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Preparing for QE, Part I

December 27, 2009

The US Treasury6 guantitative easing (QE) program officially ended in October.
However, the monetization of agency debt and mortgage backed securities
(MBS) is continuing through the end of March 2010. Recall QE is a fancy term
used by government to denote the creation of money and purchasing
(monetizing) debt and securities. The monetization of MBS has been

affectionately coined i Ca s h

f or

Trasho.
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presented for what may be the preparation for a major second round of QE.

Since the September Newsletter, there has been a continuation of the broad
based asset rally. It has not been too hard to imagine that many asset classes
ranging from bonds, stocks and commaodities have all been positively influenced
by an increase in money supply. When an ever increasing supply of US dollars
hits the market, assets are going to increasing in price. The US Federal Reserve
has used their QE program not only to depress long term interest rates by
creating artificial bond demand, but they have also reached over to the equity
markets to support them. Bill King of King Securities was the first commentator
to notice unusually large MBS/Agency purchases by the Fed during equity option
expiry weeks (third Friday of each month). The chart below is how the Dow has

performed since June with each option expiry week highlighted.
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There are no other weeks when purchases are close in size to those shown. A
total of $385 Billion of purchases has taken place for six consecutive equity
option expiry weeks. This occurring a few times can be brushed off as a
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coincidence but six times in a row is now becoming a trend. One may ask how
the Fed is supporting stocks if they are just simply purchasing mortgage backed
securities. MBS are illiquid and unwanted bundled mortgages with hidden
financial minefields. Since there has been no audit of the Fed and their stern
resistance to having one take place, it is fairly safe to assume they are paying
much more than market price. Those selling MBS to the Fed are instantly given
$Billions in exchange for their junk. The strong rise we see in the markets during
equity option expiry week is probably due to traditional upward market gaming
and the use of new Fed money to purchase securities. Note the D o w deslining
performance during option expiry over the last five months. The effect of new
money (juice) is not giving the market (junky) the high it first did.

T h e r aerécent change in the behavior of the US government in reporting
economic data. In the past, there would be subtle changes to sampling
methodology or a new application of an obscure qualifier to report better than
expected results. Recently, the adjustments have blatantly been reported much
higher than expected or within reason. Some examples include Q3, 2009 GDP,
reported November 2009 retail sales and November employment data.

In late October 2009, preliminary GDP data for Q3 was released. The prior
quarter had shown a contraction of 0.70%. Economists were looking for a
positive growth number but not for the huge 3.5% reported. The markets
celebrated the number leading many government officials and TV financial
pundits to declare the recession® end. The glow of the number barely had a few
days to last before people began to the question the veracity of the number; even
on national TV! One could delve into the numbers and show how the
government underreported inflation (hence inflating GDP), which has been usual
andi gnored for years. What | think got peopl
not indicative of over 3% growth of the past. There has been no job growth, just
more loss. Consumer confidence fell through the quarter, foreclosures set
records and tax receipts continued to fall.

Secondary sources of information can be used to confirm or help disprove US
government economic dat a. One data set that
sales tax data. Approximately 71% of US economic activity is derived by

consumer spending. Consumers spend and States collect; their most important

source of revenue. The Q3 reported strong figure for GDP should be detected by

strong sales tax revenue receipts. The Rockefeller Institute publishes quarterly

figures concerning the income of several (44) US States. The following is an

excerpt from their report focused on Q3:

ifhe Rockefeller I nstituteds statessiiowsl at i on of
collections from major tax sources were $119.7 billion in the third quarter of

2009, compared to $134.0 billion for the same states during the comparable

guarter of 2008.0
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http://www.rockinst.org/pdf/government_finance/state revenue report/2009-11-23-
State Revenue Flash.pdf

What their figures show is sales taxes are 10% lower than the comparable
guarter the year before. Certainly growth figures can be misleading however the
revenue discrepancy indicates that actual sales and economic growth were much
lower and/or caused by statistical chicanery.

During the past week, the US published the final Q3 GDP. The final number was
revised down to 2.2% growth. There has been a trend by the US to report very
good numbers (to get a market boost?) then later lower them when no one cares.
The unrealistically high 3.5% figure appears to have done its job by rallying the
markets and setting the stage for boosting the falling dollar later.

On Friday, December 11™ the commerce department reported a much better
than expected retail sales for November of 1.3% versus consensus of 0.9%. The
usual market shills were singing praises of the consumer coming back. Upon
further review,  asssaid it tlie NFL, the numbers were highly suspect. The
majority of sales growth in November was due to consumers paying higher prices
for gasoline and government incentivized purchasing of appliances.
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Digging deeper into the numbers we find the US changed the way it reported
retail sales. The change was picked up by John Crudele of the New York post
who had this quote concerning the strong November retail sales:

fiwWall Street told us to applaud and the media, right on cue, proclaimed that the
consumer was back in business.

The trouble is, the 1.3 percent gain was very misleading. In fact, misleading is a
kind term for it. It was a lie -- but not one perpetrated by the Commerce
Department, which released the figure.o

http://www.nypost.com/p/news/business/the footnote that killed nov_retail tBtZHigWt8JO830wPoZk3J

Other evidence pointed to the retail sales figure not representing the state of the
consumer. In fact, 81% of all same-store sales missed forecasts with retailers
taking a more sanguine view of how the 2009 Christmas season is going to be.

Weak November Retail Sales: http://iwww.reuters.com/article/newsOne/idUSTRE5B221120091203

The Q4, 2008 GDP number of -6.3% was the worst quarter for the recession to
date. Consumers were white knuckled with fear and their spending habits
showed it with retail sales of -2.5% for November 2008. US States immediately
felt the pinch seeing drastically lower sales tax receipts. We have been told that
Nov. 2009 retail sales was a solid +1.3 % and the recession ended in Q3, one
would expect a healthy rebound in State sales tax revenue if true. The next
graphic is the sales tax collected by the State of Texas for the 12 months.

Susan Combs Texas Comptroller of Public Accounts

Local Governments Sales Tax Allocations

Local governments will receive $417.1 million in December 2009 sales
tax allocations, down 14.6 percent compared to December 2008.

700
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Source: Susan Combs, Texas Comptroller of Public Accounts.

Source: http://www.window.state.tx.us/news2009/091211-salestax.html
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Texas is the second most populous State in the US. What we can clearly see is
retail sales have not rebounded to any appreciable extent. The fact that sales
tax revenue for Texas is down almost 15% year-over-year during what has been
deemed a period of strong economic growth brings into question the data
reported by the US government. The phenomenon of shrinking sales tax
revenues this Christmas season is not isolated to Texas but the rest of the US
(see the Rockefeller state revenue report to learn more on the top page 5).

A deeper look into the Texas sales tax story can be found from this link:
http://www.dailysentinel.com/news/content/gen/ap/TX Sales Tax Revenue.html

Thanks to the generosity of readers, a year subscription to Shadowstats.com

was ordered, which arguably has the most accurate representation of US

economic data. The nextgraphputsi nt o perspective the so cal
recoveryo in the US economy and the Areturn

Inflation-Adjusted Retail Sales (6-Mo Moving Avg)
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Source: www.shadowstats.com

Thus far, key economic data provided by the US government has been

discussed showing it heavily skewed to the positive. Though adjusted higher

than what other data would suggest, GDP or Retail Sales figures were not nearly

as questionable as November 6s empl oyment rep
100,000 jobs lost for November with the unemployment rate holding steady at

10.2%. The US reported an astonishing meager 11,000 jobs lost and the

unemployment rate falling to 10.0%. Again, Wall Street and government officials
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used the report to proclaim the recessions end. The US dollar rallied on fear the
Federal Reserve will now have to raise interest rates since the economy is doing
so well.

Fortunately, there are two other sources to check the US data. One source is
TrimTabs (www.trimtabs.com). They use tax data to estimate job gain or loss.
The methodology is simple: more workers increase tax revenues while less do
the opposite. A second source is ADP (www.adpemploymentreport.com). ADP
processes 500,000 payrolls covering 23 million employees. Their methodology is
just as simple as TrimTabs. Fewer paychecks mean fewer jobs and vice versa if
paycheck numbers increase. Over time, TrimTabs and ADP reported job
numbers are in proximity to each other. Quite usually, the US government
reported job numbers are consistently better than the other two but tend to trend
in their direction. The following table is a summary of TrimTabs, ADP and US
reported monthly job numbers.

TrimTabs ADP US Govt US vs.
Month (10006s J Reported Reported ADP/TTabs
(10006s|(10000s Avg.
Jan 2009 -648 -522 -598 -13
February -775 -697 -651 85
March -749 -742 -663 83
April -522 -491 -539 -33
May -347 -532 -345 95
June -439 -473 -467 -11
July -379 -371 -247 128
August -335 -298 -216 101
September -358 -254 -263 43
October -284 -203 -284 -41
November -255 -169 11 ) 201
YTD Total -5.09 million -4.75 million -4.28 million

Table Sources:
http://www.trimtabs.com/global/index.htm
http://www.bloomberg.com/markets/ecalendar/index.html
http://www.businessinsider.com/trimtabs-the-real-job-loss-number-was-255000-2009-12

The table shows for the first 10 months of 2009, US and private data followed a
trend with the US data showing roughly 20% fewer jobs lost. However, in
November the reported number was 23 and 15 times lower than the TrimTabs
and ADP estimates, respectively. Why did the US report November employment
so strikingly off from private sources?

We have always known that officially reported employment was better, inflation

numbers lower and GDP higher than they really were. It is apparent the US
government is now heavily distorting economic data to the positive. What |
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this to instill fear and heighten speculation the Fed will raise rates next year.

The QE program announced in March has effectively neutered the US bond

market from signaling any significant economic trend or tendency. The program

has created artificial demand to do two things: to stifle long term interest rates
from rising and to keep US Treasury auctions well bid. In October, US direct
purchasing of treasury bonds ended, but the MBS/Agency program continues

with its extension to late March. Treasury bonds have been indirectly supported

by a shell game where holders are paid for their Agency debt and in turn
purchase US bonds (see http://www.chrismartenson.com/blog/shell-game-how-federal-
reserve-monetizing-debt/25806).

Going back one year, outlays by the US rapidly increased due to Tarp funding of
banks that were teetering on the brink of failure. Large Tarp like outlays is not
of the US government o6s exp¥e2diot ur es

part

the months of October and November is a whopping $292 Billion. Certainly
Congress and the President are spending money like drunken sailors; but the

income side of government is struggling also. The next two charts illustrate the

income trends of the US government receipts.

Read More: 2010 budget deficit $292 Billion in the first two months.
http://www.reuters.com/article/idUSN0418093920091204
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US Federal Receipts
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Source: http://www.fms.treas.gov/mts/index.html

What is clear is US government income is struggling despite the expenditure of
over $1.2 Trillion trying to save the economy. We also know there is no will or
desire in Washington DC to limit spending. In fact, the US government is
operating as if its ability to borrow is limitless particularly with the proposed health
care program and proposals for a second stimulus. The Congressional Budget
Office (CBO) is projecting the 2010 deficit to be $1.17 Trillion. Annualized, the
first two months of 2010 budget is close to $1.8 Trillion. US deficit projections
are always low and we are likely to see the 2010 deficit to be over $1.5 Trillion.

What 2009 taught us is US bond demand from Central Banks and investors
amounts to be approximately $500 Billion. Where is the US going to get the
extra $1 Trillion to fund expenditures? How can it issue that much debt without
interest rates soaring and choking off the real estate market? The answer is
quite clear: the US must print the money i.e. go to the QE well one more time and
in a big way.

Many foreign currency exchange professionals and chart technicians (me
included) believe the point of no return on the US dollar index (USDX) is 70. It
has been postulated that three consecutive closes below 70 will usher in a US
dollar currency crisis. Currency crises often erupt into out of control market
meltdowns. The US dollar fell from a level of 89 in March to 74 by the end of
November. Going into December, one of the weakest months this decade for the
US dollar, the dollar was threatening to fall further to challenge its all-time low
just above 70. Remember in only four months, MBS/Agency money from
quantitative easing will be exhausted and the US will have to print money or go
insolvent. The USDX fell 15 points after the first announcement; a second
announcement would likely accelerate its decline. The precarious position of the
US dollar at the end of November is seen in the next chart:
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US Dollar Index through December 1°,
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growing obligations on decreasing revenue has now enacted a campaign to
boost the US dollar. The reason is due to the high probability a second
announcement of a large $1 Trillion + quantitative easing program is going to be
announced within the next four months. This position is recognized as being
highly conspiratorial; however there is a trail of evidence presented here to
support it. Note in the chart (above) the upper resistance line had not been
broken for over six months. Then look what the grossly distorted November
economic data did to the dollar (below):
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Some people wonder why a broad market view of economic data is discussed
when the Newsletter is primarily focused on the investment of commodities and
more specifically precious metals. The reason is these macro level movements
in other markets often dictate the direction and intensity of commodity
investments. If the basic assumption that the US is coordinating a pre-QE dollar
rally is correct, then for the next several months the commodity sector will
experience serious headwinds.

Where might the US dollar run out of upside steam with its basic fundamentals
so bad? The answer might be where the US considers the safe level a second
round of massive QE can be announced without devastating the US dollar. It
should be noted that there is a good chance that if the US dollar begins to trade
sideways or begins to swoon, US broad market indices may be allowed to
decline. This would provide justification that more QE is needed and create
some market fear to induce market participants into buying US bonds.
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Dow, NASDAQ and S&P 500

The broad market indexes have continued to rally but the rate of increase has
slowed appreciably. No time in stock market history have they risen this high in
such a short period of time. Fundamental analysis of the market in terms
earnings and revenue growth do not justify present valuations. CNBC market
commentator Art Cashin stated about six weeks ago the S&P 500 fair value was
around 850. As will be noted later in the Newsletter, the market does not make
clear sense anymore with many assets prominently decoupled from historical
valuation metrics.

If you think that the US market is crazy, a good friend from Barcelona, Spain
recently sent me the following (key points underlined):

Thanks Toby, loll try to writ®panButiEngl i sh wh
you take a look at our stock exchange index, you can see that we have no
problem. LOL !!

But this index (35 stocks) is composed basically by 5 blue chips that account for
60% (Telefonica, Banco Santander, BBVA, Repsol and Iberdrola). | really can
see that TELEFONICA is one of the biggest in the world, if not the biggest one.
Banco Santander is performing like a monster, Repsol is Energy and Iberdrola is
a congl omer at eé

In Spain tax collection has fallen by 33.9%, | mean VAT. The collection of income
tax has been cut by 10.9% so far this year. However, public spending has
increased by 25.3%. For example, when a Spanish family spends more than the
revenue it generates, usually borrowing banks. Our state has borrowed by
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