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THIS WEEK’S 
NEWSLETTER:

MEANINGLESS MONDAY - 
RETHINKING THAT ROUND 
EARTH IDEA 
Columbus Day and Phil’s Market 
Targets for the week

TESTY TUESDAY - TRICHET 
TALKS TOUGH AT HIGH 
NOON
The Dollar and the Euro in the 
spotlight as the FOMC minutes 
are released

WHICH WAY WEDNESDAY - 
TOP OF THE CHARTS 
EDITION
Quantitative Easing and 
Hyperinflation

THRILL RIDE THURSDAY - 
CAN THE DOLLAR DROP 
FAST ENOUGH TO KEEP 
THE MARKETS UP?
The Perils of Measuring Things 
With a Shrinking Yardstick

FICKLE FRIDAY - GOOGLE 
UP, DOLLAR DOWN, GE 
DOWN
Bipolar Reports lead to an 
inconclusive close for the week.

THE WEEK AHEAD
A Trade Idea for next week.

SPECIAL BONUS 
SUPPLEMENT - TUESDAY 
FOMC HIGHLIGHTS AND 
COMMENTARY
With Commentary and Analysis 
by Phil

Markets Up as Dollar  Drops
The markets had a strong up move last week, mostly driven by a 

continuing drop in the value of the Dollar and widespread 
expectations of the Federal Reserve announcing another round of 
quantitative easing. A poor jobs report released Friday morning 
helped to spark a powerful rally that saw the Dow close the week at 
11,006. This would seem to make no sense, but to the markets this 
means that the Fed will have little choice but to follow through with 
the expected launching of a second round of quantitative easing. In 
fact, this belief has become so widespread that it has picked up a 
nickname and is now commonly being referred to among traders as 
“QE2”.

The jobs report was so weak that bond expert Bill Gross is now 
saying that he expects nothing less than $100 billion a month of 
government debt purchases over the next 12 months, for a total of 
$1.2 trillion. This will pump a massive amount of liquidity into the 
financial system, and traders are betting a large portion of it will end 
up in equities.

“Foreclosuregate” is another major issue making its way into 
Phil’s Member’s Chat. Last Friday Ravalos posted “Phil, I was a bit 
surprised that you haven’t mentioned or even put it as part of your 
daily post (or perhaps I missed it) the whole thing about the 
foreclosures’ violation. In any other time, that would be ENOUGH to 
tank the markets big time, but I wonder what’s your opinion on it. 
That’s VERY scary because of the LONG-TERM implications to the US 
homeowner.”

Phil replied “Rav - It will end up at the Supreme court and they 
will allow the banks to resume foreclosing, that’s why I’m ignoring.  
It would be great if everyone got a free pass due to sloppy 
paperwork but that’s just not going to happen.  In theory, about 25% 
of the homes in America have invalid mortgages.  That’s about 20M 
homes at $200K each or $4Tn so a nice hit to the banks in the worst 
case but that’s not likely at all.”
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Poor jobs reports, serious problems coming to 
light in the mortgage markets and 42 million 
Americans now in such poor shape financially that 
they are relying on food stamps in order to be 
able to eat. Add to that rumors of more 
quantitative easing and a Dollar that is dropping 
fast. 

How fast? Well, going from 88 to 77 in five 
months works out to a 2.5% loss in value every 
single month for the last five months. Yes, the 
Dollar has lost 12.5% of its value since July, and 
the continuing rumors and expectations of the 
launching of QE2 by the Fed is not doing anything 
to make the Dollar any stronger, although it is 
doing a great job of goosing the markets.

While the markets are continuing to climb, 
when we look at the fundamentals of this 
economy we are hard pressed to convince 
ourselves of the bullish case for the markets, and 
so we are staying cashy and cautious for now.

As always we recommend hedging your 
positions. Phil talked about two trade ideas as 
upside hedges last Thursday, saying “A very 
simple way to play for additional upside is 
something like the XLF Nov $14/15 bull call 
spread at .60, selling the $15 puts for .65 so 
that’s a nickel credit on the $1 spread that’s 
currently .80 in the money.  That’s why we don’t 
fear a break up, we can make a 2,000% profit in a 

month if this rally is real - all they have to do is 
sustain this BS through earnings!”  

The other upside hedge Phil likes is SSO, saying 
“A  nice 4,000% upside play on the markets doing 
well for another month is similar to the XLF play, 
using SSO (ultra-long S&P) with a Nov $39/43 bull 
call spread at $2.10, selling the $40 puts for $2 so 
it’s net .10 to make up to $4 if SSO rises to $43 by 
November expirations.  SSO is currently at $40.68 
so this trade starts out over 1,500% in the money 
- again, we do not fear the upside - we just don’t 
trust it yet!”

Phil’s Friday Chat 
Commentary

As “Rn” put it in Member’s chat last Friday: 
“This is getting very very daft… has anyone looked 
at option expiry week patterns after an insane run 
up (ie, we tend to go down/go nowhere/go up, 
etc.)”

Expiry/Rn - I  think I said Thursday that the low 
volume today AND Monday means we may not dip 
until the very last minute next week (if at all) so 
it’s a good idea for all to roll to November if you 
are short and paying premium (as opposed to 
having sold it).

http://www.philstockworld.com
http://www.philstockworld.com
http://www.bloomberg.com/news/2010-10-05/food-stamp-recipients-at-record-41-8-million-americans-in-july-u-s-says.html
http://www.bloomberg.com/news/2010-10-05/food-stamp-recipients-at-record-41-8-million-americans-in-july-u-s-says.html
http://www.bloomberg.com/news/2010-10-05/food-stamp-recipients-at-record-41-8-million-americans-in-july-u-s-says.html
http://www.bloomberg.com/news/2010-10-05/food-stamp-recipients-at-record-41-8-million-americans-in-july-u-s-says.html
http://www.bloomberg.com/news/2010-10-05/food-stamp-recipients-at-record-41-8-million-americans-in-july-u-s-says.html
http://www.bloomberg.com/news/2010-10-05/food-stamp-recipients-at-record-41-8-million-americans-in-july-u-s-says.html
http://www.bloomberg.com/news/2010-10-05/food-stamp-recipients-at-record-41-8-million-americans-in-july-u-s-says.html
http://www.bloomberg.com/news/2010-10-05/food-stamp-recipients-at-record-41-8-million-americans-in-july-u-s-says.html


S t o c k  W o r l d  W e e k l y  N e w s l e t t e r	
                             W e e k  o f  O c t o b e r  1 7 ,  2 0 1 0

P h i l ’ s  S t o c k  W o r l d  	
          w w w . p h i l s t o c k w o r l d . c o m  	
 	
 	
            3

“Nobody panics when things go according to plan, 
even if the plan is horrifying.” - Heath Ledger as 
“The Joker”.

This leads us to the obvious question: What 
plan? This was the subject of Phil’s Monday 
article, where he discussed the current fiscal 
policies of the US government and the Federal 
Reserve, and their likely consequences.

In this case the plan is to take the US Dollar 
which is, in fact, the World’s Reserve Currency, 
and devalue it with a second round of quantitative 
easing. Since the US Dollar currently represents 
62% of the World’s reserve holdings, this is going 
to cause a lot of pain for all of those holders of 
Dollars.

Those current holders of Dollars are going to 
choose to move at least some of their reserves 
into other currencies, and this is going to cause 
those currencies to appreciate. Export-driven 
economies are going to suffer the most as their 
labor and goods become more expensive to sell 
from a Dollar perspective.

In the meantime, those Dollars are pouring 
into the financial markets and propelling them 
upward against a backdrop of genuinely distressing 
economic news.

Monday was Columbus Day, a sort of quasi-
holiday where the US government and the bond 
markets take the day off while everyone else goes 
to work, and as a result the day was pretty quiet.

Phil posted an update to his market targets, 
saying “Levels are the same and I’m still looking 
to see if we hold those 5% lines into expirations.  
The critical test levels above 7.5% are Dow 
10,950, S&P 1,160, Nasdaq 2,400, NYSE 7,450 and 
Russell 690- all green for day 2 and that does put 
us technically bullish if we hold it, even though 
it’s a BS, low-volume day.”

Meaning less  Monday  -  Reth inking  that 
Rou nd  E art h  Id e a

Phil’s Market Targets
as of 10/15/10 

10/15/10

UP 10%

UP 7.5%

UP 5%
(MUST HOLD)

Dow S&P NAS NYSE Russell

11220 1177 2420 7500 700

10965 1146 2365 7280 672

10710 1123 2310 7140 666
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Phil discussed multiple trade ideas Monday 
morning, including shorts on the DIA, the QQQQ 
weeklies, and at 12:09 he sent out a special alert 
to Members outlining four very high-reward spreads 
on QID and FAZ. He also advised cashing out on last 
week’s aggressive SSO trade (covered in last 
week’s newsletter), taking an 800% gain.

Details of these trade ideas are all covered in 
Monday’s discussion in Member’s chat. In general, 
Phil recommends focusing on just one leveraged 
hedge, which you roll and adjust as needed to 
protect otherwise bullish plays, along with the 
normal DIA or SPY “mattress play”. Let’s take a 
look at the details of one particular trade idea.

Phil said “A short-term hedge on QID would 
be the Nov $13/16 bull call spread for $1.08, 
selling he Jan $13 puts for .75 for net .33 on the 
$3 spread that’s $1.12 in the money. Longer-
term on QID, I like the Apr $13/17 bull call 
spread for $1.13, selling the $12 puts for .84, 
which is net .29 on the $4 spread, also $1.12 in 
the money.”

Phil continued “These are simply plays on the 
Nas NOT gaining another 5% from here since about 
10% on QID gets you into trouble.  5% is 2,520 on 
the Nas.  The logic of this play, long-term is the 
bulk of your risk is having the ETF put to you but 
the Apr $12 puts are .85 and they can be rolled to 
1/5 the 2013 $14 puts at $4.30 so let’s say QID 
falls to $10 and you had 20 contracts (looking to 
make $6,000 on the Jan longs), you roll them along 
to 4 2013 puts and the Nas goes up and up and up 
and the QID falls to $2. What happens?  You are 
assigned 400 shares at $15 ($5,600) and you spend 
$1,600 more to buy 800 more and now you have 
1,200 shares of QID at net $6 and that just 
becomes a long-term bearish position in your 
portfolio to balance out future trades.”

Phil then concluded “That’s not likely to 
happen, of course and there are adjustments to 
make along the way but having a good idea of your 
worst, worst case can help you focus on what 
needs to be done along the way.”  

Phil’s Monday Chat 
Commentary

Hoss asked “Phil, took the SSO Oct 39-43 long 
play last week….it’s nice & green, but I would be 
shocked if it ended the week anywhere.   Should i 
take it down with small profit, or let it ride?   Or 
how would you suggest I manage it now?”

SSO/Hoss - Well it was meant to offset our 
bearish bets so if you are still on with the bearish 
bets, then you can leave it but if you rolled out to 
Nov+ on the bear side and have nothing to protect, 
then $2.20 is nice to take off already.  Max is $4, 
of course and you are now risking more than you 
can make - which was not the original idea….

Hoss replied “Thanks Phil, took the profits on 
the SSO as my bearish bets have all moved out to 
Nov & Jan.  Appreciate the input.”

http://www.philstockworld.com
http://www.philstockworld.com
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Jean Claude Trichet, President of the European 
Central Bank, has been an outspoken opponent of 
the “easy money” policies of the Fed. He gave a 
speech Tuesday at the Economic Club of New York 
where he said that the ECB would continue to 
phase out their current program of non-standard 
liquidity measures as scheduled, although they 
would revisit the issue next year if necessary.

Given the recent actions by the Bank of Japan 
and the Federal Reserve towards providing even 
more liquidity, the ECB’s stance is somewhat 
surprising. Trichet's comments led to a 3-day run in 
the Euro of 2.5%, popping over $1.415 on Friday 
before pulling back as the dollar found some 
support at 76.

The FOMC had their September meeting on 
Tuesday. Phil analyzed the minutes from that 
meeting and posted excerpts from the meeting in 
Member’s Chat, following his usual convention of 
parsing the minutes and making comments for 
Members. Green text is used to indicate things that 
are positive for the economy, and red text is used 
to indicate things that are negative for the 
economy. The Fed minutes are at the end of this 
newsletter in a special bonus supplement.

After reviewing the FOMC minutes, Phil 
summarized the bullish argument for stocks by 
saying “So our buying premise is things are so 
awful that the Fed prints free money and we use it 
to buy stocks that inflate even though they have 
truly awful fundamentals - NO THANKS!”

Testy Tuesday - Trichet Talks Tough at High Noon

Phil said “Wow, these 
analysts on CNBC actually 

believe the Fed policies will put 
money into the hands of 
consumers.  It didn’t happen with 
the first $2.5Tn, why will the 
next $500Bn do the trick when 
they are applying it the same 
way?  All it’s really doing is 
decreasing the amount of money 
Americans get paid for saving 
money but, as the Fed said right 
in the minutes - that’s just the 
kind of choice they want to force 
on the consumers:  No point in 
savings and expectation of things 
getting more expensive in the 
future will force them to 
BUYBUYBUY with what little they 
have left.  All the more to send 
the repo man to get back down 
the road…”

“
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The FOMC minutes released Tuesday boosted  
expectations of another round of quantitative 
easing. This combined with strong reports from 
JPMorgan Chase, Intel and CSX pushed the markets 
higher Wednesday, with the Dow ending the day at 
11,096.

The FOMC minutes went into considerable 
detail about the economy, and the news reported 
in those minutes was not encouraging. July was a 
terrible month for the economy, August and 
September were not much better. 

In fact, the minutes were so terrible overall 
that the markets quickly concluded that the Fed 
will have little choice but to launch the next round 
of quantitative easing. This is guaranteed to result 
in the Dollar continuing to lose value. The inflation 
to come in the wake of QE2 is going to be 
unpleasant at best, and Phil discussed some of the 
potential for inflation getting out of control and 
what the ramifications would be.

Americans who think that hyperinflation could 
never happen here would be well advised to look 
into the origin of the saying “Not worth a 
Continental”, and then keep in mind that there 
have been many currencies that have fallen to the 
ravages of hyperinflation during the last 100 years.

Some countries that have experienced 
hyperinflation are Zimbabwe, Turkey, Yugoslavia, 
Argentina, Ukraine, Peru, Georgia and Brazil. All 
ancient history, you may think? No, these all 
happened in the last 30 years. In 1992 Argentina 
revalued their  currency, the new Peso was worth 
100 billion old Pesos. Brazil did the same with the 
Real in 1994, one new Real being worth 2.75 
quintillion old Reals. In 2005 Turkey swapped 1 
million old Turkish Lira for one New Turkish Lira. In 
1991 Peru swapped one “Nuevo Sol” for 1 million 
old “Intis”. 

An in-depth article by Michael Hudson titled 
“Why the IMF Meetings Failed” talked about some 
of the details behind the scenes of these 
continuing currency battles, including the impact 
of the Fed’s continuing program of “quantitative 
easing”. This is a really excellent article that has 
been posted on our main page, and is highly 
recommended reading.

Regardless of how truly awful the fundamentals 
of this economy might be, we have to keep in mind 
that if the market is bound and determined to 
continue going up against all logic and reason, then 

Whic h  Way  We d ne s d ay  -  To p  o f  t he 
Charts  Edi t ion

It is fairly horrifying for us to read a 
Fed report where they make the 
following statements:

The pace of the economic expansion 
slowed in recent months 

Housing activity weakened further, and 
nonresidential construction remained 
depressed

Capacity utilization…  was still 
substantially below its longer-run 
average

Real disposable personal income 
declined a bit in July

The personal saving rate edged down in 
July

Home prices moved down in July

Sales of existing homes fell substantially 
in July

Consumer confidence remained downbeat 
in August and early September

“
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we have to adjust to what the market is doing. It 
doesn’t mean we have to believe in it, but it does 
mean we have to adapt to it.

In response to Wednesday’s up move and the 
new levels being reached on the indexes, Phil 
published his updated market targets, including a 
new 10% line of Dow 11,220, S&P 1,177, Nas 2,420, 
NYSE 7,500 and Russell 700. Remarkably, Friday 
ended with 4 out of 5 of these numbers being 
nearly exactly where the market closed at for the 
week.

Phil had suggested multiple short trade ideas in 
his “October’s Overbought Eight” list, published on 
October 3rd and designed to profit from equities 
he considers overpriced. However, it is always a 
good idea to have upside hedges to help fund the 
rolls of those short positions. Phil talked about four 
possible trade ideas: TZA, UNG, XLF and DDM, 
which are covered in detail on this page.

Short trade idea - TZA
First of all, I like a downside play on the 
RUT:

TZA Apr $23/33 bull call spread for $2, selling 
1/4x Apr $20 puts for $4.  That’s net $1 on the $10 
spread that’s on the money now so a play for RUT 
failing 700.  Obviously, the short puts can be rolled 
along much lower - they don’t even have 
significantly lower strikes right now so you have to 
have faith they will make them but you can risk 
being assigned 500 shares at $20 ($10,000), which 
is 20% lower than here (about 6% up on the RUT to 
742) so selling 5 puts and buying 20 calls for $2K of 
your own cash plus the putter’s $2,000 gives you 
$20,000 of downside protection.  TZA was at $32 
on Sept 1st so, in a $200K portfolio, you can 
protect all of September’s gains by risking a 5% 
assignment of a hedge that’s not bad to have 
anyway.  

Long trade idea - UNG and 
XLF

UNG - Yes, that’s right, UNG.   It’s a 
commodity, you know and they are down 
to $5.81 and you can make your entry net 

$4 by selling the 2013 $5 puts for $1.  Now, if your 
gas bill at home is $3,000 a year, you can certainly 
risk owning 1,000 shares of UNG for $4 since you’ll 
save $1,000 a year on your gas bill if it’s assigned 
to you!   So selling 10 of the 2013 $5 puts and 
buying the April $5 calls for $1.20  is net .20 on 
calls that are .81 in the money and were $2.30 in 
the money on Aug 1st.   If you kill the calls when 
they lose .50, then your net entry on UNG goes up 
to $4.50 if it’s put to you. 

XLF can be set up in a similar way as you get 
paid $1.10 for selling the 2012 $12 puts (net 
margin .68) and Nov $14 puts are just $1 and .85 in 
the money so your worst case is you own XLF at 
net $11.90 and you get all the upside on the 
financials.  Also, the same escape, if you lose .50, 
your worst case becomes owning XLF at $12.40 - 
still livable.

Long trade idea - DDM
The Dow is our lagging index so we want to 
play them up and you can show your faith 
in the Dow by selling the DDM Apr $39 puts 

for $2.50.  That’s 20% below the current price so 
about 10% down in the Dow before they get 
assigned.  That $2.50 buys you the Jan $46/50 bull 
call spread which is already $3 in the money and 
you can push it to the $52 callers for $1 more, 
which puts you in the $6 spread for $1 that’s $3 in 
the money.  Even as I  write this though, I have to 
restate that I have no upside faith in the indexes 
over our 10% lines.

“

“

“
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The US Dollar dropped to 76.5 Thursday 
morning. Well, if nothing else that would 
be good for exports, right? Wrong. Exports 
were up just 0.2% as the Dollar crashed. 
Why? Because you can’t export goods if you 
don’t actually make anything. In fact 
we’ve lost over 30 million factory jobs 
since 2001. As of now only 12 million 
Americans still work in manufacturing, less 
than 10% of our total workforce.

As you can see from the chart of the 
SPY vs. UUP on this page (Courtesy of 
Pharmboy, one of our contributors), this 
current “rally” is about nothing more than 
the declining Dollar. 

Citigroup, Bank of America and Wells Fargo 
were all pummeled Thursday as bad foreclosure 
news finally came to the attention of traders, 
prompted by Wednesday’s announcement of an 
investigation into the mortgage industry by the 
Attorney General’s offices of all 50 states.

At 10 AM Thursday Phil posted in Member’s 
Chat “We kept the DIA puts yesterday (or at least 
1/2 depending on which strategy you used) and 
those are in good shape.  We have enough bearish 
positions where all we can do is sit back and relax 
and watch what they do with us into options 
expiration tomorrow.   September 1th and 17th 
were pretty flat days at 10,600 and it amazes me 
that we are 5% over that in this expiration period - 
it’s very unusual to gain more than 2.5% between 
periods so we can’t discount a massive pullback 
into tomorrow.”

At 1:07 PM Thursday Phil followed up with 
“Nice 100-point drop in the Dow since we took 
those DIA $112 puts, now $1.50 (almost double).  If 
we can’t get below 1,170 on S&P and 700 on the 
RUT - it’s not worth risking them as they expire 
tomorrow.”

Thrill-Ride Thursday - Can the Dollar Drop Fast 
Enough to Keep the Markets Up?

Phil said “I had been getting 
bearish because I thought 
corporate profits weren’t going 

to be so good this quarter, what with 
the lack of sales and all, but I was 
wrong.  I was wrong because corporate 
profits are priced in Dollars and 
Dollars are worth 10% less than they 
were the last time corporations 
reported.  

So silly me - all profits are inflated 
by 10% and that 10% is the E that gets 
divided from the P and gives us a much 
better price/multiple to hang our hats 
on and that gets investors to 
BUYBUYBUY and, as I said yesterday - 
they may as well because Lord knows 
it’s utter foolishness to leave your 
money in a bank and just watch it lose 
2.5% of its buying power EVERY 
MONTH.”

“
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Stocks ended the day mixed as the markets 
experienced a day of extremes. GE reported Q3 
earnings down 18%, largely due to a slowdown in 
equipment sales. Meanwhile, the continuing 
controversy over foreclosures weighed on bank and 
financial stocks.

Yet Friday also saw Google jump over 10% 
thanks to an earnings report that beat expectations 
by nearly a Dollar a share. Perennial favorite Apple 
was up also up over 4% on the day, boosted by 
expectations of an upside surprise with the release 
of earnings this coming Monday.

 Phil posted a Member’s Only report updating 
his earlier “October’s Overbought Eight” article. At 
the end of the article Phil discussed the trade 
ideas he had posted over the last few days and said 
“Surprising isn’t it?   I’m surprised as I thought I 
had been much more bearish but I guess, after 
reviewing the week’s comments, I just FELT 

bearish while making mainly (2:1) bullish picks - 
holding, as I have said, our noses while we try to 
go with the flow.  We’ll see what happens next 
week but balance and cash are the way to go in 
this crazy market.  As I keep repeating, it is all 
about the dollar - if the Dollar goes up, the 
market falls and if the Dollar goes down - God 
help us all but it will, at least, be "good" for the 
APPARENT value of stocks.” 

Fickle Friday - Google Up, Dollar Down, GE 
Down

Phil’s Friday Chat 
Commentary

Alik asked “Hello Phil, I have a question. I own 
shares of GOOG and STX both sharply   up after 
hours yesterday. Would you recommend selling at 
market opening on good news (PSW Rule 1) or 
holding? Thanks.” Phil replied:

Rule #1 - ALWAYS sell into the initial 
excitement (you get the most money from the 
momentum people on the way up)

Rule #2 - When in doubt, sell half (no matter 
how much you think it’s going to the moon, take 
some off the table, set stops on the rest). 

Rule #3 - If you didn’t follow Rule #1 or Rule 
#2, why would I even bother making a Rule #3 for 
you, you greedy bastard?  

Phil’s Friday Chat 
Commentary

Amatta asked “Phil,  If the reasoning goes that 
this madness (of currency devaluation of this 
scale) as you call it will continue, what plays (any 
currency spreads (Euro, Reais, or even Sterling?? 
Yen??) are you recommending (to at least maintain 
buying power, because the measly 6% or so that 
the market has returned for the year will most 
defiitely not cut it (much less if I am invested at 
30% of my cash as was the recommendation).”

Maintaining/Amatta - Well if the 30% you had 
invested was buy/writes that made 20% or more, 
then there’s your 6% with 70% free to play with.  
You can still buy things like VLO for $18 and MON 
is pretty cheap and GMCR is still low and HOV is 
still nice as they own a lot of land that may triple 
in value…  On a play like HOV, if you have a $100K 
portfolio with $70K in cash, you can collect $1,500 
by selling 25 HOV 2012 $2.50 puts for .60 and 
there’s another 1.5% added to your WHOLE 
portfolio in exchange for agreeing to own 2,500 
shares of HOV for net $4,750 (worst case) and you 
still have $65,250 safely sitting in cash.   Why 
would you want to tie money up in currencies 
when you can do things like that?  We talk about 
these plays all the time, you might want to try 
some short-term ones, just to get a feel for them.    
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Monday 18 Tuesday 19 Wednesday 20 Thursday 21 Friday 22

9:15 AM: Industrial 
Production

8:30 AM: Housing 
Starts

7:00 AM: MBA 
Purchase 

Applications

8:30 AM: Jobless 
Claims

9:15 AM: Capacity 
Utilization

8:55 AM: Redbook 10:30 AM: EIA 
Petroleum Status

10:00 AM: Leading 
Indicators

10 AM: Housing 
Market Index

11:30 AM: 4-Week 
Bill Auctions

2:00 PM: Beige Book 10:00 AM: 
Philadelphia Fed 

Survey

11:30 AM: 3 and 6-
Month Bill Auctions

11:30 AM: 52-Week 
Bill Auctions

4:30 PM: Money 
Supply

Economic Calendar For The Week Ahead

The Week Ahead
We are going to continue watching the Dollar at 

the 76 line and keeping a close eye on Phil’s 10% 
levels. Earnings reports coming out next week 
include IBM, AAPL, BAC, GS, AMZN, CAT and UPS 
among others.

Here’s this week’s newsletter trade idea, 
courtesy of Sabrient. China Petroleum and 
Chemical Corp (SNP) has done things the right way 
building $18.09 Billion in operating cash flow.  This 
is the type energy stock Dark Horse Hedge wants to 
own for many reasons.  SNP is trading at a P/E of 
8.5 while the sector trades at an average P/E of 
13.5, the industry at 15.2, and the benchmark S&P 
500 at 17.2. SNP projects finishing 2010 with 
$11.29/share in profit, and $12.81 in 2012.   The 
five year growth expectation for SNP is 38% per 
annum.   SNP has all things our bearish energy 
positions don't have--operating cash flow, earnings 
growth, and a p/e below sector and industry 
averages. Unlike our bearish positions in IOC and 
HUSA, we believe SNP's earnings and growth 
prospects justify its price. 

Adding SNP gives us a balanced pairs trade 
against our HUSA short.  SNP is #8 in Sabrients' VCU 
ranking system as one of the best value stocks 
available.   VCU  (Value Change Up)  is Sabrient’s 
proprietary forward-looking outlook score which 
ranks a universe of stocks into quintiles that have 

proven to be very predictive of performance.  DHH 
has already recommended trade ideas in three of 
the stocks ahead of SNP in VCU ratings, and those 
stocks have performed well (XRTX, TEO and AXS).

In addition to buying 100 shares of SNP, we are 
also selling one January 2011, 100 Call against this 
trade idea in our virtual DHH portfolio.  This will 
bring our cost basis down from approximately $96-
$97 to approximately $92.  As we have stated 
before, 65% of all options expire worthless and 
therefore we like to be a seller of time premium to 
those willing to pay it, thereby increasing our 
overall return on DHH positions.  SNP has a 2%+ 
dividend yield and, in addition, this strategy allows 
us to earn option premium while holding a stock 
we like for the long-term. 

Covered Call Strategy for Monday, October 18, 
2010:

BUY SNP (9% of Portfolio) on Monday. 

SELL SNP 100 Jan. 2011 Call 
(SNP110122C00100000) on Monday. 

Note: In order to buy 100 shares of SNP and sell 
one call, we have to allocate approximately 9% of 
our initially 100K portfolio to this trade idea. 
Normally our suggested allotment is 7.5% of our 
100k virtual portfolio but we need 100 shares of 
stock to sell one call against.
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Special  Bonus Supplement  -  Tuesday 
FOMC Minutes  Highl ights

Ed. Note: The Color highlighting has 
been done by Phil, and his comments 
appear in this section in quotes and in 
Bold Italic. Green text is used to 
indicate things that are positive for 
the economy, and red text is used to 
indicate things that are negative for 
the economy.

Developments in Financial Markets and the 
Federal Reserve’s Balance Sheet

The Desk conducted 12 such operations over 
the intermeeting period and purchased about 
$28 billion of Treasury securities, with 
maturities concentrated in the 2- to 10-year 
sector of the nominal Treasury  curve, although 
purchases were made across both the nominal 
and inflation-protected Treasury coupon yield 
curves. In addition, the Desk continued to 
conduct small-scale tri-party reverse repurchase 
operations using MBS collateral with the primary 
dealers, and it published a list of money market 
mutual funds that have been accepted as 
counterpart ies for reverse repurchase 
operations. The Manager also discussed plans to 
publish a new set of criteria that would allow  a 
broader set of money market funds to become 
eligible counterparties. There were no open 
market operations in foreign currencies for the 
System’s account over the intermeeting period. By 
unanimous vote, the Committee ratified the Desk’s 
transactions over the intermeeting period.

“So they are STILL expanding the 
list of people they will give FREE 
MONEY to.”

Staff Review of the Economic Situation

The information reviewed at the September 21 
meeting indicated that the pace of the economic 
expansion slowed in recent months and that 
inflation remained low. Private businesses 
increased employment modestly in August, but the 
length of the workweek was unchanged and the 
unemployment rate remained elevated. Industrial 
production advanced at a solid pace in July  and 
rose further in August. Consumer spending 
continued to increase at a moderate rate in July 
and appeared to move up again in August. The 
rise in business outlays for equipment and software 
looked to have moderated recently following 
outsized gains in the first half of the year. Housing 
activity  weakened further, and nonresidential 
construction remained depressed. After falling in 
the previous three months, headline consumer 
prices rose in July and August as energy prices 
retraced some of their earlier decline while prices 
for core goods and services edged up slightly.

The labor market situation continued to 
improve only slowly. The average monthly 
increase in private payroll employment over the 
three months ending in August was small and was 
less than the average gain earlier in the year. 
Moreover, average weekly hours of all employees 
were little changed, on net, in recent months 
after rising during the first half of the year. The 
unemployment rate ticked up in August and 
remained close to the level that has prevailed 
since the beginning of this year. The labor force 
participation rate moved up a little in August but 
was still low. Initial claims for unemployment 
insurance remained at an elevated level over the 
intermeeting period. In addition, other indicators 
of labor demand, such as measures of hiring and 
job vacancies, did not improve.

“Don’t forget, more red economic 
data is good as they WANT the Fed to 
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be worried about jobs and have an 
excuse for QE2.”

Industrial production increased solidly in July 
and then rose more moderately  in August. 
Manufacturing production was boosted in July by a 
pickup in motor vehicle assemblies as automakers 
replenished lean stocks at dealers. However, the 
production of motor vehicles was pared back in 
August. More broadly, the output of high-
technology items and other business equipment 
expanded at a solid pace in July and August. The 
output of utilities declined over the past two 
months after it was boosted by unseasonably hot 
weather in the preceding two months. Capacity 
utilization in manufacturing ticked up further in 
August from its mid-2009 low, but it was still 
substantially below its longer-run average.

Real personal consumption expenditures rose 
modestly in July, similar to the average increase 
over the preceding two months. Data for retail 
sales and the sales of light motor vehicles pointed 
to a moderate gain in real consumer spending in 
August. Real disposable personal income declined 
a bit in July  after increasing at a solid pace in the 
second quarter. The personal saving rate edged 
down in July  but remained near the high level 
registered in the second quarter. Indicators of 
household net worth were mixed; home prices 
moved down in July, while equity prices inched 
up, on balance, over the intermeeting period. 
After falling back in July, consumer confidence 
remained downbeat in August and early 
September, with households more pessimistic 
about the outlook for their personal financial 
situations and general economic conditions.

“Wow, kind of bleak, isn’t it?”

Housing activity, which had been supported 
earlier in the year by the availability of homebuyer 
tax credits, softened further in July. Sales of new 
single-family  homes remained at a depressed 
level. Sales of existing homes fell substantially  in 
July, and the index of pending home sales 

suggested that sales were muted in August. 
Starts of new single-family  houses in July and 
August were below the low  level seen in June, 
and the number of new permits issued in August 
appeared to signal that little improvement in 
new homebuilding was likely in September. 
House prices declined modestly in July after 
changing little, on net, in recent months. The 
interest rate for 30-year fixed-rate conforming 
mortgages remained essentially unchanged over 
the intermeeting period at a historically low level.

“Whuck?!?  So our buying premise is 
things are so awful that the Fed 
prints free money and we use it to 
buy stocks that inflate even though 
they have truly awful fundamentals - 
NO THANKS!”

Real business spending on equipment and 
software appeared to have slowed in July after 
expanding rapidly over the preceding three 
quarters. Both new orders and shipments of 
nondefense capital goods excluding aircraft 
dipped in July. Moreover, survey indicators of 
business conditions softened further in August. 
Incoming construction data indicated that 
business investment in nonresidential structures 
decreased in the second quarter but at a slower 
pace than over the preceding year. Increases in 
spending for drilling and mining structures were 
more than offset by continued declines in outlays 
for other types of nonresidential buildings. 
Despite some indications that the difficult financial 
conditions in commercial real estate markets might 
be stabilizing, credit was still tight and vacancy 
rates for office and commercial space remained 
high. In the second quarter, businesses appeared 
to build their inventories at a faster pace than 
earlier in the year, but ratios of inventories to 
sales for most industries did not point to any 
sizable overhangs.

Inflation remained subdued in recent months. 
Headline consumer prices rose in July and August 
as energy prices rebounded after their decline over 
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the previous three months. At the same time, 
prices for core goods and services moved up 
slightly. At earlier stages of production, producer 
prices of core intermediate materials moved down, 
on net, during July and August while most indexes 
of spot commodity prices increased. Survey 
measures of short- and long-term inflation 
expectations were essentially unchanged.

“What a crock this is!   Consumer 
prices are up and core prices are up 
but Producer Prices are down and 
commodities are up so the Fed is 
pleased with the ‘balance’.”

Unit labor costs at the end of the second 
quarter remained below their level one year 
earlier, as labor compensation continued to 
increase only slowly and labor productivity  stayed 
near its recent high level. Hourly labor 
compensation–as measured by compensation per 
hour in the nonfarm business sector and the 
employment cost index–rose modestly during the 
year ending in the second quarter. More recently, 
the year-over-year change in average hourly 
earnings of all employees in July and August 
remained subdued. While output per hour in the 
nonfarm business sector declined in the second 
quarter following large increases in the preceding 
three quarters, productivity was still well above its 
level one year earlier.

“Purple because it’s great for 
business but sucks for humans.”

The U.S. international trade deficit narrowed in 
July after widening in June. The rise in exports in 
July more than offset their decline in June, as 
overseas sales of capital goods rose sharply. Most 
other major categories of exports were little 
changed in July, although exports of automotive 
products posted their first decline since May 
2009. The narrowing of the trade deficit in July 
also reflected a broad-based decline in imports 
following their large increase in June. Imports of 

consumer goods fell substantially in July, while 
imports of industrial supplies, capital goods, and 
automotive products also moved down. In 
contrast, imports of petroleum products remained 
about flat in July.

Increases in foreign economic activity were 
robust, on average, in the second quarter. In 
particular, gross domestic product (GDP) grew 
strongly in the emerging market economies, even 
though gains in China apparently moderated. 
Among the advanced foreign economies, Europe 
posted a notable rise in economic activity in the 
second quarter; rapid expansion in Germany more 
than offset weaker outcomes in other euro-area 
economies, particularly those experiencing 
financial stress related to concerns about their 
fiscal situations and potential vulnerabilities in 
their  banking sectors. In Canada and Japan, the 
rise in real GDP slowed noticeably in the second 
quarter. Recent indicators of foreign economic 
activity  for the third quarter, including data on 
exports, production, and purchasing managers 
indexes, generally  pointed to a slowing in the 
pace of expansion in economic  activity abroad. 
Headline inflation rates in foreign economies 
generally were restrained in the second quarter by 
a deceleration in food and energy prices, but 
prices appeared to be rising a bit more rapidly of 
late.

Conditions in short-term funding markets 
continued to improve following the recent 
stresses related to concerns about financial 
stability  in Europe. In dollar funding markets, 
spreads of term London interbank offered rates 
(or Libor) over those on overnight index swaps 
fell further at most horizons over the 
intermeeting period. Spreads on unsecured 
financial commercial paper were little changed at 
low levels. In secured funding markets, spreads on 
asset-backed commercial paper remained narrow, 
and rates on repurchase agreements involving 
various types of collateral held steady. In the 
September Senior Credit Officer Opinion Survey on 
Dealer Financing Terms (SCOOS), dealers indicated, 
on net, that they loosened credit terms applicable 
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to several important classes of counterparties and 
types of collateral over the past three months amid 
increased demand for funding for most types of 
securities covered in the survey.

Broad U.S. stock price indexes edged up, on 
balance, over the intermeeting period, and option-
implied volatility on the S&P 500 index was little 
changed on net. The spread between the staff’s 
estimate of the expected real return on equities 
over the next 10 years and an estimate of the 
expected real return on a 10-year Treasury note–
a rough measure of the equity  risk premium–
remained at an elevated level. Bank stocks 
underperformed the broader equity market and 
continued to be more volatile, while credit default 
swap spreads for large banking organizations 
edged up. The greater volatility in bank stocks 
reportedly reflected, in part, the effects of 
domestic and international financial regulatory 
reform efforts.  

“It’s interesting to see what kind 
of things they are watching…”

Commercial real estate markets continued to 
face difficult financial conditions, although some 
further signs emerged that this sector might be 
stabilizing. The prices of commercial properties 
appeared to have edged up in the first half of the 
year, and the volume of commercial real estate 
sales rose again in August. A few small 
commercial mortgage-backed securities (CMBS) 
deals were issued over the intermeeting period and 
were reportedly well received by investors, 
consistent with an easing of conditions and 
renewed interest in the CMBS market since the 
beginning of the year that was reported in the 
SCOOS. Nonetheless, the volume of CMBS 
issuance in 2010 remained quite low compared 
with the levels seen before the onset of the 
financial crisis, and total commercial mortgage 
debt continued to contract amid further 
increases in delinquency  rates on commercial 
mortgages.

For households, record-low mortgage rates 
supported a relatively high level of refinancing 
activity, but many borrowers reportedly 
remained unable to refinance because of 
insufficient home equity  or poor credit histories. 
Consumer credit declined in the second quarter 
and appeared to contract further in July. 
Issuance of consumer asset-backed securities in 
August proceeded at a moderate pace that was 
similar to that posted in July. Spreads of interest 
rates on consumer loans relative to the yield on 
the two-year Treasury note were little changed on 
balance. The credit quality  of consumer loans 
continued to improve; delinquency and charge-
off rates for most types of loans dropped further 
in recent months, although they remained 
elevated.

“Could be signs of a bottom 
finally, but a rough one…”

In foreign markets, concerns about the global 
economic  outlook prompted substantial drops in 
equity prices and benchmark sovereign bond 
yields in many countries in August, and the dollar 
appreciated broadly on safe-haven demands. In 
September, however, as better economic news 
led to some improvement in investor sentiment, 
equity prices and bond yields moved back up, 
and the dollar retraced its earlier appreciation. 
Yield spreads relative to German bunds on the 
10-year sovereign bonds of Greece, Ireland, and 
Portugal widened to near-record levels over the 
period. Moreover, euro-area bank stock prices 
fell on continued concerns about the condition of 
some troubled institutions.

With the yen at a 15-year high against the 
dollar in nominal terms, Japan’s Ministry of 
Finance intervened in currency markets on 
September 15 to buy dollars against yen, and the 
Bank of Japan (BOJ) noted that it would continue 
to provide ample liquidity. In reaction, the yen 
depreciated about 3 percent against the dollar, 
essentially reversing its rise over the preceding 
part of the intermeeting period. The European 
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Central Bank (ECB) said that it would continue to 
provide term liquidity  by offering several more 
ful l -a l lotment three-month ref inancing 
operations through the end of the year. In 
contrast to the continued accommodative stance of 
the ECB and the BOJ, the Bank of Canada increased 
its target for the overnight rate by 25 basis points 
to 1 percent, its third hike since June. Several 
other central banks tightened monetary policy over 
the intermeeting period, including those of Chile, 
India, Indonesia, Sweden, and Thailand.

Staff Economic Outlook

In the economic forecast prepared for the 
September FOMC meeting, the staff lowered its 
projection for the increase in real economic 
activity  over the second half of 2010. The staff 
also reduced slightly  its forecast of growth next 
year but continued to anticipate a moderate 
strengthening of the expansion in 2011 as well as 
a further pickup in economic  growth in 2012. 
The softer tone of incoming economic data 
suggested that the underlying level of demand 
was weaker than projected at the time of the 
August meeting. Moreover, the outlook  for 
foreign economic activity also appeared a bit 
weaker. In the medium term, the recovery in 
economic activity was expected to receive support 
from accommodative monetary policy, further 
improvements in financial conditions, and greater 
household and business confidence. Over the 
forecast period, the increase in real GDP was 
projected to be sufficient to slowly reduce 
economic slack, although resource slack was 
anticipated to still remain elevated at the end of 
2012.

“So, if companies start coming out 
with good earnings reports - what 
happens to this whole QE2 thing?”

Overall inflation was projected to remain 
subdued, with the staff’s forecasts for headline 
and core inflation little changed from the previous 
projection. The current and projected wide 

margins of economic slack were expected to 
contribute to a small slowing in core inflation in 
2011, which was anticipated to be tempered by 
stable inflation expectations. Inflation was 
projected to change l itt le in 2012, as 
considerable economic slack was expected to 
remain even as economic activity was anticipated 
to strengthen.

Participants’ Views on Current Conditions and 
the Economic Outlook

In their discussion of the economic situation 
and outlook, meeting participants generally agreed 
that the incoming data indicated that output and 
employment were increasing only slowly and at 
rates well below those recorded earlier in the 
year. Although participants considered it unlikely 
that the economy would reenter a recession, 
many expressed concern that output growth, and 
the associated progress in reducing the level of 
unemployment, could be slow for some time. 
Participants noted a number of factors that were 
restraining growth, including low levels of 
household and business confidence, heightened 
risk aversion, and the still weak financial 
conditions of some households and small firms. A 
few participants noted that economic recoveries 
were often uneven and were typically slow 
following downturns triggered by financial crises. A 
number of participants observed that the sluggish 
pace of growth and continued high levels of slack 
left the economy exposed to potential negative 
shocks. Nevertheless, participants judged the 
economic  recovery to be continuing and 
generally  expected growth to pick up gradually 
next year.

“What a schitzo bunch!”

Indicators of spending by businesses and 
households were mixed. Several participants 
observed that data on retail sales had been a bit 
stronger than expected over the intermeeting 
period, although business contacts indicated that 
shoppers remained very price sensitive. There 
were some reports of retailers cautiously boosting 
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inventories ahead of the holiday season by 
somewhat more than they did a year ago. 
Households were continuing efforts to repair their 
balance sheets by saving more and paying down 
debt. Participants noted that elevated 
uncertainty about employment prospects 
continued to weigh on consumption spending. 
Many businesses had built up large reserves of 
cash, in part by issuing long-term debt, but were 
refraining from adding workers or expanding plants 
and equipment. A number of business contacts 
indicated that they were holding back on hiring 
and spending plans because of uncertainty about 
future fiscal and regulatory policies. However, 
businesses also indicated that concerns about 
actual and anticipated demand were important 
factors limiting investment and hiring. Businesses 
reported continued strong foreign demand for 
their products, particularly from Asia.

Participants noted that the housing sector, 
including residential construction and home 
sales, continued to be very weak. Despite efforts 
aimed at mitigation, fore-closures continued to 
add to the elevated supply of available homes, 
putting downward pressure on home prices and 
housing construction.

“Where exactly is the investment 
opportunity here???”

Financial developments were mixed over the 
intermeeting period. Banks remained generally 
cautious and uncertain about the regulatory 
outlook, although investors appeared confident 
that U.S. banks could meet the new international 
standards for bank capital and liquidity that were 
announced over the intermeeting period. Improving 
household financial conditions were contributing to 
better consumer loan performance, and credit 
problems more broadly appeared to have mostly 
peaked, although banks continued to report 
elevated losses on commercial real estate loans, 
especially construction and land development 
loans. Credit remained readily available for 
larger corporations with access to financial 
markets, and there were some signs that credit 

conditions had begun to improve for smaller 
firms. Asset prices had been relatively sensitive to 
incoming economic data over the intermeeting 
period but generally ended the period little 
changed on net. Stresses in European financial 
markets remained broadly contained but bore 
watching going forward.

A number of participants noted that the 
current sluggish pace of employment growth was 
insufficient to reduce unemployment at a 
satisfactory pace. Several participants reported 
feedback from business contacts who were 
delaying hiring until the economic and regulatory 
outlook became more certain. Participants 
discussed the possible extent to which the 
unemployment rate was being boosted by 
structural factors such as mismatches between the 
skills of the workers who had lost their jobs and 
the skills needed in the sectors of the economy 
with vacancies, the inability of the unemployed to 
relocate because their homes were worth less than 
their  mortgages, and the effects of extended 
unemployment benefits. Participants agreed that 
factors like these were pushing the unemployment 
rate up, but they differed in their assessments of 
the extent of such effects. Nevertheless, many 
participants saw evidence that the current 
unemployment rate was considerably  above 
levels that could be explained by structural 
factors alone, pointing, for example, to declines 
in employment across a wide range of industries 
during the recession, job vacancy rates that 
were relatively  low, and reports that weak 
demand for goods and services remained a key 
reason why firms were adding employees only 
slowly.

Inflation had declined since the start of the 
recession, and most participants indicated that 
underlying inflation was at levels somewhat 
below those that they judged to be consistent 
with the Committee’s dual mandate for 
maximum employment and price stability. 
Although prices of some commodities and imported 
goods had risen recently, many business contacts 
reported that they currently had little pricing 
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power and that they anticipated limited, if any, 
increases in labor costs. Meeting participants noted 
that several measures of inflation expectations had 
changed little, on net, over the intermeeting 
period and that analysis of the components of price 
indexes suggested disinflation might be abating. 
However, TIPS-based inflation compensation had 
declined, on balance, in recent quarters. While 
underlying inflation remained subdued, 
participants saw only small odds of deflation.

“A big case for QE2, or at least a 
justification for it.”

Participants discussed the medium-term 
outlook for monetary policy and issues related to 
monetary po l i cy imp lementat ion . Many 
participants noted that if economic growth 
remained too slow  to make satisfactory progress 
toward reducing the unemployment rate or if 
inflation continued to come in below levels 
consistent with the FOMC’s dual mandate, it 
would be appropriate to provide additional 
monetary  policy accommodation. However, 
others thought that additional accommodation 
would be warranted only if the outlook worsened 
and the odds of deflation increased materially. 

Meeting participants discussed several possible 
approaches to providing additional accommodation 
but focused primarily on further purchases of 
longer-term Treasury securities and on possible 
steps to affect inf lat ion expectat ions . 
Participants reviewed the likely benefits and costs 
associated with a program of purchasing additional 
longer-term assets–with some noting that the 
economic  benefits could be small in current 
circumstances–as well as the best means to 
calibrate and implement such purchases. A number 
of participants commented on the important role 
of inflation expectations for monetary policy: With 
short-term nominal interest rates constrained by 
the zero bound, a decline in short-term inflation 
expectations increases short-term real interest 
rates (that is, the difference between nominal 

interest rates and expected inflation), thereby 
damping aggregate demand. 

Conversely, in such circumstances, an 
increase in inflation expectations lowers short-
term real interest rates, stimulating the 
economy. Participants noted a number of possible 
strategies for affecting short-term inflation 
expectations, including providing more detailed 
information about the rates of inflation the 
Committee considered consistent with its dual 
mandate, targeting a path for the price level 
rather than the rate of inflation, and targeting a 
path for the level of nominal GDP. As a general 
matter, participants felt that any needed policy 
accommodation would be most effective if enacted 
within a framework that was clearly communicated 
to the public. The minutes of FOMC meetings were 
seen as an important channel for communicating 
participants’ views about monetary policy.

“So, what they are saying is if they 
baffle us with BS, rate/inflation 
expectations will rise and spur people 
(who have no money and no jobs) to 
buy.  So the stimulus they are leaning 
toward is nothing more than a trick to 
squeeze a few more bucks out of 
consumers, without solving any of 
their actual problems.”

Committee Policy Action

In their discussion of monetary policy for the 
period immediately ahead, nearly all of the 
Committee members agreed that it would be 
appropriate to maintain the target range for the 
federal funds rate of 0 to 1/4 percent and to leave 
unchanged the level of the combined holdings of 
Treasury, agency debt, and agency mortgage-
backed securities in the SOMA. Although many 
members considered the recent and anticipated 
progress toward meeting the Committee’s 
mandate of maximum employment and price 
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stability  to be unsatisfactory, members observed 
that incoming data over the intermeeting period 
indicated that the economic recovery was 
continuing, albeit slowly. 

Moreover, the data had been mixed, with 
readings early in the period generally weaker than 
anticipated but the more-recent data coming in on 
the strong side of expectations. In light of the 
considerable uncertainty about the current 
trajectory for the economy, some members saw 
merit in accumulating further information before 
reaching a decision about providing additional 
monetary stimulus. In addition, members wanted 
to consider further the most effective framework 
for calibrating and communicating any additional 
steps to provide such stimulus. Several members 
noted that unless the pace of economic  recovery 
strengthened or underlying inflation moved back 
toward a level consistent with the Committee’s 
mandate, they would consider it appropriate to 
take action soon.

With respect to the statement to be released 
following the meeting, members agreed that it was 
appropriate to adjust the statement to make it 
clear that underlying inflation had been running 
below levels that the Committee judged to be 
consistent with its mandate for maximum 
employment and price stability, in part to help 
anchor inflation expectations. Nearly all members 
agreed that the statement should reiterate the 
expectation that economic  conditions were likely 
to warrant exceptionally low levels of the federal 
funds rate for an extended period. 

One member, however, believed that 
continuing to communicate that expectation in the 
Committee’s statement would create conditions 
that could lead to macroeconomic and financial 
imbalances. Members generally thought that the 
statement should note that the Committee was 
prepared to provide additional accommodation if 
needed to support the economic recovery and to 
return inflation, over time, to levels consistent 
with its mandate. 

Such an indication accorded with the members’ 
sense that such accommodation may be 
appropriate before long, but also made clear that 
any  decisions would depend upon future 

information about the economic situation and 
outlook.

“Wow, this is a tough one.  What 
has the data really been since Sept 
21st?   Generally better I think and 
that’s — Bad...”

At the conclusion of the discussion, the 
Committee voted to authorize and direct the 
Federal Reserve Bank of New York, until it was 
instructed otherwise, to execute transactions in 
the System Account in accordance with the 
following domestic policy directive:

"The Federal Open Market Committee seeks 
monetary and financial conditions that will foster 
price stability and promote sustainable growth in 
output. To further its long-run objectives, the 
Committee seeks conditions in reserve markets 
consistent with federal funds trading in a range 
from 0 to 1/4 percent. The Committee directs the 
Desk to maintain the total face value of domestic 
securities held in the System Open Market Account 
at approximately $2 trillion by reinvesting principal 
payments from agency debt and agency mortgage-
backed securities in longer-term Treasury 
securities. The System Open Market Account 
Manager and the Secretary will keep the 
Committee informed of ongoing developments 
regarding the System’s balance sheet that could 
affect the attainment over t ime of the 
Committee’s objectives of maximum employment 
and price stability."

The vote encompassed approval of the 
statement below to be released at 2:15 p.m.:

"Information received since the Federal Open 
Market Committee met in August indicates that the 
pace of recovery in output and employment has 
slowed in recent months. Household spending is 
increasing gradually, but remains constrained by 
high unemployment, modest income growth, lower 
housing wealth, and tight credit. Business spending 
on equipment and software is rising, though less 
rapidly than earlier in the year, while investment 
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in nonresidential structures continues to be weak. 
Employers remain reluctant to add to payrolls. 
Housing starts are at a depressed level. Bank 
lending has continued to contract, but at a 
reduced rate in recent months. The Committee 
anticipates a gradual return to higher levels of 
resource utilization in a context of price stability, 
although the pace of economic recovery is likely to 
be modest in the near term.

Measures of underlying inflation are currently 
at levels somewhat below those the Committee 
judges most consistent, over the longer run, with 
its mandate to promote maximum employment and 
price stability. With substantial resource slack 
continuing to restrain cost pressures and longer-
term inflation expectations stable, inflation is 
likely to remain subdued for some time before 
rising to levels the Committee considers consistent 
with its mandate.

The Committee will maintain the target range 
for the federal funds rate at 0 to 1/4 percent and 
continues to anticipate that economic conditions, 
including low rates of resource utilization, subdued 
inflation trends, and stable inflation expectations, 
are likely to warrant exceptionally low levels for 
the federal funds rate for an extended period. The 
Committee also will maintain its existing policy of 
reinvesting principal payments from its securities 
holdings.

The Committee will continue to monitor the 
economic outlook and financial developments and 
is prepared to provide additional accommodation if 
needed to support the economic recovery and to 
return inflation, over time, to levels consistent 
with its mandate."

Voting for this action: Ben Bernanke, William 
C. Dudley, James Bullard, Elizabeth Duke, Sandra 
Pianalto, Eric Rosengren, Daniel K. Tarullo, and 
Kevin Warsh.

Voting against this action: Thomas M. Hoenig.

Mr. Hoenig dissented, emphasizing that the 
economy was entering the second year of 
moderate recovery and that, while the zero 
interest rate policy and "extended period" 
language were appropriate during the crisis and its 
immediate aftermath, they were no longer 
appropriate with the recovery under way. Mr. 
Hoenig also emphasized that, in his view, the 
current high levels of unemployment were not 
caused by high interest rates but by an extended 
period of exceptionally low rates earlier in the 
decade that contributed to the housing bubble and 
subsequent collapse and recession.

He believed that holding rates artificially low 
would invite the development of new imbalances 
and undermine long-run growth. He would prefer 
removing the "extended period" language and 
thereafter moving the federal funds rate upward, 
consistent with his views at past meetings that it 
approach 1 percent, before pausing to determine 
what further policy actions were needed. Also, 
given current economic and financial conditions, 
Mr. Hoenig did not believe that continuing to 
reinvest principal payments from SOMA securities 
holdings was required to support the Committee’s 
policy objectives.

It was agreed that the next meeting of the 
Committee would be held on Tuesday-Wednesday, 
November 2-3, 2010. 
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