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Economic Growth? 
 

Last time an argument was made that the US was preparing the markets for the 

second round of quantitative easing (QE II) to be announced either March or 

April.  No announcement was made this month and the probability of one being 

announced in April is quite low.  A key ingredient has been missing and that is for 

the broad markets to fall precipitously to justify another large QE program.  In 

fact, Fed officials have been working hard at telling the markets how good 

economic growth is and how they have to drain liquidity from the system to 

prevent inflation.  All the rhetoric aside, the US still has the formidable problem of 

selling $1.5 Trillion in new debt this year without QE II.   

 

There are several tools the Fed can use to hide QE activities via the 

encouragement of arbitrage spreads between short and long term rates, currency 

swaps with other central banks and the injection of cash into international 

banking centers for the purpose of buying treasuries.  Would the US Fed do 

things outside the law to fund burgeoning US debt?  This is unknown but there 

are reasons why they are fighting any public disclosure of their bailout activities.  

 
Admittedly, the US economy has stabilized since early 2009.  We no longer see 
absolute panic and a severe slowing in economic activity.  Wall Street, financial 
TV and the US government have worked very hard to paint the image of a 
recovery.  The new spin is we are experiencing is a ñjoblessò recovery.  This 
Newsletter has long torn apart the fictitious labor Birth-Death model, which is a 
clear fabricating tool used by the US to over report monthly employment.  No 
longer are US statistics used to report unbiased data to allow policy makers to 
make decisions.  Today, economic data is often seasonally adjusted, sampling 
point modified or óhedonicallyô shifted to derive the most positive conclusion that 
can be made.  Some of my favorite newsletter writers often go deep into 
economic reports showing major flaws or simply outrageous assumptions behind 
the headline numbers.  An example of how GDP is made to look better: 

Michael Mandel: Consumer Spending is *Not* 70% of GDP 

First, the category of ñpersonal consumption expendituresò includes pretty much 
all of the $2.5 trillion healthcare spending, including the roughly half which comes 
via government. When Medicare writes a check for your momôs knee 
replacement that gets counted as consumer spending in the GDP stats. 
 
At a time when we are wrangling over health care reform, itôs misleading to say 
that ñconsumer spending is 70% of GDPò, when what we really mean is that 
ñconsumer spending plus government healthcare spending is 70% of GDP.òé 

 

Read More: 

http://www.businessweek.com/the_thread/economicsunbound/archives/2009/08/the_retail-impo.html 

 

http://www.businessweek.com/the_thread/economicsunbound/archives/2009/08/the_retail-impo.html
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Recent economic data concerning GDP and retail sales taken at face value 

would lead to the conclusion the economy is growing aggressively.  The broad 

market stock indexes powering to new highs reinforce the idea the economy is 

expanding.  Are these good indicators of the present state of the economy and 

where it is heading? 

 

Monitoring sales and Federal withholding taxes are one way to get fairly real-time 

data to confirm or disprove headline data.  The important thing about tax data is it 

doesnôt come with qualifiers, hedonics, or seasonal adjustments.  What comes in 

as revenue is simply recorded (for the most part). 

 

Approximately 75% of US economic activity is derived from consumer spending.  

Consumers spend and states collect sales tax; their most important source of 

revenue.  One would expect that if the recession did end last summer, sales tax 

revenue reported by states would be rising.  The Rockefeller Institute published 

quarterly figures concerning the income of several (46) US states.  The following 

is an excerpt from their news release of Q4: 

 
States Reported Fifth Consecutive Drop in Tax Collections in the Fourth 
Quarter of 2009 
ñStates will likely face further revenue weakness in the first quarter of 2010,ò said 
Lucy Dadayan, senior policy analyst at the Rockefeller Institute and author. 

Overall, the tax revenues collected by the 46 states fell from $140.2 billion during 
the fourth quarter of 2008 to $134.5 billion during the same period of 2009. Data 
were not available for Louisiana, Nevada, New Mexico or North Dakota. 

Read More: 

http://www.rockinst.org/newsroom/news_releases/2010/02-23_4Q_flash_report.aspx 

 

Rockefeller analysis shows a contraction in sales tax year over year.  This 

occurred when Q4, 2008 GDP was deeply negative (-6.3%) and Q4, 2009 was 

just reported at +5.6%.  It should be pointed out that in Q4, 2009 state revenue 

also includes the effects of increased tax rates by some US states.  State 

finances are now approaching the point where deep spending cuts still have not 

offset their deficits.  Some states have extreme 2010 short falls.  One of the 

worst is Illinois, where the depth of the gap between revenue and spending is 

simply unbelievable: 

 

Ambrose Evans-Pritchard: Donôt go wobbly on us now Ben Bernanke 

Barack Obama's home state of Illinois is near the point of fiscal disintegration. 

"The state is in utter crisis," said Representative Suzie Bassi. "We are next to 

bankruptcy. We have a $13bn hole in a $28bn budget." 

 

http://www.rockinst.org/newsroom/news_releases/2010/02-23_4Q_flash_report.aspx
http://www.rockinst.org/newsroom/news_releases/2010/02-23_4Q_flash_report.aspx
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http://www.telegraph.co.uk/finance/comment/ambroseevans_pritchard/7338857/

Dont-go-wobbly-on-us-now-Ben-Bernanke.html 

 

More current data can be found by going to specific states.  Texas, the second 

most populous state in the US, has a nice presentation of sales tax revenue.  

Due to their large size and diverse economy, Texas should be fairly 

representative of most of the US.   

 

Logic would dictate that February 2009 was one of the low points in retail 

commerce as evidenced by the -6.3% Q1, 2009 GDP number.  The psyche of 

consumers at the time was quite dire as the US stock market continued to sell off 

(the Dow hit the low of 6,650 March 9th).   Now consider February 2010 where 

there has been two consecutive quarters of GDP growth with Q4, 2009 posting a 

sizzling +5.6%.  Retail sales figures also have been reported by the US as on the 

rise.  What we should see is a healthy rebound in sales tax revenues in Texas 

relative to February 2009.  Guess what?  Not only were Feb 2010 sales tax 

revenues not higher, they fell by a significant 7.1%, year-over-year.  

 

 

Source: http://www.window.state.tx.us/news2010/100212-salestax.html 

 

Sales taxes do not support the economic figures posted by the US Federal 

government.  In fact, they put into question the veracity of the data and point to 

the now common practice of modifying information to suit ñrecoveryò rhetoric.  

Retail sales are not falling off a cliff like they were early last year but they are 

simply not rebounding to any extent either. 

http://www.telegraph.co.uk/finance/comment/ambroseevans_pritchard/7338857/Dont-go-wobbly-on-us-now-Ben-Bernanke.html
http://www.telegraph.co.uk/finance/comment/ambroseevans_pritchard/7338857/Dont-go-wobbly-on-us-now-Ben-Bernanke.html
http://www.window.state.tx.us/news2010/100212-salestax.html
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We can also analyze the income side of the Federal government.  Two bar 

graphs were generated to analyze the year-over-year change of US Federal 

revenue.  The first one displays a 4 year time period and the second is a zoomed 

in 2 year time frame.  What we see is during periods of recognized economic 

growth, revenue was growing.  It is quite interesting Federal revenue began to 

drop well in advance of Q3, 2008 when GDP went negative. 

 

 
Data Source:  http://www.fms.treas.gov/mts/index.html 

 

Now we take a look at US Federal revenue over the past two years.  What is 

interesting is thereôs no growth detected in the data.  The last three months have 

seen consecutive declines indicating that economic activity is actually getting 

worse.  There is no apparent validation of +5.6% GDP growth in these figures. 

 

 

http://www.fms.treas.gov/mts/index.html
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We have just discussed the absence of confirming tax data both on the state and 

federal level in supporting reported retail and GDP growth figures.  Quite the 

contrary, government revenue is slumping and continues to do so.  There are 

some troubling signs that the economy may be headed for recession. 

 

The next graphic is the monetary base of the US going back 25 years.  Up until 

mid-2008 the monetary base had grown steadily with economic growth.  There 

are blips around the year 2000 and 2001, which were Alan Greenspans flooding 

the system with liquidity for the potential and real national crisis.  The US Fed 

since 2008 has expanded money growth at obscene rates.  From 1985 to 2008 

the monetary base grew a total of $650 Billion.  Yet in the last 20 months, the 

Fed has pushed twice that amount ($1,350 Billion) into the system. 

 
Courtesy of www.ShadowStats.com 

 

The rate of money being pushed into the system is second only to banana 

republic nations who have debased their currencies to oblivion.  One would think 

that US inflation would have exploded by now; but this has not happened.  The 

gross expansion of money has found its way into asset inflation such as stocks 

and commodities.  However, most of it is sitting unproductively on the balance 

sheet of banks.  The next graphic is the cash assets of all US commercial banks.  

Note the magnitude increase is roughly $1,100 Billion.  Thus, about 80% of the 

increase in the monetary base is sitting on bank balance sheets. 

 

http://www.shadowstats.com/
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Courtesy of David Rosenberg at www.gluskensheff.com 

 

The US Fed is partly responsible for the money just sitting at banks because of 

their paying interest on deposits.  What is most likely the reason why banks are 

sitting on cash is the fear of more loans going bad.  The US economy needs 

banks to provide credit in order to support economic growth.  Unfortunately 

despite record levels of cash, US banks are actually restricting the access to 

capital by contracting lending at its fastest rate in history: 

 
Ambrose Evans-Pritchard: US bank lending falls at fastest rate in history 
Bank lending in the US has contracted so far this year at the fastest rate in 
recorded history, raising concerns that the Federal Reserve may have jumped 
the gun by withdrawing emergency stimulus. 
 
David Rosenberg from Gluskin Sheff said lending has fallen by over $100bn 
(£63.8bn) since January,plummeting at an annual rate of 16pc. "Since the credit 
crisis began, $740bn of bank credit has evaporated. This is a record 10pc 
decline," he said 
 
Read More: 
http://www.telegraph.co.uk/finance/economics/7259323/US-bank-lending-falls-at-fastest-
rate-in-history.html 
 

 

http://www.gluskensheff.com/
http://www.telegraph.co.uk/finance/economics/7259323/US-bank-lending-falls-at-fastest-rate-in-history.html
http://www.telegraph.co.uk/finance/economics/7259323/US-bank-lending-falls-at-fastest-rate-in-history.html
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David Rosenberg at Glusken Sheff recently presented the year-over-year change 
in lending at US banks.  The collapse in lending is not supportive of economic 
growth.  In fact, the rate of decline indicates deflation may be right around the 
corner to continue the damage it imparted to the markets/economy in late 2008. 
 

 
Courtesy of David Rosenberg at www.gluskensheff.com 

 
All of this data is available to the Federal Reserve yet they continue to suggest 
they have to drain liquidity from the system.  There has to be some reason why 
they continue to tell the public something that is blatantly wrong.  Banks not 
lending impacts money supply and the velocity of money through the entire 
monetary system.  Pulling it out now could have horrific results. 
 
Often on financial TV we hear about M1, M2 or M3 money supply.  The US 
publishes M1 and M2 but Ben Bernanke for his quest for greater transparency (?) 
decided to remove M3.  The following are simple definitions for each term. 
 
Simple definitions of money supply (www.wikipedia.com): 

¶ M1: The total of all physical currency part of bank reserves + the amount 
in demand accounts ("checking" or "current" accounts). 

¶ M2: M1 + most savings accounts, money market accounts, retail money 
market mutual funds, and small denomination time deposits (certificates of 
deposit of under $100,000). 

http://www.gluskensheff.com/
http://www.wikipedia.com/
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¶ M3: M2 + all other CDôs (large time deposits, institutional money market 
mutual fund balances), deposits of euro-dollars and repurchase 
agreements. 

 
Read about Money Supply: http://www.econlib.org/library/Enc/MoneySupply.html 
 
Fortunately, John Williams of ShadowStats.com has been able to continue 
reporting M3 by deriving the total money supply from available data.  He stated 
recently that every time M3 has begun to decline quickly it either was followed by 
a recession or if the economy was already in a recession, things would get 
worse.  The graphic below is the US money supply figures for M1, M2 and M3.  
As can readily be seen, M3 has been rapidly declining since early 2008.  What 
the data really says is the Fed is pushing on a rope.  Despite their record 
amounts of stimulus and money creation, money supply growth continues to 
collapse.  In your opinion, is now a good time to ñdrain liquidityò? 
 

 
Courtesy of www.ShadowStats.com 

 
We have been immersed in economic recovery rhetoric for the last year.  US 
economic figures and the stock market have reinforced the belief that the 
economy is growing.  However, tax data both on the state and federal level donôt 
support the reported trend.  There are now very troubling signs that banks are 
severely contracting lending and the broad measure of money supply growth is 
declining steeply.  Each generally predict economic contraction is ahead and not 
growth.  Investors have to continue to be wary that a late 2008 deflationary 
episode could be headed our way and be prepared to take appropriate actions 
before it crushes the size of their portfolio. 

http://www.econlib.org/library/Enc/MoneySupply.html
http://www.shadowstats.com/
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Dow, NASDAQ and S&P 500 

 
The broad market indexes have been rallying for about 5 straight weeks.  Part of 
the move can be attributed to technical traders pouring in the long side after the 
200 dma on the Dow was tested.  However, much of the move can be traced to 
the huge amount of QE liquidity in the system, and upside market gaming.   
 
A regular occurrence over the last several months during the least liquid time 
overnight is when ñsomeoneò buys a bunch of S&P 500 futures.  This often 
causes the broad markets to open up in the morning.  Often the markets trade 
sideways most of the day until ñsomeoneò starts feverishly buying stocks to ignite 
a late day rally.  The concept of market manipulation a few years ago used to be 
relegated to the fringe.  Now even seasoned market commentators openly 
discuss it in their newsletters. 
 
Richard Russell is considered the father of newsletter writing.  He is now 84 
years old and still writes the worldôs longest running financial newsletter.  Richard 
has been at it for over 50 years.  His latest commentary about the market trade of 
March 19th doesnôt pull any punches: 
 
Where did that very late buying come from? I have to think this was one of the 
most flagrant cases of manipulation that I have ever seen. Was it the Fed, 
was it Goldman or Morgan Stanley buying futures on orders from the Fed? The 
final closing of the Dow on Friday was so flagrant, so staged, that I was 
convinced that it was manipulation. It's finally happening. You can't trust the Dow 
closing around critical levels. Buyers came in "from nowhere" to lift the Dow a 
final 15 points. 

 

Itôs clearly apparent to me the US government has embarked on a campaign to 

reflate assets in a move to fight deflation.  Last July is when the campaign 

appears to have gone into over-drive.  Thatôs when Ben Bernankeôs Fed began 

buying massive quantities of mortgage backed securities during option expiry 

week.  Bill King of King Securities was the first commentator to notice unusually 

large MBS/Agency purchases by the Fed during equity option expiry weeks (the 

week with the third Friday of the month).  It simply cannot be coincidence that the 

Fed decided to buy MBS in size every expiry week for the last 9 months (see the 

chart below).  Those 9 weeks have accounted for $526 Billion of the total MBS 

Fed purchases. 
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If US policy is to inflate assets, then the markets can continue indefinitely higher 

due to their unlimited ability to print any amount of money they want.  Despite this 

there are four reasons why investors should be cautious about the markets 

endlessly moving higher.  They are: 1) No money left for MBS purchases during 

option expiry week.  2) Mutual fund cash positions.  3) Potential currency crisis in 

the Pound and/or Euro and, 4) Rising interest rates on the US 10 year Treasury 

bond.  
 
You always hear that cash is ñsitting on the sidelinesò no matter what the 
circumstances.  Wall Street always likes to sling that phrase around so small 
investors believe the markets will keep on rising because so much cash is 
available to go into stocks.  The best way to determine if cash is truly sitting on 
the sidelines is to take a look at the data.  Below is an article showing that cash 
held by mutual funds is the lowest since September 2007 just before the S&P 
was cut to half by March 2009.  It should be pointed out that on October 9, 2007 
the Dow closed at an all-time high. 

 
S&P Rally Slowed by Fastest Cash Depletion Since 1991 
Equity mutual funds are burning through cash at the fastest rate in 18 years, 
leaving them with the smallest reserves since 2007 in a sign that gains for the 
Standard & Poorôs 500 Index may slow. 
 
Cash dropped to 3.6 percent of assets from 5.7 percent in January 2009, leaving 
managers with $172 billion in the quickest decrease since 1991, Investment 
Company Institute data show. The last time stock managers held such a small 
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proportion was September 2007, a month before the S&P 500 began a 
57percent drop, according to data compiled by Bloombergé 
 
Read More: 
http://www.bloomberg.com/apps/news?pid=20601087&sid=aUzn_mzqGl.8&pos=4 

 
The third market event investors have to be wary of is the turmoil caused by 
European sovereign default worries.  There are five countries with rapidly 
deteriorating finances known as the P.I.I.G.S. of Europe.  They are Portugal, 
Ireland, Italy, Greece and Spain.  Headlines are presently focusing on Greece 
but many of the others are not far behind. 
 
Markets fell in January and hit a low in February on concerns that Greeceôs fiscal 
crisis would damage the Euro and trigger multiple defaults.  They found a bottom 
when it was rumored that the EU was going to bailout Greece.  With the problem 
absent in market psyche, markets rallied to new YTD highs.  Now Greece is 
coming back into focus and the whole sovereign default issue is being revisited 
with Portugalôs recent credit downgrade.  It turns out that the EU cannot legally 
bailout Greece.  The Euro charter rules prevent one state from bailing out 
another state.  In Greeceôs case, they used exotic derivatives manufactured by 
Goldman Sachôs to hide their debt to be part of the Euro.  German and Danish 
statesmen have threatened an immediate court challenge if an EU only bailout 
package for Greece was agreed upon.  Therefore, the recent bailout optimism 
has now turned into worry.  One thing that can kill bullish market sentiment is 
uncertainty and that is precisely what is coming out of Europe. 
 
The spillover of European sovereign default worry is now affecting Great Britainôs 
currency the British Pound.  The Brits have been like their American counterparts 
spending like drunken sailors and now have run up huge deficits.  Britainôs deficit 
spending can only be supported by quantitative easing (printing money).  A big 
problem for the Pound, unlike for the US, is Britainôs currency is not the worldôs 
reserve currency.  This means there is much less incentive by the rest of the 
world to intervene and support the Pound.  The duo of printing excess money to 
run government and the European credit fears are greatly weighing on the 
Pound, which is barely holding support right now (see short term chart below). 
 

http://www.bloomberg.com/apps/news?pid=20601087&sid=aUzn_mzqGl.8&pos=4
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One may think that a falling Pound is no big deal.  The problem is how close the 

Pound is from the point of no return.  Below is the 20 year chart of the British 

Pound in US dollars.  The $1.36/Pound level is the low over that period of time.  

Should the Pound close below $1.30 it will probably start a full blown currency 

crisis.  The very real threat is the Pound could fall to parity with the US dollar 

creating enormous losses on Pound denominated debt.  What this could lead to 

is a 2008 Lehman Brothers type watershed event on a much, much larger scale.  

That depth of crisis does not need to take place to cause world markets to fall 

significantly; uncertainty and fear caused by it can damage investor sentiment. 

 

 



March 28, 2010 

Page 15 of 80 

The last reason investors should be cautious of perennial market rallies is the 

threat of rising long term interest rates.  To fund itself, the US needs to raise via 

issuing debt approximately $1.5 Trillion for the remainder of the year.  Enormous 

supply of this magnitude should cause interest rates to soar.  However, as we 

learned when the US Fed prints money to purchase bonds, interest rates can be 

controlled.   

 

There is no formally announced QE program but interest rates should stay below 

4%.  With near zero interest rates charged by the Fed, market players such as 

banks and hedge funds can borrow cheap and buy 3.9% 10 year bonds.  The 

spread is easy money so long as interest rates donôt move higher.  There is also 

the ability of the Fed to use massive currency swaps with other central banks.  

The Fed simply prints up $1 Trillion sends it overseas.  Other CBôs print up an 

equal amount of their own currencies and send it to the Fed.  Our Fed can buy 

their bonds with their currency and they can buy US bonds with our dollars. 

 

Many sleight of hand tools are available to the Fed to control rates.  Keeping this 

in mind, if the 10 year bond yield breaks the 4% yield barrier it will be a yellow 

warning flag.  If the 10 year closes over 4.3%, it should send shock waves 

through markets.  Mortgage rates are tied to the 10 year bond.  The shock in 

rates will probably keep home buyers away.  More significantly high rates would 

signal to the market that the Fed has lost control.  
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The following are current charts of the Dow Jones, NASDAQ and S&P 500. 
 

Dow Jones ï Short Term 

 
 

Dow ï Medium Term Chart 
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NASDAQ ï Short Term 

 
 

NASDAQ ï Medium Term 
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S&P 500 ï Short Term 

 
 
 

S&P 500 ï Medium Term 

 
 


