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What's Wrong With This Market?

Thetop inthe stock market (which originaly forecast for lateAugust) hasnot
cometo pass. Priceshavebeenableto persastently movehigher, defying ongoing
negative divergences, multiple MACD sells, cyclical turning points, seasonal
tendencies, and sour fundamentals. Thisrally isdefying all odds. What gives?

Thefundamentalscontinue to deteriorate. The banks persist inreducing loan
exposurein an effort to build up their balance sheets, and this processwill go on
for many yearsto come. Meanwhile, the government will continueto replace
bad private debt with unlimited public debt ... but thereisno long term benefit
fromthese simulusprograms. Themoney hasashort term effect, of course, but
it providesno lasting benefit. It isalittlelike borrowing money to cover your bar
tab. Oncethebuzzisover, you ill owethemoney ... plusinterest.

Something that hasnot sunk into the public mind set isthat when the government
createsa$1.5trillion deficit - and plansto do so at thetune of $1 trillionayear
for thenext 10 years - thismoney actually hasto befinanced. Someone hasto
buy thebonds. Thisisnot atheoretical exerciseon paper. It isredity. The Fed
can and has been monetizing the debt by buying bonds post auction from
participating dedlers. Thisisalittle underhanded, but it’snot entirely obfuscated.
Therearelimits, though, asto how far they cango withthis. Someonehasto lend
the government themoney. 1t will get borrowed, but at what long term cost?

A study by Dr. Peter Bernholz finds that the trigger for the last “12 largest
hyperinflations’ occurred whenthe government’s deficit exceeded 40% of its
expenditures. The OMB projectsthis number for 2009 at 43.3% and for 2010
at 39.9%. That’'sscary.

Taxeswill beraised, and some stateshave already increased their sdlesand redl
estatetaxes. | read inaJohn Mauldin piecerecently that a1% increasein taxes
will reduce GDP by 3% over the ensuing years. Thetax man cometh, and he
isn't going to help the economy recover.

Besides consumers, small- to medium-sized businesses are being encumbered
with higher taxes, so | wouldn’t look for any significant help from them going
forward. It isbusinessinvestment by small- and medium-sized firmsthat is
responsible for 85% of the new job creation in thiscountry. Bottomline, the
Stuationisbad, and it’s getting worse, regardless of the Dow reaching 10,000.

Looking over theaverages, | see somedanger points. The S& P 500 must hold
above 1,020, and the Dow Industrials needsto maintain above 9,430. Those
levels may seem comfortable; and if hit, that would leave 5% or 6% onthetable
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fromcurrent levels. Considering the overly bullish consensusflowing through the marketsthese days, you need to keepin
mind thesefall safe parameters. 1f thismarket suddenly fallsoff acliff, wecan't say we didn't seeit coming. Thisisatime
to embrace reason over emotion. If you areriding thewave, keep an eye onyour back side. The best way to do that is
to mind our timing models - Palio and the Nasdaq Slow Tracker. Thusfar, Palio continueson abuy signal, asdoesthe
Nasdaqg Slow Tracker - although the Slow Tracker will issueasell if the Nasdag Composite fallsto 2,040 or lower.

Whenthecorrection setsin, | believeit will bethe beginning of the next intermediate leg inthe bear market which beganin
March of 2000 when the Nasdaq peaked at 5,000. Initially, all asset classeswill participateinthe saling astradersand
investorsalikefeel the present comfort replaced once again by fear. They will sell everything. However, savvy investors
and the pros(having aready sold) will be ready to take advantage of theweakness. Incidentaly, | noticethat inader sdlling
has been unusually heavy of late.

Thedifferencewill bethat these early sellerswill initially invest in those asset classesthat suffered the least in the past
sdlloffs, and that would be precious metals. The mining stocksdid, indeed, get flayed last year, but the metalsthemselves
held up remarkably well. Precious metalsand the mining stockswill bethe“goto” investment classoncethe selling begins.
| don’'t expect dl that much damagein the metals.

Hold your precious metals. | know you are anxious and feel like you need to jump in and buy more now, but
this simply is not the time to do that. Lady luck and emotion are not good investment advisors.

Gold <till hasthe potentia to correct to $950 or lessDecember basis. Remember, thisstuff isvolatile. A 10% correction
isnothing for thismarket. My critical price point (CPP) for gold is$985.40 basisDecember. If gold hitsthat leve, it will
assuredly fall further, with $950 adecent downsidetarget.

Thedollar isoversold and overvilified at thispoint. Thekey pricelevel that would put our work positive onthe Dollar
Indexis77.74 onthe up Side, whichisawaysaway. If thereversa priceisadjusted down, | will note thechangeinthe
online updates. Once the market averages turn down, you will likely see some carry trade unwinding asdollars are
purchased to pay off loans. Thiswill weigh ongold and crude oil inthe short run, but will provide buying opportunitiesin
these sectors.

Theheart of the matter may be found inthe Dow/goldratio. Thisratio should beat the core of your investment strategy.
Theratio topped out at 43.7in 1999, and it hasbeen falling since. Thekey to that 1999 top wasashift inrelativevaueand
thusinrelative performance fromfinancial (paper) assetsto tangibleassets. Sincethen, gold hasmoved from $250/0z. to
over $1,000/0z. whilethe Nasdag hasfallen from 5,000 to 2,000. Do you remember that the dot-comswerethe new
paradigm back thenand that thegold bugs*“didn't get it”? That isalittlelike the stuff we are hearing now about the new bull
market in stocks.

The Dow/goldratio iscurrently 9.50 after moving up fromalow of 7.00 last March. At 9.50, we arenot a the bargain
level intangiblesany longer. Thereare higher prices ahead for commodities, but thisisnot the beginning of the bull and
careful buying isimportant. You will do better sticking with your commodities until the Dow/gold ratio fallsunder 5.
Ultimately, it will fall to 2, and then we can talk about anew bull market in stocks.

What todo. | believethat energy investmentsarenot at alow risk buy point here, although they arelooking very good for
thelong term. Hold you energy positionsand wait for abetter placeto buy. Hold your commodity-advantaged assets. It
isnot thetimefor long termtangible asset investorsto elther buy or sAll. | think wewill see an excellent buying opportunity
for themetalsby Thanksgiving. Wait for it.

If you haveamind to trade, don’'t convert your long terminvestment positionsinto trading postions. If you want adecent
trade, buy ProShares Short S& P 500 ETF (SH-NY SE-$54.29) on abuy stop at $58.50. That is, if SH tradesup to
$58.50, you should buy. Oncethetradefills, wewill haveasdll stop for you on the Tuesday and Thursday updates.



