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The War on Errorism

In this issue Jaakko
discusses “The Mis-
use of Economics”
and “Issues with
Inflation Estima-
tion”.

As always, Matias
does a brilliant job
at shedding light on
“Markets”.

We are concerned
about the general
atmosphere of
weakening social
cohesion in the
West.

It would seem to us
that investors
should be looking
at assets, which
provide a strong
cash-on-cash re-
turn. In order to do
this, they should
look outside tradi-
tional paper assets.

Jaakko & Matias

The Misuse of Economics

A couple of weeks ago an old friend of mine invited me to discuss world
events over a glass of bourbon whiskey, which he had brought home
from Tennessee. Both of us are Finns, and as every Finn knows, a single
glass of good whiskey will never be enough for an entire evening. Not
being a heavy drinker myself, I suggested we change the bourbon to a
light whiskey tasting in a hotel lobby bar, where I should have an oppor-
tunity to learn something about whiskeys (I can’t tell a difference be-
tween a 12-year old Scotish single malt and a smoke-flavored Irish one).
I must confess that I did not recognize any difference between the eight
whiskeys we tasted, but I did notice my friend become somewhat intoxi-
cated. He works in a high position in a bank and has a somewhat con-
ventional view of the world whereas my views are generally not suitable
for a peaceful conversation among normal people. Nonetheless, and per-
haps because it was quite unavoidable, we entered a long discussion
about world politics, economics and financial markets.

My friend’s main message was how well modern economics has served
the general wellbeing of nations by producing growth. He contended
that ever since the late 1940’s, when economics divorced itself from its
allies like political science, philosophy and law and sought new allies in
hard sciences like applied mathematics and physics, the world has be-
come a better place. Economists have become the new high priests of a
large part of human activity, affecting wealth creation, jobs, saving and
investments. They are well equipped with computers and models. All in
all, this has produced a long period of extraordinary growth and
smoothed market cycles. Old economics as a social science evolved into
this new economics as a natural science. It all sounded so brilliantly
nostalgic (perhaps it was the whiskey talking) that I couldn’t help laugh-
ing. I asked my friend where he had been since 2008!

I have some issues with economists as the “high priests” of a society for
a number of reasons. First, all statements are made in global elite speak,
whose first causality is plain language. Therefore, most citizens and po-
litical decision-makers are not in a position to understand what is really
happening.
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Second, as to a good reputation
of smoothening market cycles, I
disagree. Government interven-
tions have distorted capital mar-
kets, made cycles faster, more
frequent and more vicious. The
past 15 years speak for them-
selves.

Third, the fact that economics
has tried to become a natural
science is in my view a huge
mistake. The shift to linear
causes and effects in economics
happened at the same time as the
real hardcore natural sciences
like physics leaned less and less
towards linear causality and
more and more towards unpre-
dictable complexity. Somehow
this understanding has escaped
the attention of most academics
and interventionists.

There have always been wars,
bubbles, booms, busts and tur-
bulence. This is not surprising
because the underlying roots of
economics are in human nature.
However, this new economic
science promised a better world.
By fine-tuning fiscal and eco-
nomic policy and spreading of
risk with derivatives, the idea
was that market fluctuations
would be smooth. The assump-
tion was that derivatives would
put risk in the hands of those
who are best able to bear it.
Growth would be smooth, fast,
and perpetual.

However, there is nothing that
suggests that this new econom-
ics has had any impact on
smoothening booms and busts.
In fact, it seems that the fre-
quency of market cycles has
increased while their amplitude
has increased. In other words,
cycles are faster and fiercer than
ever. Modern economics has left
the Western society worse off
when one considers govern-

ments’ deficit spending, rising
income inequality, and the
masses of long-term unem-
ployed. What works and what
doesn’t in economics is no
longer a matter of mere aca-
demic debate when 44 million
Americans are on food stamps
and common Greeks now throw
molotov cocktails against the
riot police. Multipliers, rational-
ity, efficiency, correlation, and
normally distributed risk are not
abstractions. Some people, per-
haps quite justifiably, think that
modern economics has become
a threat to the wellbeing of our
civilization.

Perhaps I should add that what
is called modern economics is
something that came about 40
years ago. The Western civiliza-
tion is built on $50 trillion of
credit and is now on the brink of
bankruptcy because too much of
that credit has been misallocaed
and cannot be repaid. Too much
credit has driven asset prices far
above the level that can be sup-
ported by the income of the gen-
eral population. Economic prob-
lems like this first become po-
litical problems and then evolve
into geopolitical crises.

There should be no doubt that
the natural tendency for the
economy following a 40-year
credit boom is to collapse into
debt-deflation depression. Cen-
tral banks around the world are
determined not to let that hap-
pen and will print, print, and
print. Looking ahead, both ex-
treme deflation and extreme in-
flation are real possibilities.

Then there is one other thing.
The unemployment crisis in the
United States is very likely to
produce a political backlash
against free trade during the
years ahead. The importation of
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goods made with low-cost labor
has been an indispensable com-
ponent of the credit-driven eco-
nomic system that has taken
shape in the USA. That system
would not survive if trade barri-
ers were erected. I would advise
our readers to watch this closely,
because high rates of inflation
would drive interest rates
sharply higher. Stocks, bonds,
and property prices could all
crash as a result. I am convinced
that Mr. Bernanke will panic
and start printing, if the S&P
500 drops by more than 10 %.

My friend across the table was a
fierce defender of bailouts and
QE rounds. He contended that
the dollar may have lost 95 % of
its purchasing power, but wages
have increased by more than a
factor of 20. In his view, in-
creased wages offset the de-
creased purchasing power. [ am
well aware that according to
money neutrality, prices and
wages move together without
harm. However, I travel fre-
quently and I am convinced that
if presented this idea of money
neutrality to an ordinary person
on the street, he would most
likely reply with a middlefinger
response. A random person on
the streets of Dubai, Delhi, Bei-
jing, Paris, Moscow or Chicago
could easily point out something
very obvious. Here’s the thing.
While prices and wages have
increased together, the impact
has not been uniform across dif-
ferent sectors of the economy!
This process produces undeserv-
ing winners and losers. Losers
are the prudent peope who work
for fixed income and save
money, or the eldery people who
depend on fixed pensions. Win-
ners are the people who use lev-
erage, understand money and
finance. They know how to
hedge against inflation with hard



assets. They have an unfair ad-
vantage.

As the evening went on, I vis-
ited the restroom and when I
came back, I found my friend
entertaining some rather attrac-
tive ladies with light discussion
topics. (I suppose economics
and finance were not on the
list!) I decided to thank for the
whiskey tasting and departed.
One of the advantages of living
on a pocket-sized capital — the
so-called metropolitan Helsinki
has a population of only about
one million — is that you can live
close to the central area and ac-
tually walk home. This is a huge
advantage compared to many
other cities, where you have to
rely on a taxi to get around at
night. I crossed parks and ave-
nues until I reached the beach,
which is close to where I live. |
sat there, watching the gloomy
Nordic autumn night, and
thought further about my
friend’s views.

I am under the impression that
modern economics — especially
money printing to solve crises —
distorts investment decision
making, causes misallocation of
capital, increases volatility in
the markets, creates asset bub-
bles and widens income inequal-
ity. When the economy goes bad
enough, people develop extreme
attitudes towards other social
classes, cultures and races. So-
cial unrest, inefficiency, and
unfairness ad the real costs of
failing to maintain price stability
not only in consumer goods but
asset prices as well. In this
sense, modern economics with
its money-printing maniacs and
short-run fix addicts in powerful
positions has become the cancer
of capitalism and can quite pos-
sibly cause the complete col-
lapse of the system some time in

the not-so-distant future.

What happens after a complete
systemic collapse is always a
mystery, but an individual’s fu-
ture is largely determined by
how he views such an event. For
some, it would be the end of the
world. For others, it would be a
fresh start. [ am leaning towards
this view of a fresh start, but I
am deeply concerned about the
breaking out of new wars on
large frontiers. Still, [ have no
plans on cancelling my flights to
the Arabian Peninsula.

As to asset markets, the situation
is increasingly difficult. Darwin
spoke of the survival of the fit-
test in nature. By fit he meant
not the strongest but the ability
to adapt to environmental
changes. Such adaptation skills
for an investor means that he/
she must stay footloose, ready to
move if a more attractive oppor-
tunity presents itself, and not
lock his/her positions too

tightly. I suppose that it is wise
to take some money off the table
and cut losses quickly. It is also
a good idea to pay attention to
patterns. This is important.
Chaos is not dangerous until it
begins to look orderly.

During the years ahead, I would
encourage our readers to con-
sider very conservative asset
allocation more from the point
of preserving wealth than mak-
ing gains. The hard truth is that
preserving wealth in extreme
times is difficult. A portfolio
should be able to tolerate both
severe deflation and runaway
inflation — perhaps even at the
same time. As this report has
repeatedly pointed out, deflation
and inflation can happen simul-
taneously in different sectors of
the economy, which makes life
for us investors rather difficult.
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Yet, even poor asset classes be-
come attractive once their prices
are low enough.

I suppose many of our readers
have thought about entering
southern European stock mar-
kets such as Italy and Spain. |
will let Matias light our reader’s
way on asset markets. As al-
ways, he will provide you an
insightful analysis of a variety
of asset classes.

Issues with Inflation
Estimation

There is another issue with in-
flation that I should like to touch
here. It is generally accepted
that real interest rates are nega-
tive in the Western world. For
example, the US has an official
inflation rate of 2.30% while the
Fed funds rate is at 0.25%. The
10-year Treasury yield is at
1.74%.

However, what is interesting is
that the consumer price index
has been reconfigured since
early 1980s. The common ex-
perience of price increases is
much higher than official infla-
tion measures. | am under the
impression that CPI actually
understates the real inflation for
an average person and no longer
measures the cost of maintaining
a constant standard of living.
CPI no longer measures full in-
flation in terms of out-of-pocket
expenditure. The adjusted CPI
has a very narrow focus on in-
flation, but it is used to adjust
retirement benefits, private in-
come and investment goals. It
impairs the ability of retirees,
income earners and investors to
stay ahead of real inflation.
Moreover, understated inflation
has created an illusion of recov-
ery in reported GDP.



The question is, why would such
an adjustment be made by the
government? If one considers
the enormous unfunded liabili-
ties which threaten the existence
of the US dollar and the ability
of the US to ever repay its debt
or even the interest on it, one
gets a perspective. The obvious
benefit for the US government
would be that underreported
inflation cuts annual cost of liv-
ing adjustments to Social Secu-
rity, which is a major cost in the
future.

I believe that the general public
in the US believes that inflation
is running higher than what is
officially reported. The public
does not use complex mathe-
matical models and adjustments
to prices when it estimates price
changes. Maintaining a constant
standard of living, as measured
by fixed basket of goods, is a
concept not popular in current
economic literature, and cer-
tainly not within the thinking of
the Bureau of Labor Statistics.
They think in terms of adjusted
inflation with the hedonic qual-
ity model. Still, the public thinks
in simple terms. They think of
the out-of-pocket cost of living.
Let us look at some examples to
highlight this difference.

First, text books. One pricing
factor in the hedonic quality
model of modern CPI is whether
or not there are colors in the
book. I doubt that a student who
thinks of passing tests with good
grades is interested in whether
there are colors in the book. He
is likely to think how much
money he has to pay for the
book this semester.

Second, computers. New com-
puter features are deemed qual-
ity improvements. A downside
price adjustment is made in the

CPI for the changes, because the
new computer is better than the
old one. It most definitely is, but
the consumer may not want or
use the features. This is espe-
cially true among the retired.
Elderly people generally look
for simple functions in electron-
ics. Instead of buying simple
easy-to-use products they end up
with new computers, which are
filled with features they don’t
ever use or want. They still had
to pay more for the computer
than before. In their mind, prices
went up, and quite rightly so.

Third, air travel. There has been
no pricing adjustment upside to
the costs of air travel for the de-
struction of travel convenience.
I travel frequently and I am
among the many people who
think that fighting terrorism by
screening people’s shampoo
bottles is ridiculous compared to
all the options for terrorism in
metro stations, trains, boats and
buses. Yet prices have not
fallen, even though the hedonic
experience of flying has gone
down significantly.

These are all single examples,
but the point I’'m making is this.
Consumers are concerned with
pragmatic out-of-pocket ex-
penses. They feel that official
inflation numbers underreport
the real inflation figures. In
other words, they think that
price are going up much faster.
A typical household could ex-
perience price increases in their
consumer basket of anywhere
between 6-8 per cent. Moreover,
inflation in necessity items put
households in inequal positions.
A family with an annual income
of $40,000 is more likely to suf-
fer from increases in gas and
food prices than a family whose
income is $400,000. The low
income family consumes the
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majority of their income in fixed
expenses while the high income
family pays relatively less for
fixed expenses (necessities).

Inflation, then, is not universal
in its impacts on the standard of
living. For anyone in fixed in-
come, it seems that the standard
of living is going down. Ask
anyone who has been on fixed
income for 10 years or more and
the answer is always the same:
”Things cost more than they
used to. I had more excess to
spend a decade ago.”

The government, still living in
their own planet, continue to
measure CPIL. The only reason
why it doesn’t measure food and
gas prices must be because most
government bureaucrats do not
dine or move. For us ordinary
people, however, I contend that
inflation levels are higher than
reported — much higher.

As an investor, I have to ask
myself, whether the increases in
production are real or whether a
relatively large part of it comes
from price increases, which are
not measured in the CPI. There-
fore, the recovery which has
been reported lately in the US,
could actually be weaker than
expected.

Markets

There’s a time when you go
long and there’s a time when
you go short. Now the right
thing to do would be to go sail-
ing. After the latest QE an-
nouncement, | was very suspi-
cious about equities. Red flags
turned to reality and I was not

happy.

In September 25" 2012 I an-
nounced that I’m scratching my
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head when I’m looking at the
S&P 500 weekly chart. The in-
dex was near its upper channel
line, which indicated strength
but also an overstretched market
at the same time. MACD_H was
flashing potential bearish diver-
gence. It felt like nobody was
willing to fight the Fed, which
was understandable but then
again, this was an election year.

Some my gloominess is due to
the behavior of Finnish markets.
Our small peripheral markets
have done a nice job as lead in-
dicators for bigger markets to
show tops in 2010, 2011, and
2012. OMXH25 has been the

01

Open 965.00 High 1024.00 Low 965.00 Close 1024.00 Chg +34.00 (+3.94%) -
E
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front-runner of other markets.
Big money tends to leave distant
and more illiquid markets when
it senses trouble ahead.
OMXH25 had a strong bounce
after the FED announcement but
has backed off with viciousness.
This makes me think that the
February 2012 pattern may very
repeat.

Not only were equity indexes on
the cliff but there was also the
most popular hedge fund hotel
on this planet — Apple. After it
has flashed nasty bearish diver-
gence on the weekly chart and
traded at all time high, AAPL
did what only apples to best. It
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fell from the tree. No wonder
why a shipful of hedgefund
managers are biting their nails.

It seems to me that the overall
picture in equities has been trou-
blesome. Dow transport index
has not confirmed the new DJ-
30 bull market highs after it
peaked in 2011. To make things
even foggier, the railroad index
made new highs with industri-
als. Keeping in mind the big
secular picture of the markets, |
would not be surprised to see
another cyclical bear market
cycle occur.
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S&P 500 20-day NH-NL index is nearing the levels, which are often associated with oversold bounce
areas. Market internals are showing that the intermediate trend is pointing down, but the very short-
term conditions tell me to take profits from shorts. It is likely that the multi-day bounce is about to
materialize and will squeeze shorts. So far the characteristics of the move have been a mini-crash
like.

In technical terms, SPY is on a very interesting area. Its move down has been straightforward and
now it is kissing the GAP support area. SPY has fallen down to its lower auto envelope channel line.
I would lean towards the view that the trigger for the bounce could be SPX closing above 1360. This
might be accompanied with a false breakdown of the support level. I expect the target for the bounce
to come around 1400. I don’t see this as the bottom of the move as bottoms are usually made on di-
vergences. SPY might be heading towards the open June GAP area, which means sub 1300 level for
SPX. TLT has moved up to the earlier GAP support area, leaving an open GAP behind. I think that
we are going to see a combination, where GAP acts as a magnet for TLT and SPY to bounce. This is
something that should be kept in mind, if equity shorts are in your mind.

I like to use a McClellan based market timing model, which activates if the impulse turns red and
then fires a signal after it turns off red again. This usually happens near the end of the down move.
However, the level associated to the signal is usually revisited and exceeded before a more meaning-
ful bottom is confirmed. Overall, it seems to me that the market mood is gloomier than earlier. 'm
eyeing the Baltic Dry if it knows something about this. BDI is known to be a highly volatile index,
but it has bottomed out in September and is now up 55 percent after that!

I continue being light on equities and prefer shorter position holding times. I’'m also urging my read-
ers to seriously re-think their asset allocation. I continue to like gold as the hedge against dark forces.
Gold has a near term support at 1635 and a more meaningful low at 1520. However, a break above
1840 would likely slingshot the yellow metal to new all time highs. I think that investments, which
provide a solid cash-on-cash return, are the most desirable at the moment. It should be clear that in
order to get some in their portfolios, investors must extend theirs scope outside paper assets.
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