporary FDIC insurance on some bankdeposit accounts will end as scheduled on December 31, driving demand
for short-term securities sharply higher. Introduced in the wake of the
2008 credit crisis, this insurance program guarantees $1.5 trillion in noninterest bearing transaction accounts that exceed the general limit of
$250,000. Should this program expire, many strategists expect robust
demand for T-Bills to continue as banks look to securitize these deposit
accounts. Finally, the Fed announced this week at their FOMC meeting
that they would move ahead quicker than expected in using numerical
thresholds to provide forward rate guidance. Specifically, they will keep
rates near 0% as long as the unemployment rate is above 6.5%, provided
their one- to two-year inflation forecast does not rise above 2.5%. As
expected, in an effort to continue to stimulate economic growth, the Fed
also announced a program to purchase $45 billion of Treasuries monthly
after Operation Twist ends in December.
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Most major domestic stock markets were generally flat this week as
volatility and uncertainty continued around fiscal cliff negotiations and the
Fed policy statement setting unemployment and inflation target levels.
The Dow Jones Industrial Average closed Friday at 13135.01, down 20
points or 0.02% for the week. The S&P 500 Index finished at 1413.58,
down 4.49 points (0.3%) over the five-day trading period. The NASDAQ
Composite Index fell 6.71 points (0.2%) since last Friday to close at
2971.33 Apple was weak again as the stock fell 4.3% on Friday and over
5% for the week on news of a muted iPhone5 launch in China and
reports by two analysts lowering iPhone and iPad shipments forecasts for
the upcoming quarter. The stock is down 25% since late September.
European markets as measured by the Stoxx Europe 600 Index were
also flat this week, snapping an eight-day winning streak on Thursday.
Of note was Tuesday’s positive reading of Germany’s economic
expectations index, indicating improving investor sentiment. Asian stocks
were very strong led by China’s Shanghai Composite Index which
jumped 4.3% on Friday after the initial report of the December HSBC’s
manufacturing Purchasing Managers’ Index increased to a 14-month high
of 50.9. Friday’s rally was the index’s best single-day percentage gain in
over three years. Investors in Japan were more cautious on Friday ahead
of this weekend’s election and after a survey of business sentiment came
in below expectations, but the Nikkei Index still posted a 2.2% return for
the five-day trading period.
The Wall Street Journal reported this week that 92 companies in the S&P
500 have lowered guidance for fourth quarter earnings, with only 25
companies raising guidance. Compared to expectations back in January
of this year when earnings were estimated to grow 18.5%, analysts are
now predicting only 3.7% growth, according to Thompson Reuters. Six of
the ten S&P sectors have experienced downward revisions to estimates.
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Gold slipped below $1,700 an ounce on Friday as the metal fell for the
third straight week amid continued uncertainty over stalled U.S. budget
negotiations to avoid the “fiscal cliff”. The demand for the safe haven
precious metal is not as high as it used to be, with gold settling at
$1,695.40 an ounce. According to analysts, the short-term market
participants who used to be very bullish on the metal are now weighing
prospects of investing in such a risk asset. Crude oil settled higher
Friday, over positive macroeconomic data out of China and the U.S. On
the economic front, China's manufacturing activity expanded at the
fastest pace in more than a year, while industrial production in the U.S.
increased more than anticipated in November. The U.S. and China, the
world’s biggest and second-biggest consumers of the energy commodity,
respectively, played a major role in pushing crude up 0.90% this week, to
close at $86.79 a barrel.
Although hedge fund liquidations continued in Q3, the industry was able
to chug along as both the total number of hedge funds and their total
assets hit record highs. Hedge funds globally manage $2.2 trillion,
spread among 9,764 hedge funds and funds of hedge funds, according
to Hedge Fund Research (HFR). While that figure is down from the
record of 10,096 total funds set in 2007, it can be attributed to the
continuing decline of funds of funds. According to HFR, 74 funds of funds
closed their doors so far this year, leaving just 1,897, a level not seen
since 2005 and down from the record 2,462 in 2007. This trend occurs as
the industry is poised to suffer the most erosion since 2009 when more
than 1,000 hedge funds closed their doors. Another 211 liquidated in Q3,
bringing the total number of hedge fund closures to 635 on the year, on
pace to top last year's 775 and 2010's 743. But new launches have more
than kept pace, as Q3 welcomed 275 new hedge funds, up from 245 in
Q2; a total of 824 hedge funds have debuted this year.
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1 Prices reflect most recent data available at the time of publication
Source: Dow Jones, National Association of Real Estate Investment Trusts, Hedge Fund Research,
Bloomberg, The Wall Street Journal, The International Monetary Fund.
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MainStreet Advisors performance results reflect time-weighted rates of returns based upon MainStreet Advisors proprietary trading
strategies. Performance results reflect the reinvestment of dividends and other earnings as well as the deduction of management and
transaction fees. Performance does not reflect additional fees charged by institutions MainStreet Advisors provides investment services. In
some cases, performance reflects the quarterly rebalancing of assets based upon MainStreet Advisors Tactical Asset Allocation Models.
Past performance may not be indicative of future results, and the performance of a specific individual account may vary substantially from
performance presented herein. Therefore, no current or prospective client should assume that future performance will be profitable or equal
the performance results reflected herein. In calculating account performance, MainStreet Advisors has relied upon information provided by
various sources believed to be accurate and reliable but cannot be guaranteed. All past recommendations are available upon request.
Investments in equities, fixed income, mutual funds, and exchange traded funds involve risk and may lose value.
Different types of investments involve varying degrees of risk, and there can be no assurance that any specific investment will be profitable.
MainStreet Advisors investment strategies may involve portfolio turnover, which could negatively impact the next after-tax gain experienced
by an individual client.
MainStreet Advisors displays its performance results in addition to the market index that it believes represents a similar strategy in terms of
asset allocation (stocks, bonds), generally accepted investment objectives (growth, income, or balanced), style benchmarks (growth, value,
or core), geographic allocations (US, Foreign, or Global), sector allocation potential, and cap size objective (small cap, mid cap, or large
cap). The index is shown in order for clients to make a comparison of performance for the designated time period. However, the indices
shown above may not completely reflect the risk or volatility of the overall market or of the risk taken by the MainStreet Advisors program.
The indices shown are not intended to be an absolute benchmark for the MainStreet Advisors program due to the fact that clients may not
be able to duplicate exact holdings in the indices shown. MainStreet Advisors programs may reallocate some or all assets in the program
to cash in response to market conditions, and MainStreet Advisors programs utilize a flexible management strategy with regard to equity
selection, cap size, style, and asset allocation. It should be noted that market indices are always fully invested and holdings are limited to
the index charter. The market index used for comparison is an unmanaged index and is a common measure of performance of the relevant
stock markets. They are not available for direct investment.
Any investments purchased or sold are not deposit accounts and are not endorsed by or insured by the Federal Deposit Insurance
Corporation (FDIC), are not obligations of the Bank, are not guaranteed by the Bank or any other entity, and involve investment risk,
including possible loss of principal. MainStreet Advisors and Bank are independently owned and operated. MainStreet Advisors is an SEC
registered investment advisor. Form ADV Part II is available upon request.
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