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QE 2 Special Report: The Bernanke Wager
Ben Bernanke has made a very dangerous bet.
The Fed’s Quantitative Easing 2 announcement of $600 billion in additional
Treasury purchases is literally a “bet the farm” move. True, the Fed had already
engaged in an unbelievable amount of bailouts both known and unknown. However,
the Fed’s previous moves were all made when 1) the world financial system was
teetering on the brink of collapse and 2) other countries were engaging in similar
practices.
In contrast, the Fed’s new QE 2 announcement comes at a time when the consensus
is that the US economy is recovering (I don’t buy it, but most analysts/
commentators do) and other central banks have publicly declared they won’t be
engaging in additional easing (the ECB and UK) or are outright tightening credit and
raising interest rates (China and Australia).
So this time, the Fed is going at it alone. Indeed, the only other major economy that
is determined to engage in more intervention is Japan, which has thrown trillions of
yen down the toilet for decades with nothing to show for it. And it’s not like Japan is
pleased about the Fed’s move as it devalues the Dollar and cuts into Japanese export
margins.
Consequently, even the country engaging in more QE is NOT a fan of Bernanke’s QE
2 plan. However, this is just ONE of the myriad of problems QE 2 faces.
First off, and most crucial is the US Dollar. The below chart shows the greenback’s
multi‐year uptrend line (black) and support lines (green).

As you can see, the US Dollar is literally sitting on its multi‐year trend‐line. If we
break below this, then we have support at 74. If we break below that, we have
FINAL support at 72. Below that… well, we’ve NEVER been below that before, so
PRAY we don’t go there now.
Indeed, if QE 2 succeeds in devaluing the Dollar below 72, then this triggers a
MASSIVE Head & Shoulders pattern that forecasts a 50% devaluation in the
greenback over the coming years.

If this neckline is violated, we’re in uncharted waters for the greenback and the US is
in for a very, VERY rough time (think Argentina or even Weimar Germany). As I
write the US Dollar is at 77 and change.
That’s problem #1 for QE 2. Problem #2 comes from Treasuries.
The primary reason Bernanke claims to be engaging in QE at all is to keep interest
rates low to sustain the housing market. The only problem is that long‐term
Treasuries aren’t playing ball. Rather than rallying (pushing interest rates lower),
they’ve been falling (pushing interest rates higher) with every recent Fed move:

We’ve got support at 128 or so. After that it’s 122, then 115. If we break below
there, then we are in danger of entering a bear market in bonds. This means interest
rates EXPLODING higher, killing the US housing market, economy, and Government
(imagine trying to service $13 trillion in debt with interest rates at 10%).
Bill Gross, manager of the largest bond fund in the world, has already warned QE 2
may cause this. And other investing legends such as Seth Klarmen are betting on a
massive rise in interest rates in the coming years. I wouldn’t want to bet against
these guys. As the below chart shows, once we break the multi‐decades long
uptrend of long‐term Treasuries… we’ve got a LOOOOONG way to fall.

Which brings me to problem #3 with QE 2: China.
I’ve already mentioned that the European Central Bank, the Bank of England, and
other central banks have announced they will not continue monetary easing.
However, the BIG issue is how China responds to Bernanke’s madness.
China is the largest creditor nation in the world. It also is the single largest holder of
US debt (the Fed is second, Japan is third). Numerous Chinese officials have already
indicated that the Chinese government is pissed off about Bernanke’s insane dollar
printing. They’ve even hinted at “the nuclear option” of dumping Treasuries.
In fact, it looks like they might be starting it already. The below story is from
Barron’s:

China’s Sure Bet
As the dollar wobbles, China is pulling back from U.S. Treasury securities and
buying up hard assets around the world. THIS YEAR, FOR THE FIRST TIME
EVER, China has been investing more overseas in assets like iron, oil and
copper than it puts into U.S. government bonds. China in this year's first half
spent $31 billion on hard assets, compared with $23 billion on Treasuries and
other U.S. government bonds…China’s preference for hard assets over
Treasuries, taken by itself, will put upward pressure on U.S. interest rates
and make U.S. economic growth somewhat more difficult…

http://online.barrons.com/article/SB50001424052970203281504575590290564
950892.html?mod=djembwr_h
This is not your usual mainstream media nonsense. Chinese holdings of US
Treasuries have dropped 7% year over year. Meanwhile both Japan and the UK are
piling in.
China
Japan
UK

Aug09
$936
$727
$104

Aug10
$868
$836
$448

Given that the UK is as, if not more broke than the US, many of the sharper analysts
on Wall Street speculate that the UK purchases are in fact masking purchases from
the Fed made through institutions in the UK.
Let’s be clear here, China is extremely adept at making investing/ financial decisions.
And while we do need to take its decision to cut Treasury exposure seriously, I
cannot believe China would actually telegraph that it was dumping Treasuries when
the dumping really starts.
Moreover, China has shown that when it comes to real issues, it doesn’t mess
around. Consider the September 7th news story in which a Chinese fishing boat
crashed into two Japanese coast guard ships. Japan arrested the captain and his
crew. China responded by cutting rare earth exports to Japan.
Rare earths are used in a multitude of electronics (hybrid cars, LCD screens,
magnets, batteries, TVs, etc). China controls 93% of the world production of these
elements. And Japan’s economy, which is focused on electronics manufacturing, is
heavily dependent on these items for growth.
Consider this sequence of events.
1) A Chinese boat crashes into a Japanese coast guard ship.
2) Japan arrests the crew.
3) China CUTS its exports of critical resources that Japan NEEDS.
The message here is clear. China does NOT mess around and is more than happy to
play hardball when it comes to issues it deems important. Moreover, when China
holds a trump card, it’s not afraid to use it.
These are some of the trump cards China currently holds:

1) Rare earths production
2) US Treasuries ownership (a decision by the #1 holder to dump would start a
global rush from the US Dollar)
3) Derivatives: China could simply tell its banks and firms to renege on all
derivatives deals, not just the commodity ones (commodity derivatives only
comprise 2% of global derivatives, interest rate‐based derivatives, in
contrast, comprise 80% or so of the $600 TRILLION derivative market.
4) Interest rates (China has already hiked rates once, see what happened to
stocks that day below):

In plain terms, China has ALL the trump cards when it comes to global monetary/
economic issues. For that reason, its decision to simply ban exports of rare earth
elements to Japan during the fishing boat tussle should be seen as a MAJOR warning
of how China will conduct its affairs as it continues its quest to become a global
super power.
As an aside, those who think the US military could easily take China in a war should
consider that US troops are already spread thin due to the wars in Iraq and
Afghanistan… and the below chart showing that for the first time in history China
has more warships that the US.

My point with all of this is to show that while Ben Bernanke’s QE 2 program is
dangerous for the reasons noted above (the US Dollar & interest rates), China and its
response to Bernanke’s QE 2 represents the BIGGEST risk to the markets going
forward.
Look at the following headlines:



‘QE2’ imperils emerging economies, China says
http://www.marketwatch.com/story/china‐qe2‐to‐destabilize‐
emerging‐economies‐2010‐11‐08?reflink=MW_news_stmp



China not too happy with Fed's QE2
http://www.ibtimes.com/articles/79612/20101108/china‐us‐
currency‐fed‐qe2.htm



To Hell Through QE
http://www.cibmagazine.com.cn/Columnists/Andy_Xie.asp?id=1442
&to_hell_through_qe.html



China Pension Chief Proposes Dollar Trade Range to Cope With Fed's
Easing

http://www.bloomberg.com/news/2010‐11‐09/china‐pension‐chief‐
proposes‐dollar‐trade‐range‐to‐cope‐with‐fed‐s‐easing.html
That last article in particular is of interest as the People’s Bank of China official calls
the US Dollar’s status as reserve currency “absurd.”
In plain terms, it’s clear the primary issue going forward for ALL financial markets
will be the ongoing tension between China (creditor, producer, rising superpower)
and the US (debtor, consumer, declining superpower). This relationship will
determine ALL financial markets going forward.
Most commentators interpret this situation as having only one outcome: China
dumps its Treasuries and the US collapses. This analysis, while ultimately correct in
the long run, is overly‐simplistic and misguided.
China has over $800 billion invested in US Treasuries. If you count China’s other US
Dollar denominated assets, the amount is even higher. China is NOT going to simply
write this money off by openly selling Treasuries. If China were to do this, it would
not only lose a huge amount of money… it would also kick off a world economic
collapse as everyone would follow suit resulting in the financial system’s implosion.
China is many things, but dumb and irrational is not one of them. Look at how China
handled Japan during the fishing boat issue: it only played the trump card because it
could do so without any risk (Japan couldn’t operate without rare earth minerals) or
potential military rebuttal (Japan couldn’t engage in warfare with China and the US
military is already spread thin by the wars in the Middle East).
The situation with US Treasuries is quite different. China does hold the trump cards
in terms of global monetary policy… but it will likely play other hands (raising
interest rates, etc) first before it opts to play the trump card. After all, playing the
trump card in terms of monetary policy means China losing a LOT of money.
China is not in the business of losing money. When the US mortgage market
collapsed in 2008, it was China that practically bullied the US into nationalizing
Fannie Mae and Freddie Mac (China owned a huge amount of their debt). So, if push
comes to shove regarding its US debt ownership I believe China will opt for a “soft
landing” rather than outright dumping.
However, we may not even get that far.
The backlash against the Fed’s QE 2 in the US has been striking. For once it seems as
though the general populace “gets it.” Even more importantly, we have several
developments occurring in the next few months that could not only curtail QE 2 but
even potentially get Ben Bernanke ousted at Fed Chairman. They are:

1) Three dissenting Fed Members (Plosser, Fisher, and Kocherlakota) will
become voting members of the Fed Board of Governors in January 2011
2) Ron Paul is slated to Chair the monetary policy subcommittee in charge of
Federal Reserve oversight.
Regarding #1, once Plosser, Fisher, and Kocherlakota become voting members in
January, there will be three dissenters on the Fed Board instead of one (the one
current dissenter, Thomas Hoenig, is slated to leave the Fed Board). At that point the
appearance of Fed unity will be broken… which doesn’t look good for an
increasingly unpopular organization like the Fed.
In plain terms, starting in January 2011, the Fed will no longer look solely like Wall
Street’s puppet. When that happens, the potential for QE 2 being curtailed or even
stopped increases dramatically. True, Bernanke can ultimately get whatever policy
he wants. But too much dissent and clashing in the Fed minutes will be VERY bad for
Fed public image.
As for #2, I assume I don’t need to say much about Ron Paul’s views on the Fed (he
wrote a book called “End the Fed”). Currently, Paul is slated to become Chair of the
monetary subcommittee ,which is in charge of Fed oversight. To say that this
situation could very quickly become NASTY for the Fed is an understatement. Aside
from the fact that Paul will be openly grilling Bernanke on a regular basis on TV, it
also opens the door for Bernanke’s resignation.
For one thing, is it clear Ben Bernanke perjured himself when he said that the Fed
will not monetize the US’s debt while under oath (QE lite and QE 2 are both that).
Moreover, at this point it is clear that EVERYONE (Wall Street, Congress, the Fed)
were aware of the fact that the housing bubble was built almost entirely on fraud
and corruption.
So far all three groups (Wall Street, Congress, the Fed) have gotten through this
crisis without anyone going to jail. However, as public outrage grows and the US
populace enters a period of civil unrest as a result of its crumbling economy,
everyone will be looking for scapegoats. I have a strong suspicion there’s going to be
a concentrated effort to pin this mess on Bernanke.
After all, you have to remember that the REAL power of the Fed is the group of its 18
Primary Dealers (the large Wall Street banks and a few others). These folks will be
more than happy to help target the public’s outrage away from them by sacrificing
Bernanke. After all, getting rid of him would mean only making a cosmetic change
(removing the puppet) without actually altering the structure of our current
monetary system.
In this context Ron Paul’s move to become Chairman of the monetary subcommittee,
combined with the arrival of several dissenting voting members on the Fed’s Board

of Governors, presents the very real possibility of QE 2 not only being halted but
Bernanke resigning.
This development would certainly ease China/ US relations as it would be US Dollar
positive (which would boost the value of China’s Dollar holdings). On that note, I
believe the market is already beginning to discount this. Indeed, the US Dollar looks
to be putting in a potential bottom:

As you can see, the US Dollar has hit its multi‐year trend‐line and looks to have
bounced… hard. The reason? The market knows QE 2 is VERY unpopular and that
the end of Fed liquidity is on the horizon.
Indeed, a close examination of the US Dollar’s recent chart shows a VERY bullish
pattern: a bullish falling wedge.

This pattern forecasts a US Dollar rally to at least 83 if not higher once the US Dollar
breaks out. I realize this sounds insane given that the Fed appears hell‐bent on
destroying the US Dollar. However, the charts are clear, and they are forecasting a
rally in the US Dollar.
We get further support of this from the Euro which accounts for more than 50% of
the US Dollar index. As you can see in the chart below, the Euro, appears to have put
in a clear top right on the top trend‐line of its multi‐year trading range:

The weekly chart makes this reversal even more obvious:

Give the clear trading range of the last four years, this development forecasts a
plunge in the Euro to below its June low of 118. That’s right, BELOW 118. The
European debt crisis is nowhere near over. In fact, there are clear signs from the
credit market that Europe is primed for a full‐scale banking Crisis.

Indeed, all we need to confirm this is a break below the Euro’s recent trend‐line:

I recommend playing for this with the UltraShort Euro ETF (EUO). EUO returns 2X
the Euro. So if the Euro falls 5%, EUO returns 10%. If the Euro falls 10%, EUO
returns 20%.
Action to take: Buy the UltraShort Euro ETF (EUO).
Expect to hold this position for a month or more. This is a swing trade designed to
profit from the Euro’s collapse over the coming months.
As the Euro plunges, the US Dollar will rally. So let’s play for this with the
PowerShares DB US Dollar Index Bullish (UUP).
UUP tracks the performance of the US Dollar. So it’s an unleveraged play. I don’t
expect big gains here, perhaps 6‐7%. But that’s a heck of a lot more than we’d make
with this money sitting in a checking account.
Action to take: Buy the PowerShares DB US Dollar Index Bullish (UUP).
If you want more juice on this trade, you can use the Direxion Dollar Bull 2X ETF
(DXDBX) which returns 2X the performance of the US Dollar. However, there’s a
minimum investment of $25K here, so it’s not attractive for smaller investors.
For that reason I am only adding the PowerShares DB US Dollar Index Bullish
(UUP) to our official portfolio.

A strong Dollar also means pressure on precious metals. As you know, I consider our
Gold and Silver bullion holdings to be long‐term holdings. I remain extremely bullish
on both in the long‐term. However, in the near‐term, both Gold and Silver have been
on a tear and are due for either a correction or consolidation.
Of the two, silver is most vulnerable.

As you can see, Silver recently broke long‐term resistance and has since gone
parabolic in a blow‐off top. Ultimately silver is destined to be much higher than
where it is today. However, right this minute, the precious metal is far too
overextended and primed for a correction.
Indeed, the three‐month chart shows silver is due for a pull‐back to at least $25 if
not $ 24 per ounce.

Let’s play for this with the UltraShort Silver ETF (ZSL).
ZSL returns 2X the inverse performance of Silver. So if Silver falls 5%, ZSL returns
10%. If Silver falls 10%, ZSl returns 20%.
Action to take: Buy the UltraShort Silver ETF (ZSL).
One final trade that interests me but it’s still too early to pull the trigger on is
shorting long‐term US Treasuries.
As noted earlier in this issue, long‐term US debt began to fall steeply when the Fed
announced its QE lite program. It has since continued to fall with the introduction of
QE 2.

As a result of this, long‐term Treasuries are coming up on support at 127.5. A break
below this level forecasts a move to 112.5.

I’d play for this with the UltraShort 20+ Year Treasury ETF (TBT).

TBT trades 2X the inverse of an ETF that tracks the performance of long‐term (20+
years) Treasuries. So if long‐term Treasuries fall 5%, TBT should return 10%. And if
long‐term Treasuries fall 10%, TBT should to return 20%. As such it’s a great means
of playing a drop in long‐term Treasuries with a little extra “juice” added.
As mentioned before, it’s still too early to play this trend. I want to see a definitive
break below 127.5 before buying TBT. However, by the look of things, we’re only a
week or so off of this.
In closing, I believe we are on the verge of a repeat 2008 event: a situation in which
the risk trade reverses and the Dollar rallies while stocks, commodities, and
precious metals collapse.
This time around, the situation will be precipitated by the banking crisis in Europe.
As the Euro collapses, it will push the US Dollar up (the Euro accounts for over 50%
of the US Dollar index). This in turn will trigger massive short‐covering in the Dollar
as well as a flight to safety out of the inflation trade.
I wish to stress that we may be a week or so early on this. However, the break, once
it comes, it going to be so huge (remember, the Euro is likely going below 118) that
the profits will be well worth the wait.
When stocks finally fall off a cliff, I will be issuing formal buys on ALL of our Crisis
Trades. Right now, it’s too early to do. However, we are getting VERY close to seeing
a real collapse. I know the world thinks QE 2 will prop stocks up, but they don’t
understand the impact a rising US Dollar will have on the market. Moreover, QE 2 is
already priced into stocks at this point (we’ve had a 17%+ rally since August).
So be on the lookout for an alert from me issuing formal buys on our Crisis Trades in
the coming weeks.
This concludes this Special Report on QE 2. Barring any developments you’ll next
hear from me on Wedneday November 24 after the market’s close (4PM ET).
Until then…
Good Investing!
Graham Summers

Open Positions and On Deck Trades
If You HAVE To Own Stocks Portfolio
Company
Coke

Symbol Buy Date Buy/Short Current Price
Gain/
Price
Loss*
KO
3/30/10
$55.00
$62.55
15%

Budweiser

BUD

3/30/10

$50.45

$60.55

21%

Johnson & Johnson

JNJ

3/30/10

$65.20

$63.95

0%

Wal-Mart

WMT

3/30/10

$54.64

$54.51

-1%

Exxon Mobil

XOM

3/30/10

$66.98

$71.16

8%

Average

8.56%

S&P 500
•

4.19%

gains include dividends.

Currency Crisis Portfolio
Company
UltraShort Euro

Symbol Buy Date Buy/Short Current Price
Price
EUO
11/10/10
$19.25 NEW

Gain/
Loss*
BUY!

US Dollar Index
Bullish
UltraShort Silver

UUP

11/10/10

$22.48 NEW

BUY!

ZSL

11/10/10

$13.38 NEW

BUY!

UltraShort
Treasuries

TBT

NOT
YET

NOT YET NOT YET

If You HAVE To Own Stocks WATCHLIST

Company

Symbol

McDonald’s

MCD

Enterprise Products Partners

EPD

Bullion Portfolio (OPEN BUYS NOW)
Company
Symbol
Buy Date

Buy Price

Gold bullion

N/A

3/17/10

$1,120

Silver bullion

N/A

3/17/10

$17.50

Current Price

Gain/
Loss
25%
$1,404.00
56%
$27.34

Coming Crisis Portfolio: Positions We Will Buy When Crises Hit
Investment
Symbol Reasons to buy when the Crisis hits
UltraShort China
FXP
Bubble waiting to burst
UltraShort Brazil
BZQ
The emerging market that has rallied the
most and will fall the furthest
UltraShort Emerging Markets
EEV
Sovereign debt default, end of liquidity
ETF
rally, capital withdrawals on flight to safety
UltraShort Russell 2000
TWM
The WORST index in the US, comprised
of junk and unprofitable companies
UltraShort Real Estate
SRS
Second wave of mortgage rate resets,
continued increase in defaults in housing
UltraShort Materials
SMN
Economic Depression
UltraShort Financial
SKF
Derivative exposure, systemic insolvency

