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The Fed’s Liquidity Trap and Coming Inflation—Mike Swanson

We are putting out this
November issue of Wall-
StreetWindow Monthly a few
days early because I'm
traveling to New Orleans
and then to San Francisco
and Las Vegas. I’11 be
speaking in New Orleans at
the New Orleans Investment
Conference at the downtown
Hilton, which is just a
few blocks away from the
International Trademark
and for those readers that
know secret history 544
Camp Street.

I'm speaking Thursday
around 5:50 PM right be-
fore Robert Prechter. Pe-
ter Schiff, Dave Skarica,
Newt Gingrich, Dennis
Gartman, and Marc Faber
are some of the other
speakers that will be
there. If vyou are going
to be there Thursday or
Friday morning drop me an
email at wallstreetwin-
dowl@gmail.com and maybe we
can meet up. It’s a small
world.

I’ve never been to New Or-

The closest _

I came was a few years ago
when I took a train up to
Atlantic City. When I
came home by train I had
nothing to do so I went
into the dining car and
ended up talking there for
a few hours with an eld-
erly black man that was on
his way home to New Or-
leans.

This man told me something
I'11 never forget. He
said that in life things
change right before your
eyes, but you never notice
the changes until you wake
up and all of a sudden see
them all at once when they
make a sudden impact on
you or force you to notice
them

I remember a few years af-
ter I left college I went
back to the campus and saw
people walking around eve-
rywhere with cell phones.
When I was there no one
had a cell phone and today
people can’t live without
them.
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When it comes to financial markets
changes take place slowly over time
as big trends develop and old
trends that everyone took for
granted go away. Almost no one no-
tices these changes until it is too
late to take advantage of them
properly or worse they become a
victim of them, because they get
caught up in the day to day gyra-
tions of the market and daily news
which is almost always just a bunch
of noise.

Most investors spend all of their
time chasing after stock tips and
hot trading ideas instead of sit-
ting down and doing the homework
required to figure out what is
really going on and what is going
to be long lasting.

In a market like we’ve had this
year and for the past few years
keeping in tune with the big trends
of the market has been more diffi-
cult than ever because we have seen
such wild swings in the stock mar-
ket from the crash of 2008, the
bottom of March 2009, the May flash
crash of this year, and now the
subsequent rally and the talk of
the moment of how Fed bond buying
quantitative easing action is going
to make stocks go up seemingly for-
ever.

It is easy to get mesmerized by
daily movements and seemingly im-
portant events. People were
shocked by the terrorist attacks
against the United States in 2001
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that took down the World Trade Cen-
ter and hit the Pentagon. It was
easy to think that everything would
for from then on be different at
the time, but terrorism had been a
strategy used by Islamic fundamen-
talists for decades. Even though
they scared people at the time the
attacks didn’t put a dent in the
strength and vitality of the United
States.

Anti-interventionists opposed the
wars in Iraq and Afghanistan as a
Bush war and argued against his
seemingly new doctrine of preven-
tive war, but the United States has
been fighting interventionists wars
and overturning governments it has
disliked covertly and sometimes
overtly with direct military force
for the past 100 years since Presi-
dent William McKinley discovered
the Philippines on a map and de-
cided it should be his.

For over 100 years the United
States Navy’s largest naval base
was in the Philippines in Subic
Bay. The United States is building
the largest military embassy in the
world in Iraq bigger than the Vati-
can and will be there for 100 years
until the o0il reserve of the Middle
FEast dwindle to nothing.

This is what great countries and
great empires have done throughout
history until they overstretch
themselves and collapse from
within. The world was a better
place before the collapse of the
Roman Empire than after it fell.

If you put the terrorist attacks
and the past decade of US foreign
policy in context with the last 100
years of American history they are



just blips that don’t mark big
changes but are just trees in a
forest.

1914 marked a watershed for Ameri-
can history as the United States
Congress ratified the amendment to
the Constitution that created the
Federal income tax and in that same
year created the US Federal Re-
serve.

The mismanagement of the money sup-
ply and interest rates by the Fed-
eral Reserve directly caused the
Great Depression of the 1930’s, the
stagflationary 1970’s, and the cur-
rent economic malaise people are
calling the Great Recession.

Federal Reserve monetary policy is
a history of failure. It may be
simply that the economy is too com-
plicated for us to be able to ex-
pect a committee of men to be able
to know the exact correct interest
rate policy to set to guide the
economy and therefore they are go-
ing to always have interest rates
set either too high or too low.

In boom times the average person
gives no thought to the Fed and the
media tends to praise the Fed. 1In
the late 1990’'s there was talk that
Alan Greenspan was so smart that he
had abolished the business cycle.

Of course we know what happened af-
terwards - the tech wreck - and in
response Mr. Greenspan with the
full backing of the current Federal
Reserve Chairman kept interest
rates too low for too long and
helped create the real estate bub-
ble, which when it went bust took
down the financial system with it.

In response to that crisis created
by Fed mismanagement of interest
rate policy, the Fed socialized the
debts of Wall Street banks and
transferred them on to its own bal-
ance sheet and on to the backs of
tax payers.

A stagnant zero growth economy,
trillion dollar deficits, rising
unemployment, lost wealth, and
wildly gyrating financial markets
have been the results of this pol-
icy that we have seen so far.

Last year when the market bottomed
in March there were expectations by
people that the economy would begin
a fully recovery, but that recovery
stalled out this summer. The Fed-
eral Reserve i1s now worried that
the economy could slip into a de-
flationary spiral and is preparing
to announce its first measure of
quantitative easing next week.

Many are excited about this. The
stock market has been rallying for
two months now into this widely an-
ticipated announcement. Many bulls
believe that it means that stocks
are going to go up almost indefi-
nitely now since the Fed is going
to print money. But in reality the
stock market has been going up the
past few weeks to price in next
week’s FOMC meeting.

If you take your eyes off of this
week’s market action and the daily
news and put next week’s gquantita-
tive easing in perspective with the
past decade of Fed policy you’ll
recognize it as a disastrous fail-
ure and as something to profit from
by taking advantage of the new
forces in the financial markets
that it will unleash - mainly in-



flation.

The Federal Reserve has created a
liguidity trap - the very existence
of which is a testament to the
Fed’s failure to properly adjust
interest rates correctly over the
past decade.

A liquidity trap occurs when a cen-
tral bank lowers interest rates to
practically zero and fails to
stimulate the economy because there
is no demand for the extra money it
creates.

The concept came into prominence in
the 1990’s when the Japanese econ-
omy fell into a decades long stag-
nation - which it has yet to fully
come out of - despite its central
bank lowering interest rates to
zero.

The Bank of Japan even engaged in
the same type of quantitative eas-
ing being proposed by the Federal
Reserve with no effect.

A liquidity trap occurs when banks,
consumers, and corporations are
more concerned with unwinding their
debts than they are in taking on
more debt or lending out more
money. As a result low rates fails
to entice borrowers and banks just
sit on extra money given to them by
the central bank.

This has been what has been happen-
ing since the Fall of 2008 and is
why quantitative easing is likely
to fail to stimulate any meaningful
economic growth in the economy go-
ing forward.

In fact I do not believe we will
see any sustainable recovery in the
US economy occur until real estate
prices across the country put in a
final bottom - something that is
likely to occur a year from now,
because that is when the futures
market on the S&P/Case-Shiller Real
Estate Prices are now projecting a
bottom for real estate.
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What is more every sustainable eco-
nomic boom the United States has
had since 1900 has started first in
construction and real estate.

Since the real estate bust helped
bring the current economic malaise
it’s hard to believe that it won’t
end until real estate bottoms for
good.

Most knowledgeable commentators are
skeptical about QE. Just this
Tuesday El-Erian, the co-chief in-
vestment officer of Pimco, which
runs the world’s largest bond fund
said, “One thing that the Fed can-
not do is stand still, it is terri-
fied of deflation. QE on its own
means we’ll have the same issues in
six to nine months time with the
rest of the world being inflated.”

Olivier Blanchard, the chief econo-
mist for the International Monetary
Fund claims that you “should not
expect too much from further gquan-
titative or credit easing.”

Again the problem is with interest
rates already practically at zero
it is difficult to imagine QE will
do much good for the real economy.

What it does is insure that the
economy won’t slip into deflation,
which Federal Reserve officials
fear would transform the current
recession into something more akin
to the Great Depression with mas-
sive bankruptcies.

The important thing as investors
though is to figure out what this
means for stocks, bonds, and com-
modities.

Even though we have seen some big
ups and downs for the broad US
stock market if you step back the
market really has done nothing but
go sideways all year. It seems
that QE is unlikely to break this
trend just as it will fail to bring
spur any sustainable growth for the
economy.

As for bonds, QE has helped fuel a
massive bubble in bonds and at some
point bonds will enter a bear mar-
ket and interest rates will rise as
bond traders start to worry about
the inflationary pressures of money
printing.

And that takes us to what I think
QF is most certain to do and that
is cause pockets of inflation in
the economy. Not inflation every-
where though. Not in real estate.
Maybe not even in the stock market.
You see if the Fed is going to
print money and that money is
unlikely to go into the real econ-
omy it is going to go somewhere and
that place is most likely going to
be in the commodity markets.

A year from now we are going to
still be in a near zero growth
economy, but with new inflationary
pressures. Unlike the 1970's we
are unlikely to see inflation
trickle into higher wage rates, be-
cause of the masses of unemployed
that are in the labor market. That
means people will be facing higher
prices without more money going
into their pockets.

This whole toxic combination is a
recipe for stagflation.



Of course gold has been in a bull
market for years now and has re-
cently gone to new highs, but now
it appears that commodity and com-
modity related stocks are just now
entering new cyclical bull markets
of their own. Most commodities
have had sharp runs over the past
three months that have cleared
stage one bases and now appear to
be in the first leg of a new bull
market.
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The broad market is very overbought
now as traders have bid stocks up
into next week’s widely anticipated
Fed meeting. At the same time the
dollar has fallen sharply and got-
ten itself into an oversold posi-
tion.

I think it highly likely that we’ll
see the stock market pause and
pullback over the next few weeks as
we see profit taking on the Fed
news and US Congressional elec-
tions. Such a move would also
bring short-term countertrend moves
in commodities and the dollar
against the big trends they are now
locked in.

I think that you should consider
taking money out of any individual
positions that you may have that
are lagging the market or simply do
not like anymore with the intention
of putting that money into use in
stocks and sectors that hold up the
best during the next correction
whenever it occurs - and most
likely those stocks and sectors
will be commodity related.

I plan on buying several of the
commodity ETF’s such as DBA and COW
when we get a pullback in the stock
market and a basket of commodity
related stocks. This is where the
money will likely be made over the
course of the next 12 months and
we’1ll probably get an entry point
in these stocks in November.

So to sum up right now the market
is very overbought and the prudent
thing for someone looking to money
to work in it is to wait for the
next pullback and then to look to
buy commodity related stocks.
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Sectors & Stocks—Kevin Amos and
Andy Emerson

Since our last report a month ago
the market has gotten in a little
better shape. The number of stocks
trading above the long-term moving
averages 1s continuing to improve
from last month. As for the long-
term outlook this is placing the
odds in favor of the bulls, but we
still believe once the market takes
a breather from this huge run we’ll
see 1if the bulls are about to take
full control.

Below is a chart of the SP-500. In-
stead of writing a lot about the
market we’ve decide to do some long
term charts of what we feel will
happen over the next few months.

When will be the best time to buy
if you aren’t in now or are looking
to buy more?

$SPX (S&P 500 Large Cap Index) INDE - @ StockCharts.com
2E-0ct2010 1:06pm  Last 112532 Chg +2.24 (+0.19%) &

W $5PH (Weekly] 1185.32 1600
=107 140,89 1500
—MA(40] 1120.38
_'_ﬂ_.-"

2007 2003 2009 2010 2011

To get a good buy point you need to
wait for the markets to exhaust
themselves and pull back hard to
the long-term moving averages. The
above chart shows this best case
scenario. We feel its in the best
interest not to chase stocks in
this position, but buy on a pull
back.

The bearish scenario would be if
the market were to pull back down
to the lower part of the trading
range it has been in all year.
Later next year then market would
break down. Now this is only some-
thing to watch out for and we’re
just keeping all possibilities open
until the market decides for us.

Below is a chart of how the SP-500
could look in the months to come if
the bears were to take control.
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By waiting for a pull back near the
long term moving averages we’ll be
able to decide what stocks are
looking there best afterwards. Just
taking a look at what's doing the
best on this run might turn out to
be the opposite on the pull back.
We have a good idea where money
might start heading but only the
charts and time will give us the
answers.

The next buy point we’ll be looking
at is a pull towards the 50 day
moving average. A short term posi-
tive is that the 50 day moving av-
erage is crossing through the 150
moving average.



In the pages below are charts and
symbols of stocks in sectors that
are technically healthy and have
broken out and could be accumulated
on our next buy point in the mar-
kets or they have consolidated and
could be played as breakouts. These
are weekly charts and show how
these stocks have cleared resis-
tance levels and could turn out to
be leaders of the markets if we do
do see the market continue to move
higher.
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CVLT chart pattern is in a similar

position.
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HSTM has a nice wvolume build.
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Commodities such as Gold are per-
forming very well. Oil and others
are in a position to possible per-
form well in the coming months.
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GPOR is a oil stock with a high
volume break out.
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This is a list of other symbols in
these sectors to watch.
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LCC is in the airlines sector.

HNT is in the health care sector.
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of the websites or commentaries published by TimingWallStreet or any of its services and
may sell or close such positions at any moment and without warning. Under no circum-
stances should the information received from TimingWallStreet represent a recommenda-
tion to buy, sell, or hold any security. TimingWallStreet contains the opinions of Swanson
and and other financial writers and commentators. Neither Swanson, nor TimingWall-
street, Inc. provide individual investment advice and will not advise you personally con-
cerning the nature, potential, value, or of any particular stock or investment strategy. To
the extent that any of the information contained on any TimingWallStreet publications may
be deemed investment advice, such information is impersonal and not tailored to the in-
vestment and stock trading needs of any specific person. Past results of TimingWallStreet,
Michael Swanson or other financial authors are not necessarily indicative of future per-

formance.

TimingWallStreet does not represent the accuracy nor does it warranty the accuracy, com-
pleteness or timeliness of the statements published on its web sites, its email alerts, pod-
cats, or other media. The information provided should therefore be used as a basis for
continued, independent research into a security referenced on TimingWallStreet so that
the reader forms his or her own opinion regarding any investment in a security published
on any TimingWallStreet of media outlets or services. The reader therefore agrees that he
or she alone bears complete responsibility for their own stock trading, investment research
and decisions. We are not and do not represent ourselves to be a registered investment
adviser or advisory firm or company. You should consult a qualified financial advisor or
stock broker before making any investment decision and to help you evaluate any informa-

tion you may receive from TimingWallstreet.

Consequently, the reader understands and agrees that by using any of TimingWallStreet
services, either directly or indirectly, TimingWallStreet, Inc. shall not be liable to anyone for
any loss, injury or damage resulting from the use of or information attained from Timing-
WallStreet.



