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Life After Debt - Dangerous Bubbles

“The best minds are not in government.
If any were, business would steal them away.”
-Ronald Reagan

“Somebody once said we never know what

is enough until we know what’s more than enough.”

Introduction

On September 13th, the financial
media touted the success and
tightness of new financial
regulations. Tough regulations,
we were told, would prevent
financial collapses from ever
happening again. Financial Times
summarized it as follows:

“Global banking regulators on
Sunday sealed a deal to in effect
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- Billie Holiday

“It is the youth who must inherit

the tribulation, the sorrow...
that are the aftermath of war.”
- Herbert Hoover

“The death of one man is a tragedy.
The death of millions is a statistic.”

- Joseph Stalin

triple the size of the capital
reserves that the world’s banks
must hold against losses, in one
of the most important reforms to
emerge from the financial crisis.

The package, known as Basel lll,
sets a new key capital ratio of 4.5
per cent, more than double the
current 2 per cent level, plus a
new buffer of a further 2.5 per
cent. Banks whose capital falls
within the buffer zone will face
restrictions on paying dividends
and discretionary bonuses, so the
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rule in effects sets a floor of 7 per
cent.

A majority of countries, including
the US and the UK , wanted
tougher standards, than those
that finally emerged, but they
agreed to a lower total ratio and
an extended implementation
period after resistance from
Germany, among others. The
rules will be phased in from
January 2013 through to January
2019. [emphasis added]”
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It is true that Basel Ill is the most
important financial reform to
emerge from the financial crisis,
and very sadly so. We are not
particularly concerned that the
regulatory rules are too tough. In
fact, according to Credit Suisse,
all but the shakiest European
banks will meet these
requirements before 2012. We
are very much in favor of free
markets, but it should be clear
that extremely volatile times call
for tighter capital reserves.

The thing that concerns us the
most is also not the fact that the
need for capital reserves applies
to private households as well.
Most households in the Western
world are less than two pay
checks away from bankruptcy. An
overwhelming majority do not
have any significant capital
reserves. According to various
studies, a typical household in
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the West has less than $10,000
set up even for retirement.

Even the fact that the new rules
will be put into effect
somewhere between 2013 and
2019 does not cause us the most
concern, although nine years is a
long transition period to say the
least. In order for Basel lll to be
effective to cushion the effects of
the next crisis, the next lurking
disasters would have to be some
nine years away. In other words,
it is mandatory that no epic
shock can endanger the financial
system for almost a decade.

Perhaps it won’t. Perhaps the
ever-widening budget and
current account deficits do not
cause any problems. With
enough stretch of imagination
and honesty, maybe we can
overlook the fact that trillions of
freshly printed dollars have
entered the system in the past
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two years alone. After all, what
harm could Zimbabwean School
of Economics cause? So far no
inflationary signs have arisen,
except for the fact that asset
prices have ballooned, but they
are not taken into account in
what the Fed calls core inflation.
Interestingly enough, core
inflation also does not include
changes in food or transportation
costs. This must be because the
employees of the Federal
Reserve do not dine and
obviously also do not move from
one place to another. To what
extent this applies to any typical
family is a different story
altogether.

So the deal is no epic systemic
shocks. Perhaps the baby boom
generation, which is
approximately 30% of the US
population, will not cause any
snatches to the economy as they
exit the work force and begin to




demand retirement payments.
Maybe if they only got $1000 per
month in Social Security and
Medicaid, some 70 million baby
boomers in the US alone would
not cause any harm. After all, $70
billion per month would not be a
problem for the Government,
would it? That’s a mere $840
billion per annum (to put this
into context, the Pentagon’s
military funding request for Iraq
in 2010 was $61 billion). A
retiring generation is not a big
deal, is it? Even though the
retirement funds are unfunded
(that is why they are called
unfunded liabilities), all will be
well. After all, you can always
print more money, right?

Well, we will get to that. The fact
is that printing a couple of
trillions is an epic shock, which
bears unintended consequences.
Even that is not what concerns us
the most in the new regulatory
responses to meeting future
financial crises.

What concerns us is that the lack
of tougher capital ratios was not
the cause of the recent crisis in
the first place! It is amazing that
not even once did we see them
mention terms such as
“artificially low interest rates”,
“ultra-expansionary monetary
policy” and “excessive
guantitative easing”, which is just
a fancy name for printing money.
There was absolutely no talk at
all about the central banks even
taking responsibility for their role
in creating the crisis.

It seems that after a near total
collapse of the system, there is
no talk about limiting the central
banks’ ability to keep interest
Money, Markets & Milestones

rates artificially low for an
extended period of time. Low
interest rates do reward
borrowers, but they punish
savers. As saving makes no sense,
a prolonged period of zero
interest rates encourages
speculation and increases
volatility in asset markets.
Volatility fuels bubbles and
eventually probabilities become
inevitabilities.

The response to the crisis
reminds us of a story of man,
who blamed the size of his glass
for him being so drunk. He did
not understand that it was the
bartender’s unlimited supply of
free booze that made him drink
so many glasses of it. As Finns,
we have a strong cultural tie to
seeing that a man will drink all
free booze he is capable of
absorbing into his system until he
collapses. Similarly, asset
markets will absorb all free
liquidity and balloon until they
collapse completely. The big
central banks, the Fed especially,
knows that the best way to avoid
hangover is to keep on drinking.
That is why they keep on
injecting ever larger doses of
dollars into the system.
Eventually, though, it will lead to
a total systemic collapse.

It is alarming that in the late
1990’s the bail-out of LTCM was
measured in tens of billions. The
stimulus after Nasdaq bubble
was hundreds of billions. The
housing bubble and the
subsequent systemic banking
crisis triggered trillions. Come
next crisis, will we add another
zero to the bill?
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One of the irritating features of
modern finance is that at some
point numbers become absurd.
Just how much is a trillion? It’s a
thousand billions. It’s a million
millions. A trillion is
1,000,000,000,000. It is more
than the expected number of
galaxies in the universe. What
used to be astronomical numbers
have become economical
numbers.

Paul Krugman recently suggested
additional stimulus to the US
economy to avoid it from sinking
into deflation. He has previously
announced that what he thinks
the world needs is yet another
bubble. He — like many Keynesian
economists — is worried about
the US entering deflation. They
are of course thinking about the
misery of 1930s.

While it is an excellent idea to
study economic history, it does
not mean that the only history
that should be studied is that of
the 1930s. What many academics
are suggesting is superimposing a
new debt balloon on top of the
one that began to burst in the
private sector in 2007. The
problem has shifted from being a
private sector debt problem to
being a sovereign debt problem.
It should be clear that accepting
a depression is far less painful
than destroying a country's
currency, which ultimately leads
to not only economical but
sociological and geopolitical
disasters. Yet these people
believe that postponing the
problem into the future will
somehow magically cause it to
disappear. So in their view,



deflation is out of the question -
whatever the cost!

This may sound rather alarmist
and aggressive. Yet if one looks
at the enthusiasm to print money
in the last two years, it is not an
exaggeration at all. Far from
facing the problem, governments
and their agencies, especially the
Federal Reserve, has decided to
put a floor under certain asset
prices. According to these
academics, it is mandatory to do
so because the opposite idea
would be to face the
consequences of a severe
recession or even a depression.

To yours truly, that is an
interesting point of view.
Suppose that you met a fellow
who had a spectacular record of
messing his finances throughout
the past decade. Suppose he had
solved all of his previous
problems by getting deeper into
debt. One day he got to the point
where he could no longer do
that. Would you grant him an
extra credit so that he could once
again solve his irresponsibility by
getting more free money?

As with individuals and nations
both, free money soon becomes
an addiction. The idea that you
can get something for nothing is
one of the most dangerous
thoughts. The day of the demise,
the mark of the apathetic future,
is set on the day that one decides
to go after something for
nothing. That is the extreme
form of irresponsibility, which
plagues individuals and nations.
No further examples need to be
provided here.
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Irresponsible is the exact word
that we would call the Federal
Reserve over the past two
decades. The promise of free
money always gets standing
applause from the audience. So it
seems to be with the
government as well. Free money
is what the West, the US
especially, thinks it can use to
solve its problems. Free money is
what the Treasury asks for and
what Mr. Bernanke has been
keen to deliver.

Anything but deflation, they say.
So begins the monetary and fiscal
interventions, which bring about
unintended consequences.

What is inaccurate about the
inflation/deflation debate is that
inflation or deflation can co-exist
simultaneously. In fact, the boom
that followed the end of WW2
was a deflationary boom.
Consumer goods evolved rapidly
and the prices of old versions or
obsolete products fell over the
years. A good example of a
deflationary economic sector is
the information technology
industry. Prices of televisions,
computers, cell phones et cetera
fall, in other words deflate,
rather quickly.

Now we are well aware that
some our readers are quick to
point out that one can’t compare
hi-tech products to food. This is
because food is a necessity good
where as hi-tech is a luxury good.
Yes, and that is the essence! Let
us be very clear that one has to
distinguish consumer price
inflation from asset price
inflation. The same applies to
deflation. There is a difference
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between consumer price
deflation and asset price
deflation. Inflation and deflation
can co-exist, because asset prices
and consumer prices can move
into opposite directions. This is
one of the unintended
consequences of continuous and
massive monetary interventions.
These shocks to the system have
become so common over the
past decade that it is no wonder
that conventional economical
models do not hold. Economists
today are too often academics
that have read and re-read each
other's papers too much. They
have spent too much time in the
library and too little time
recognizing market signals.
Again, as we have pointed out
before, what is needed is less
focus on so-called better
economic models and much
more common sense!

It is remarkable that the Fed did
not see the housing bubble
emerge in the US. This, they said,
is because it is enormously
difficult to see a bubble emerge.
Yet they were able to spot the
bubble in Spain and China. So
they can see bubbles in other
countries but not in the United
States. Moreover, trade and
current account deficits in other
countries matter very much, but
in the US they are not a problem.

While it is true that often bubbles
are not evident in the present
moment but very evident indeed
later on, mainstream economics
paid very little attention to
artificially low interest rates and
increasing global liquidity. In fact,
it was (and still is) almost
impossible to spot these terms in
4



the mainstream media and
economic jargon. In this report
we will observe the relationship
between asset prices and global
credit. It becomes clear that
there is a very important
correlation between global credit
growth, certain asset markets
and certain currencies.

We also remember Mr. Bernanke
telling that the citizens of the US
need not worry about the
depreciation of dollar. If a
consumer earns his income in
dollars, he said, and spends them
in dollars, it matters little what
the value of dollar is against
other currencies. In other words,
Mr. Bernanke thought that a
purely domestic market will not
suffer from a gradual demise of
its currency. Perhaps Mr.
Bernanke could explain what part
of the US economy is purely
domestic! Perhaps everything the
US consumes is made in
domestic markets without any
raw materials from other
countries. Since some 90% of
global trade is capital and money
and only 10% is goods and
services, perhaps he thinks that
this 90% will not affect the US at
all despite the fact that
foreigners hold a very substantial
portion of US national bonds and
equities. Mr. Bernanke, in his
bubble laboratory, is still living in
his own planet. He is like the
Bush administration was - stupid
and dangerous at the same time.

We do not wish to repeat
ourselves excessively from our
previous reports. We have
already explained at length how
the Fed will keep on printing
money if the economy shows
Money, Markets & Milestones

weak signs. The additional money
will then flow somewhere and lift
some asset classes. What is
important to recognize once
more is that a central bank can
print more money, but it cannot
decide where the money will go.
Recently the US economy has not
shown strong signs of recovery
but Asia has welcomed the new
capital. It is also possible that
additional new money in the
system flows into equities,
commodities and even real
estate in some few countries. It is
very possible that new liquidity
indeed supports commodity
prices as Asia's economies
continue to increase their
demand for them. The rise in
certain commodity prices rapidly
leads to detectable consumer
price inflation. They freshly
printed money will eventually
flow somewhere. Yet it is difficult
to see where it flows. Even more
difficult is to foresee to which
sector it will rotate next to lift
prices there.

Continuous and aggressive
government and monetary
interventions can cause rapidly
inflating and deflating sectors in
the economy. The problem is
that it can cause inflation in
necessities such as food and
transportation (which the Federal
Reserve does not include in its
"core inflation" because the
employees of the Fed do not eat
or move) and deflation in luxuries
as their demand is lower in a
weak economy. The result of this
is that the poor can then afford a
cell phone but not healthy food
(which tends to be more
expensive than junk food). Rising
commodity prices can lift the
September 2010

prices of necessities. For
example, any significant rise in oil
prices would have an almost
immediate impact on food and
transportation prices. So a highly
inflationary environment would
benefit borrowers, providing
they can make their rising
interest payments. It would also
benefit the people that own
assets, which enjoy a lift from
new capital entering the system.
Inflationary environment would
punish savers as their savings
lose value in real terms. It would
also punish the poor as a
disproportionately large part of
their income goes into
necessities. In this way inflation
gradually shifts wealth from the
poor to the rich.

The point we are making here is
that the Federal Reserve targets
a very narrow definition of
inflation.

This is hardly anything new, but
as investors, we are naturally
interested in which asset classes
will mostly benefit from the
economic, historic and
geopolitical trends that we have
observed. It is important to
recognize that in many ways the
world is not fair by default, but
one can learn to ride the waves
instead of falling under them.
More often than not it requires
us to abandon conventional
wisdom and look for new ways to
build and preserve wealth. For
example, this report contends
that bonds are not the safe
haven anymore, which they were
thought to be on previous
decades.



We think it is important to
recognize that the upcoming
decade looks vastly different
from the one that we just lived
through. The most striking
observation is that there are
more foreseeable challenges in
the economy than ever before.
The deficits of Western
governments, the austerity and
money printing measures —and
their unintended consequences,
the retiring baby boom
generation, and finally, rising
geopolitical tensions in strategic
areas all point out that recessions
may be more frequent in the
future.

Major equity bear markets are
associated with recessions, so it
follows that if there are more
frequent recessions, there could
also be more cyclical bear
markets. This will demand the
ability to ride the cycle in both
directions. In other words, a
blind buy and hold strategy is
likely to produce substantially
subpar results.

Many people today are wary of
the stock market and keep their
money in government bonds.
This is somewhat sympathetic,
but only because they have not
rethought what is a risky
investment. The Treasury market
has been on a bull market since
September 1981, so it has been
rallying for almost two decades
now. Treasury yields are very
low, and one would rightly
question whether they are
realistic. We believe that we are
somewhere on a major low area
of Treasury yields and that they
will be one of the most
dangerous asset classes to hold
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money in on the upcoming
decade.

The Relationship
Between The USD And
Asset Markets

Let us look at what happened
between 2002 and 2010.
Between years 2002 and 2007,
everything went up. Stocks,
commodities, art, real estate —
globally all asset classes went up.
There is only one asset class that
went down in this period and
that is the USD. Then in 2008
something interesting happened.
The USD was strong again and
everything else collapsed. On
October 2008 the Chinese stock
market bottomed out and several
commodities bottomed out in
December 2008. The USD peaked
at the end of February 2009. The
S&P index bottomed out at 666
points in March 2009. From there
onwards, all asset prices went up
again but the USD was again
weak. After November 2009 the
USD began to strengthen as
EUR/USD peaked at 1.51. This
strengthening of the USD was
followed by a renewed weakness
in asset markets.

This is a very important
relationship for us as investors to
understand. A weak USD is a
symptom if expanding global
liquidity. A strong USD is a
symptom of a tightening global
liquidity — not necessarily
induced by the Federal Reserve
and other central banks but by
the market place.
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When the Fed increased interest
rates in baby steps from 1% in
June 2004 to 5.25% there never
was any monetary tightening.
The reason for this is credit
growth in the system. In 2004
credit growth was at 7%
annually. Then as the Fed
increased interest rates, credit
growth went up to 18%, this as
they were moving up interest
rates. Many private sector
economists were already
concerned and pointed out that
this was not sustainable, but the
Fed could not see that a rapid
credit growth combined with
rising interest rates would lead to
a major bust.

In 2007, the private sector acted
rationally. Banks tightened
lending standards and individuals
spent less and saved more
money. As savings rate went up,
credit growth slowed down and
turned negative in the private
sector. In a credit addicted
economy, a slowdown in credit
growth is poison. That the Fed
knows, so they tried to engineer
a new rally in asset prices.

As the private sector credit
growth contracted, the
government increases credit
growth through fiscal deficits and
monetization. We ended up in
with a situation that leads to the
kind of economic volatility we
have today. In 2008 the private
credit growth contraction
exceeded the government credit
growth expansion, so asset
markets tumbled. In March 2009
credit growth expansion by
government exceeded the credit
growth contraction of the private
sector —and asset markets went



ballistic! Recently private credit
growth contraction exceeded the
credit growth expansion of the
government and asset prices
ended up in a digestion period.

When will the Fed again print
money? When will government
credit growth again exceed
contraction? Beyond saying that
the upcoming five years will be a
rollercoaster ride is impossible.
We simply don’t know.

An investor has to rethink what
is a safe asset class. Under
normal conditions (meaning non-
inflationary environment) people
will regard cash and Treasuries
the safest. Then comes longer
term government bonds,
corporate bonds, equities, and
finally commodities which are
probably the most volatile
because they generate no cash
flow.

In an environment such as we
have today, the Fed thinks that
the problem is that people are
saving money instead of
spending it. They think that we
have to get these people to
spend it again to get the
economy going. The easiest way
to do that is to just create
inflation, say 5%. The Fed will
likely keep interest rates
negative in real terms.
Considering the overwhelming
unfunded liabilities that the US
has, this solution is very likely
indeed.

So the question is again, which
asset classes would likely benefit
the most? Under such scenario,
cash becomes a very risky
investment and the second
worst is long-term government
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bonds. On the other hand,
equities are a way to preserve
wealth, although they are very
volatile but they become less
risky than cash and bonds. Then
of course you have precious
metals.

One thing to keep in mind is that
everybody is expecting the Fed to
print money and that it will lift
asset prices, especially equities.
Print they will, and massively so,
as they have already done. Still, it
doesn’t prevent equities from
experiencing a meaningful
correction. One could happen
this very autumn. Just to remind
our readers, there will be more
rounds of quantitative easing.
Many more rounds! That does
not prevent market corrections
from happening.

The Storm Is Coming

M3 money contraction tends to
be a leading indicator of the
broad economy downturn or
intensification. This shows
roughly six to nine months after
the annual growth in real first
turns negative. As we wrote in
December 2009 MMM report the
current downturn signal in US
economy was generated in
December 2009.

The increase of income
dispersion in 2009 points out that
the greatest negative impact of
the systemic turmoil has been on
those US citizens in the middle-
income area. It is evident that
the middle class has paid the
biggest financial and emotional
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bill. In addition to decreased
income, their accumulated
wealth was whipped out more or
less totally. This combination is
highly suggestive of even greater
financial struggling still ahead.
The same phenomenon is more
or less true in many European
counties too.

The small businesses are the
heart and soul of the economy.
Observing the daily life of the
small business provides a good
view for the real economy unlike
the lips-ticked stories that the
talking heads and powers want
us to believe.

We recently received an email
from a fellow US trader who told
us his observations. He had
noticed lately that some small
firms in his territory were closing
up shop. The recession had been
extremely difficult for most of
them and the rebound almost
non-existent. It doesn’t take a
rocket scientist to understand
that small firms can only hang on
for so long. A strong rebound
only comes when excess supply is
removed from the market to
meet the decreased demand.
That is the catalyst to propel
further expansion and the
survival of the fittest. Itis likely
that we will continue to be in the
phase of removing supply.

The dying process of the small
companies has taken surprisingly
long because some banks have
been reluctant to call in loans on
small and medium-sized
businesses. They simply have not
wanted more write-downs after
taking a serious hit of the real
estate implosion. This has given



businesses more rope to hang on
and further hopes of rebound.
The lack of strong rebound of
demand after the Armageddon is
now slowly killing many wounded
and struggling small firms.

We would like to point out that
the people that close their small
businesses seldom show up in
the unemployment numbers.
Most of them have already been
underemployed since the crap hit
the fan for the first time. Thus
one cannot notice an increase in
statistics as one sees when the
corporate world jobs disappear.

It is a well-known statistical fact
that real unemployment
continues to grow sometime
after the real turning point of the
economy has been reached.

The knowledge of history is
power, because patterns keep
repeating time after time. We
have survived record hot and
choppy summer. We are the
lucky ones to have a head ache of
asset allocation and strategy
diversification instead of
problems that are more common
on the broad crowd of our fellow
human beings. We had better be
grateful with our problems.

However, now is a good time to
revisit our map to see the big
picture and recognize where we
stand right now.

We should like to repeat
something that we pointed out in
a previous issue of this report.

“We have seen a typical bear
market reaction during the past
three months with aggressive
rallies up to significant resistance
areas — and sell offs. However,
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we would highlight how the
bottoms are made. Economic and
earnings news continue to be soft
to say the least. However, the
markets refuse to make any
lower lows. At the same time, the
bull-bear ratio falls around par or
even negative, indicating that the
hbearish train is fully loaded!
Bullish divergences on the daily
and also on the weekly charts
show the lack of steam of the
bear party. At this point shaggy
markets have convinced most
traders to throw the towel into
the ring and leave the markets
alone. It has been an
inconvenient trip through dark
market times. Now, it is also
noteworthy that the NH-NL index
has made its lows. Possible
bullish divergence signals that
water is flowing below the frozen
surface. The bulls are getting
stronger.”

A couple of months ago the main
stream media was calling DOW
1000 and a total end of the
world. Now all major US indexes
have broke above the August
highs. Notice how the indexes
still gravitate towards the box.

S&P 500 has traded inside the
flash crash box for over five
months. However, this does not
give us a completely correct
picture of the markets.

All US major averages are trading
below their April peak. In fact, 73
of 239 industry groups are
trading above the level they were
at the point SP-500 peaked at
April. 176 of 239 are trading
above the end of 2009 level.

It is clearly visible that it’s not
about the stock market. It is a
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market of stocks. Sectors heat up
and melt down. Money flows
from sector to another creating
never ending manic depressive
dance of charts.

An active investor should have
been able to protect one’s
portfolio fairly well. In addition,
the markets have offered
unbelievable opportunities even
if the broad market indexes have
suffered. Don’t get hypnotized by
broad indexes. Be always willing
to do your own homework and
dug deeper. We can’t emphasize
enough the importance of having
a mind open to new investment
ideas.

We appreciate the mails and
conversations we have been
privileged to have with so many
portfolio managers and investors
during the last five months.
However, we are sick of the
whining that timing is not
important and how it is
absolutely useless to make any of
your decisions based on some
lines crossing, i.e. technical
investor knowledge. The buy and
hold strategy is the only
reasonable strategy to use, they
say. We just want our readers to
consider the possibility that one
should have had some kind of an
exit and a re-entry plan. Could it
possibly have made some
difference on one’s portfolio
performance and customer
satisfaction? We bet it would
have!

We are not here to blame
anybody but we can’t stress
enough the importance of
combing one’s tools and
strategies. It is not that hard.
How come some portfolio



managers, who drove straight off
the cliff in 2008, have not
changed their approach to avoid
stepping in the crap once again?
Implementing some timing tools
instead of trying only to guess
based on “fundamentals and
vision” would have made huge
difference. Let’s face it. There
are times when one had better
go into cash just to make a
proper re-entry to the markets
later on. | know some of our
readers are afraid of losing for
the benchmark index, but wake
up! One can’t forecast with
certainty which sectors recover
from the crash and which don’t.
That is easily seen from the table
of winning and losing sectors.

However, one can always scan
after the event to see, which
sectors have been recovered and
are back to the uptrend. There is
no excuse to sit on your portfolio
doing nothing. This of course
includes all investors, not only
professional money managers.
We all need to have an adequate
investment plan.

Somehow we have very little
sympathy for people who get
paid to babysit other peoples’
money and repeat the same
mistakes time after time and still
arrogantly rationalize and sell
the story to their clients that the
markets just are what they are
and explain that it’s just that the
times are difficult.

Why are we so hard on this? Just
because we know that there are
a lot of gifted and hard working
professionals who take excellent
care of their own and their
clients’ money year in year out.
So we’d like to apologize our
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readers this fairly boring finger
pointing and anger. We are
aware of the fact that most of
our readers are not part of the
crowd we just described.
However, sometimes one of the
best ways to repeat important
lessons is by observing other
people’s (repeat) mistakes.

Have you ever wondered why
sometimes everybody is
extremely bearish at some point
and two days later they see
everything in a whole different
light? This leads us to a problem,
which is unbelievably common
among investors and financial
reporters in general. It is very
possible that the markets are
extremely bullish and bearish at
the same time. This happens all
the time. Let us try to walk you
through this by describing a
trader’s world.

Traders usually observe markets

by looking charts in different
time frames. A scalper might
make the decisions on the 1 min
chart and go long. At the same
time, some other trader might
make the decisions to go short
on the daily chart. It is obvious
that the same market looks
bullish on the minute chart and
bearish on the daily charts. The
very same analogy is true when
one compares daily, weekly and
monthly charts. Long-term
position traders might consider
the monthly chart absolutely
attractive and change to weekly
chart to make their execution
plans.

Markets are like an ocean. The
tide comes twice a day, leaving
shells lying on the dry beach.
Exactly a similar inhale-exhale
motion happens in the markets.
There are big waves on longer
time frames and counter move
waves on shorter time frames.

Source: StockFinder
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Education & Training Services -25.43
Tobacco Products - Other -25.09
Prirted Circuit Boards -24.14
Sporting Goods 2388
Home Health Care -23.88

Source: TeleChart

Internet Service Providers 38.96
Silver 20.25
Beverages-Brewers 17.49
Music & Wideo Stores 17.44
Gold 15.99
Auto Parts Stores 15.02
Agriculbural Chemicals 11.43
Monmetallic Mineral Mining 11.28
Telecom Services-Domestic 11.02
-Tobacco- 11.00

Top ten industry sectors and bottom ten industry sectors.
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Thus, it is possible that the
markets look bullish for some
and exactly opposite for others.
It depends on whom you ask
from and what time frame he or
she is paying attention on. We
would like to point out that it is
extremely important to keep in
mind your investment time
frame, when you form your
opinion of the markets. Itis very
useful to choose your favorite
time frame and make strategic
decisions based on one time
frame bigger than that. For
example, a position trader
(formerly known as an investor)
might want to make strategic
decisions on the monthly chart
and make entry and exit
decisions based on the weekly
chart. By understanding this one
can put into perspective what
one hears from financial experts.

Even though the news one hears,
tips one gets, and ideas one
reads are important ingredients
of one’s decision process, an
investor has to understand that
he owns the investment. We
mean here that we are always
100% responsible of the
outcome. It is us that have made
the decision in the first place and
we have to accept any outcomes.
It is no use to blame somebody
else of the results we have
generated. Owning an
investment forces us to accept
the fact that someone else might
see the very same opportunity in
a totally different light. You might
see it bearish and your brother-
in-law might see it bullish. It does
not mean that you both are not
capable of making money out of
the idea. We all have different
time frames and styles.

Money, Markets & Milestones

We would like to stress that the
strategy is far more important
than where you invest in or
what you trade. With one stock
and three different strategies,
there will be three different
outcomes. This is true in all
investments and all asset classes.
What you know is far more
important than where you invest
in or what you trade. It is not
stocks, bonds, gold, silver, real
estate or businesses that make
you money. Ultimately it is what
you know about them that makes
you money. Thus it is mandatory
to take responsibility of the
decisions you make. Being an
investor is a journey of self-
discovery. It is a process learning
to take responsibility and owning
your results without regretting or
kicking yourself.

Investment
Considerations

Previously, we observed the
following. “We continue to
believe that long-term treasury
bond prices are closer to a
secular high than bottom. In
other words, treasury yields are
closer to a bottom than the top.
Even though some well-known
economists still continue to
recommend US long-term
treasuries as a great investment
and a safe haven, our view is that
the train is about to turn. We
might see some additional
bounce on bond prices. Our
long-term view has not changed
since our January 2010 issue.”

September 2010

TLT August highs are almost 10
percent higher than where it was
trading the time July issue of this
report was published. As of
September, late bond buyers
have burned their fingers badly.
US Treasury bonds and notes
were signaling a period of no
growth and inflation for the next
ten years or so! The Fed was
buying bonds with their hand
over fist. At the same time, gold
and silver have continued their
mach upwards. The big question
is when will the large asset
allocators start to get out of the
US Bond and Japanese Yen train.
They can’t increase indefinitely,
driving prices up to Moon. ltis
obvious that bonds have been
the flavor of the year for trend
followers. When the
programmed selling goes to full
gear and all smart hedge fund
managers abandon the reversed
train, the bond market will
implode and leave the bonds
they bought at the top.

Bonds have already pulled back
very substantially but our humble
view is that this is just the
beginning. Before the end of the
year we expect to see money
flowing seriously out of the US
Treasury bond markets and flow
into precious metals and equities
even if the Fed continues to
monetize bonds. We have a
strong belief that this they will
do. We have not changed our
view that US bonds are likely to
be the most dangerous
investment over the next ten
years compared to equities and
precious metals.

However, you should be aware
that the bond market is likely to
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peak short-term in case the
broad market indexes bottom
out below the July lows. That will
be your short signal for the trade
of the decade.

Over the next year and beyond
the liquidity will flow around the
system. This will offer us great
money making opportunities. It is
likely that at least some of the
flow will end up into precious
metals.

We still like physical gold, silver,
junior gold miners (GDXJ in case
you want to play them via ETF)
and those silver and gold plays
mentioned in earlier reports. We
like also agriculture-related
stocks, sugar from pullbacks,

Singapore REITs, and emerging
markets on a relative basis.

Further stimulus and money
printing as well as possible
military conflicts are supportive
to all commodity prices in the
long-term. We are well aware
that industrial commodities
might be very volatile and
somewhat vulnerable in the
short-term. However, we don’t
believe they will implode even if
some pundits are marketing the
broad scale deflation scene. Our
regular readers know very well
our view of that subject.

While US households face
mounting financial stress, money
has started to flow back to real

estate in some European
countries. Prices and sales
volume are increasing in
Northern and Western Europe.
The UK market continues to
suffer again after brief a bounce
of prices.

In other words, in the US the
average Joe Six-Pack has pulled
out his wallet again and the
banks are suffering from the
shrinking of their balance sheets.
They are doing all they can to
help Joe lend as much as
possible. This doesn’t mean the
problems would be fading away
from the US housing markets.
Moreover, this signals that banks
are back to their lending business
and newly printed money is
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pouring in the asset markets,
driving up inflation. Rental yields
in prime residential areas are
historically low in some parts of
the Europe. For example, in
Finland this highlights the float
effect as well as some structural
drivers as well. The yields are not
depressed because of the drop of
rents but merely because higher
appreciation of the prices than
rents. However, this makes
these overheated areas
somewhat vulnerable and
undesirable for investors for the
intermediate term. With careful
buying process you are able to
find more or less lucrative
investment opportunities also
from the real estate sector. We
continue to weight rental income
over the capital appreciation
possibilities when dealing with
properties.

Right now is a very high time to
take a look at your portfolio and
walk through your investment
plan. It is good time to start
planning your entry prices and
criteria for selective equity
allocations. You had better have
a plan for a new leg down as well
us a runaway move up in case
the Fed starts to monetize
equities instead of bonds.

Money, Markets & Milestones

Again, we need to have a
fundamental landscape that
continues to improve to have a
strong sustaining bull market. So
far there have been pockets of
strength, but we need a far
stronger economic foundation to
support the second phase of the
bull market. Remember, the
second phase of the bull market
is based on improving real
economy, decreasing
unemployment, increasing
corporate profits and real
growth. The middle class is the
key to recovery here. Joe Six-
Pack has to receive a pay check
to join the party. The flow of
liquidity and big uncertainty
materialize as waves that last
only a few weeks to a couple of
months. This is also seen in a
highly diversified performance of
industrial sectors. For a short or a
middle term, we are more likely
nearing a topping stage. This kind
of action can last several weeks
as the market probes upper
resistance. We would not be
anyhow surprised to see the
market making a more significant
bottom before the next stage of
the bull market continues.

Be kind to yourself and the
people around you. Do your
homework to find emerging

September 2010

trends, reversals and
opportunities that you would like
to capitalize on. Improve your
approach in order to be better
prepared for whatever Mr.
Market decides to provide. Just
to remind you once more, don’t
miss your short trade of the
decade!

You will find more investment
and trading ideas from the
subscribers’ area of The Money,
Markets & Milestones Report at
www.theMMMreport.com by

clicking the Members button.We
share additional ideas, strategies
and follow-up analysis of
observations that we have
presented in the MMM report.

You are free to post your
guestions and ideas to us. You
can naturally take advantage of
our views. As always, do your
own research and analysis so that
your investment decisions
become your own.

We wish you success!
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ETFs from upper left: Austria, Japan, ltaly, Germany, Seweden and India
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