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12,380	

(+0.0%)
1,328	

 (-0.3%)
2,780	

 (-0.3%)
8,484	

 (+0.2%)
841	

 (-0.7%)
113.10	

(+4.8%)
1,475	

 (+3.3%)

On Tuesday, April 5, the Nasdaq OMX Group, Inc. announced a
special rebalancing of the Nasdaq-100 index, designed to bring
the weighting of the Index Securities closer in line with their
actual market capitalizations. Apple (AAPL), currently
comprising 20.5% of the index, will have its weighting dropped
to 12.3%. Microsoft’s (MSFT) weighting will be increased from
3.4% to 8.32%, Cisco (CSCO) will go from 1.56% to 3.66%,
Oracle’s (ORCL) weighting will increase from 3.32% to 6.68%, and
Intel’s (INTC) will increase from 1.75% to 4.2%. Of the 100 index
securities that make up the Nasdaq-100 index, 82 will decrease
in weighting. The weight of the technology sector will increase
from 59.5% to 61.9%. (NDX Special Rebalance Presentation)
In rebalancing the Nasdaq-100, millions of shares of stocks
will trade hands as various funds and institutions adjust their
holdings to properly track the rebalanced index. We discussed
our value-based premise for owning shares of Cisco, Intel and
Microsoft in last week’s newsletter. We also provided optionsbased strategies for buying these stocks at a discount. Thanks to
the announced rebalancing of the Nasdaq-100, these trade ideas
are already in the black. Our premise hasn’t changed, and these
trades are still reasonable though the prices of the stocks and
options will be somewhat changed.
We have been critical of the Federal Reserve for months, as
its program for quantitative easing round two (QE2) has been
detrimental to the global economy. Skyrocketing prices in
commodities demonstrate painfully how the Fed’s systematic
destruction of the value of the Dollar has worldwide
repercussions. Just withing the last few months, sharp increases
in the prices of basic foodstuffs have driven people in the Middle
East and North Africa to their breaking points. Long-simmering
resentments have exploded into massive protests. In the more
unstable countries, these tensions have sparked civil wars and
revolutions. In Libya, the civil war has spiked oil prices as key
oil infrastructure cities such as Brega and Ajdabiya changed
hands between Gaddafi loyalists and rebel forces, multiple
times. Libya’s troubles escalated on Wednesday as Gaddafi
loyalists began destroying oil production facilities as part of a
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“scorched earth” strategy designed to cripple
the rebel insurgency.
While inflation is pummeling the rest of
the world, the U.S. and Europe are dealing
with other financial problems as well. The
ongoing European debt crisis claimed another
government as Portugal finally cried “uncle”
on Wednesday and formally requested a
bailout from the European Union (EU). ("We
Don't Need A Bailout... We Don't Need A
Bailout...Uh, We Need A Bailout": Portugal
Admits To Needing EU Rescue) In the U.S., the
threat of a possible government shutdown
sparked by a budgetary showdown between
c o n s e r v a t i v e “ Te a Pa r t y ” m e m b e r s a n d
Democrats was avoided by a last-minute
compromise budget worked out between
Congress and President Obama.
In the face of worldwide financial crises
(e.g., Greece, Ireland, Portugal), political
turmoil (Middle East and North Africa) and
catastrophic disasters (Japan), U.S. equities
continued their upward climb, courtesy of the
enormous liquidity being funneled into the
markets by the Fed via the Primary Dealers
(banks). QE has done a wonderful job of

We e k o f A p r i l 1 0 , 2 0 1 1
boosting the markets during a time of extreme
instability. Unfortunately, in the process, the
Fed has unleashed a tidal wave of liquidity
that has fueled the very price inflation that is
now wreaking havoc around the world.
Attempting to combat increasing prices,
the European Central Bank announced on
Thursday that it would hike refi rates from
1.0% to 1.25% and raise the marginal lending
facility rate to 2.0% - its first rate hike since
July 2008. China announced on Tuesday that it
would raise interest rates in response to
inflationary pressures, with its benchmark
one-year lending rate increasing from 6.06% to
6.31%, and its one-year deposit rate increasing
from 3.0% to 3.25%. In the U.S., price
inflation, recognized by just about everyone
except Ben Bernanke, is causing consumers to
travel less, eat out less, switch to generic
brands, and otherwise try to cope with ever
rising prices.
The type of inflation we are experiencing
is particularly corrosive. The liquidity flowing
to the financial markets is being used to pump
up prices of critical goods, oil and food (and
stocks), during a time when overall incomes
are stagnant. This form of inflation is
commonly called “stagflation.”
“Money is being sucked away from
discretionary spending to pay for
necessities. All goods and services
can’t inflate without rising wages. So
we will always be able to point to a
graph where some things go down and
others go up, because the amount of
capital people have to allocate is
finite. Putting off big ticket
purchases - e.g. computers, furniture,
windows, floors, appliances, tools lets us buy more tanks of gas but,
eventually, we’ve spent the money we
put away for a new couch. And the
gas station still wants $75 to fill up!
Don’t be fooled by the fact that we
are still early in the cycle.” - Phil.

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 	


	


	


2

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	


We e k o f A p r i l 1 0 , 2 0 1 1

Monday Mortgage Fraud - Does It Matter?
Stocks moved sideways on Monday, but
tensions in the Middle East pushed oil up to
$108.31, its highest price in 30 months.
Although our “must watch” levels on the
indexes remained unchanged, the S&P eked out
a slight gain, closing just below the 1,333
level. News that Texas Instruments (TXN) will
acquire National Semiconductor (NSM) in an allcash transaction of approximately $6.5Bn was
announced after the close of markets.
4/4/11

Dow

S&P

4/4/11

Dow

MONDAY
CLOSE

12400 1333

2789

8482

849

UP 100%
12938 1332
(RUT 133%)

2530

8362

800

MAJOR
BREAKOUT
LEVELS

12000 1300

2750

8250

800

BREAKOUT
LEVEL 2

11600 1260

2675

7935

800

11500 1220

2600

7750

725

NYSE

RUT

TODAY

12,400 1,333 2,789 8,482

849

(MUST HOLD)

PREVIOUS

12,377 1,332 2,790 8,469

847

BREAKOUT
LEVEL 1

% CHANGE

+0.19

+0.03

NAS

Monday’s Levels

-0.01

+0.15

NAS NYSE Russell

+0.31

On Sunday, April 3, CBS aired a “60 Minutes”
program reporting on how problems with
mortgage documents, such as titles and deeds,
are prompting lawsuits and hurting an already
weak housing market. “It's bizarre but, it turns
out, Wall Street cut corners when it created
those mortgage-backed investments that
triggered the financial collapse. Now that
banks want to evict people, they're unwinding
these exotic investments to find that, often,
the legal documents behind the mortgages
aren't there. Caught in a jam of their own
making, some companies appear to be
resorting to forgery and phony paperwork to
throw people - down on their luck - out of
their homes.” (Mortgage paperwork mess: Next
Housing Shock?)
Homeowners were not the only people
harmed by widespread fraud. Lawsuits are also
being filed by investors complaining that they
were victimized in a “massive fraud” when
they bought mortgage-backed securities once
rated “triple-A” that are now rated “junk.”
Meanwhile, courts are issuing rulings against
banks trying to foreclose without having either
a physical title or proper assignment, such as in
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S&P

Ph y l l i s H o r a c e v. L a S a l l e B a n k N a t i o n a l
Association. Courts are creating new case law
precedents that encourage further actions by
attorneys who are poking at the holes in the
chains of titles. According to Phil, “If we use
the LaSalle case as a benchmark,
approximately 25% of the 75 million mortgages
in this country, $3.75 trillion worth, are
unforclosable.”
In Members’ chat, Zeroxzero commented:
“The ‘fraudclosure’ issue is truly terrifying.
Why would gold not be at the $2000 level with
those numbers? If the Euro were to take a
serious dive, why would there be a flight to
the dollar? Anything but, one would think.”
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Phil replied, “Because a collapse of the
banks will make dollars more scarce, not less.
Gold collapsed with banking in 2008 for good
reason. It would be very amusing (to me) if the
banks did collapse because all those Trillions of
Dollars that Treasury and the Fed have been
pumping into them would vanish in a puff of
smoke. We would have all the new debt, and
none of the liquidity, because these bastards
haven’t been lending it out (except back to
Treasury). During the collapse of 2008, the
dollar shot from 71.31 in July (after Bush’s
stimulus killed it) to 88.46 in November. That’s
24% in 4 months. A weekly chart will show that
the key resistance/support line was 76.50, and
we rocketed over that line in a massive
squeeze. Of course, currency speculators never
learn, and here we are back at 76.50, back with
a record short interest in the dollar, and back
at record highs in commodity prices, and back
at ignoring EU banking and national debt issues
and a slowdown in China. And let’s add Japan
to the ignore list. But we still have intelligent
guys like you telling me ‘this time it’s
different.’ Well maybe it is – but I’m not going
to bet on it!”
The massive disaster in Japan is taking a toll
on the global economy. Toyota announced that
it will shut down all of its North American
factories due to shortages of parts from Japan.
Spokesman Mike Goss said shutdowns are likely
to occur later this month, and will affect about
25,000 workers, but no layoffs are expected.
The length of the shutdown is unknown and
depends on how quickly Japanese parts
factories can get back into production. (Toyota:
Shutdown of North American factories
inevitable)
Japanese cars will be in short supply in
showrooms this spring and summer, according to
Michael Jackson, CEO of the largest U.S.
d e a l e r s h i p c h a i n . “ E v e r y b o d y ’s i n c r i s i s
meetings every day trying to figure out how to
keep the global production system working as
best as possible and adapt to the
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“

“Meanwhile, it’s still 1,333 or bust
for the S&P. We are kissy-kissy on
that line, as well as the Nasdaq
2,800 and Russell 850 – another pair to
watch. The Dow is right on 12,400 and the
NYSE is at 8,500. It’s interesting when so
many psychological levels line up at once.
Usually it’s a sign of manipulation,
especially when the indexes are hitting
resistance after pre-market pumping but
the volumes are so low we may as well be
in pre-market conditions all day long.
Still, no change in my overall view that
last week was BS and we should find a
proper level at least 2.5% below where we
are now. That’s S&P 1,300 – back to its
Major Breakout Level. If our Major
Breakout Levels hold up, THEN I will be
impressed and we’ll have to come up with
another round of Inflation Hedges and
Breakout Defense trades (some of the old
ones are still good). Before going there,
they have to SHOW US THE LEVELS.” - Phil

circumstances.” The devastation in
Northeastern Japan hit many auto-parts
factories and their nearby suppliers, and the
radioactive contamination from the Fukushima
nuclear reactor complex is making a difficult
situation even more complicated.
Later in the week, Toyota Motor and Nissan
Motor both said they will resume production at
all factories in Japan by end of this month, but
the companies also said output would be at half
of normal volume. (Toyota, Nissan gear up to
resume production) Non-Japanese carmakers
have also been affected by shortages of
materials imported from Japan, particularly
pigments, rubber and electronics. (Japan quake
cuts Nissan UK output)
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Testy Tuesday - AAPL Rebalancing in May May
Keep the Nasdaq from 2,800 Today
Stocks powered up early in Tuesday’s
trading, but lost steam in the afternoon and
eventually closed relatively flat. The Nasdaq
OMX announced its intention to rebalance the
Nasdaq-100 index largely by dropping the
percentage of Apple shares from 20.49% of
the index to 12.33% on May 2.
4/5/11

Dow

S&P

NYSE

RUT

TODAY

12,394 1,333 2,791 8,488

853

PREVIOUS

12,400 1,333 2,789 8,482

849

% CHANGE

-0.05

-0.02

NAS

+0.07

+0.07

+0.47

Last week’s newsletter presented a trade
idea for Intel, and we still love INTC as a new
play. The 2013 $15 calls are $5.30 - just .50
of premium. You can sell the 2013 $17.50 puts
for $2.15 to make your net basis of just $3.15
for the options. With this bullish combination,
you’ll enjoy all upside profits from a move in
INTC. To hedge, you can sell calls to cover
half of your position and further reduce your
basis along the way but, since there’s time,
I’d wait and see if INTC doesn’t get back to
$21 first. Then you can sell May $21 calls for
$0.60 or better (now $0.23). Picking up just
$0.15 per month knocks $3 off the basis over
two years – not bad! (Phil’s INTC trade idea)
The Federal Reserve and the Federal Open
Market Committee released the minutes of
the meeting held on March 15, 2011. The Fed
finally conceded the existence of at least
minimal price inflation. The Fed indicated
that it would allow the current program of
quantitative easing to abruptly end when the
current round of Treasury buying ends in
June, with no “tapering off,” and no plans for
QE3. We have included the complete minutes
along with Phil’s commentary as a bonus
section at the end of this week’s newsletter.
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“

“The special rebalancing of the
NASDAQ-100 Index will be enacted
based on index securities and shares
outstanding as of March 31. Now it is very
clear why the MoMo stocks were jacked up
like crazy into the end of Q1 – because the
market manipulators [investment banks]
have guaranteed bagholders for their stocks
when May 2 comes around! On that date,
they KNOW what the weighting will be.
Fund managers will be forced to buy more
PCLN, OPEN, BIDU, NFLX, CMG, etc –
regardless of the merits of buying more of
those stocks. Fund managers will take these
bloated monstrosities off the hands of the
IBanks who have been pumping them at top
dollar and then, look out below. There is no
reason for any of these stocks to trade at
the nose-bleed multiples they are trading
at now.” - Phil

American Superconductor Corporation
(AMSC), a provider of electrical systems for
wind farms, plummeted 45% this week after
announcing that its main customer, Sinovel
Wind Group of China, refused to accept
contracted shipments of electrical
components and spare parts. “AMSC believes
that Sinovel intends to reduce its level of
inventory before accepting further
shipments.” Tyler Durden of Zero Hedge
commented, “a stock cutting its outlook due
to its biggest customer refusing to accept
contracted shipments ‘until it reduces
inventory levels’ is probably the first
confirmation we have ever seen of the
massive inventory overbuild in China.”
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Which Way Wednesday - 1,333 or Bust!
Stocks posted moderate gains as defensive
stocks helped to boost the markets. The Dollar
trended lower all week. As the INDU versus
UUP (Dollar proxy) chart shows, the established
pattern of “when the Dollar drops, the markets
pop” continues to hold, but the inverse
correlation is weakening. The Dollar dropped
1.6% this week, while the Dow was relatively
flat (right).
4/6/11

Dow

S&P

NAS

NYSE

RUT

TODAY

12,427 1,336 2,800 8,508

854

PREVIOUS

12,394 1,333 2,791 8,488

853

% CHANGE

+0.27

+0.22 +0.31

+0.23

+0.86

We have been watching the 1,333 line on
the S&P for weeks, and on Wednesday, the S&P
500 finally ended up over the 1,333 line,
closing at 1,336. Next, we’ll see if it can stay
above that mark for three days, which would
be a bullish sign for the markets.
Increases in food and energy prices were
making news again, as corn futures for May
delivery climbed to $7.67 a bushel, the highest
closing price on record.
In the U.S., a record number of 44.2 million
people are currently relying on government
assistance for their basic food needs. The
burden is straining already overburdened state
and local governments. The USDA announced
that it will “award grants to improve access to
and increase participation in the Supplemental
Nutrition Assistance Program (SNAP),” a
program that has seen its enrollment grow by
43% since October 2008.
In the U.K., British industrial production
fell by 1.2% in February from January, missing
analyst expectations of 0.2% growth by a wide
margin. This came on the heels of an
announcement by the Society of Motor
M a n u f a c t u r e r s a n d Tr a d e r s s h o w i n g
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registrations of new cars was down by 7.9% in
March as compared to a year ago. Total
registrations in the first quarter were down by
8.7%. Meanwhile, Japanese automaker Honda
announced plans to cut production at its U.K.
factory by 50% from April 11, following
interruptions in its supply chain caused by
Japan’s March 11 tragic disaster. (UK industrial
production in surprise drop in Feb)
The Portuguese government finally threw in
the towel and formally requested a bailout
from the European Union, joining Greece and
Ireland on the list of countries needing help to
shore up their economy in the wake of the
global debt crisis. Portugal has followed the
predictable pattern: officially denying any
need for help, followed by a collapsing
government and skyrocketing bond yields, and
eventually admitting fiscal insolvency and the
need for massive bailouts.

“

Market Dilemma: “We believe that
the long-term inflation premise will
drive the markets higher but we
don’t believe the market is pricing in
enough fear, and we are worried that poor
earnings reports will shock the market back
to reality.” - Phil
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Firming Up Thursday - Holding the Line on
the S&P
News of a 7.1 earthquake hitting Japan,
followed immediately by a tsunami warning,
spooked investors on Thursday. Although the
tsunami warning was canceled 90 minutes later,
the markets only managed a partial recovery
from the earlier lows. The S&P declined
slightly, but stayed above the critical 1,333
line for a second day, leaving us looking to
Friday to see if 1,333 would hold and give us
more confidence in this rally.
4/7/11

Dow

S&P

NYSE

RUT

TODAY

12,409 1,334 2,796 8,489

849

PREVIOUS

12,427 1,336 2,800 8,508

854

% CHANGE

-0.14

-0.15

NAS

-0.13

-0.22

-0.55

Recalculating the risk of exposure to the
radiation that continues to be released by the
crippled Fukushima Daiichi nuclear reactor
complex four weeks after the March 11
disaster, the Japanese government announced
on Thursday that it is considering extending the
evacuation zone around the plant.
Oil prices climbed over $110 following news
that forces loyal to Gaddafi were destroying
oilfields in Eastern Libya as part of a “scorched
Earth” campaign against the rebel insurgency.
The assault came just hours after rebels had
begun exporting oil into the international
market, opening the door to millions of Dollars
worth of revenues to help fund their uprising
against Gaddafi’s regime. But those hopes were
quickly crushed by Gaddafi’s forces. Because
Libya is a major source of oil for Europe, the
impact of this damage will be far-reaching, and
there is now speculation that this action might
end up providing justification for NATO to begin
a land-based campaign against the Gaddafi
regime.
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In other news, research from Reis Inc.
showed that mall vacancies are currently
running at their highest level in 11 years. In
the top 80 U.S. markets, the average vacancy
rate was 9.1%, up from 8.7%. The outlook is
worse for strip malls and other neighborhood
shopping centers - their vacancy rates are
expected to top 11.1% later this year. Stores
are still being closed as long-term leases
expire. It seems unlikely the bottom has yet
been reached. (Malls Face Surge in Vacancies The Wall Street Journal)
Phil discussed the downdraft in popular
momentum stocks such as NFLX, PCLN, GMCR,
OPEN and BIDU. These all dropped in sync
about 4% on Wednesday, moving so fast that
Phil surmised, “some sort of machine was
trading all of these momentum stocks
together, instead of the markets being
composed of millions of traders all making
individual decisions based on the merits of
individual stocks.”

“

“Deciding what to do with the
market is a different matter. As we
did on Tuesday, we caught another
great shorting opportunity off of
Wednesday’s open, but it didn’t last long
and we grabbed the QQQ Weekly $56 calls
at 12:45 for $1.10 as it looked like we were
bottoming. Those were good for .15 into
the close. Of course we have our usual premarket pump job this morning but only oil
is making an exciting short entry. The
indexes are not even back to yesterday’s
open and if the pumpers can’t be bothered
to put on a good show – I’m not going to
play with them!” - Phil
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Inflationary Friday - Neither $112 Oil or a 12 Mile
Evacuation Zone Can Stop This Market!
The threat of a government shutdown
loomed over the markets. Concerns about the
instability in the Middle East and the
resulting effect on oil prices helped move the
markets lower in light trading. NYSE decliners
led advancers by more than two to one, and
the S&P 500 failed our 100% level, falling
short of holding our 1,333 target for three
trading days in a row. Oil continued climbing,
with West Texas Intermediate Crude ending
the day at $113.10.
4/8/11

Dow

S&P

NYSE

RUT

TODAY

12,380 1,328 2,780 8,484

841

PREVIOUS

12,409 1,334 2,796 8,489

849

% CHANGE

-0.24

-0.40

NAS

-0.56

-0.06

-1.01

The U.S. Dollar continued its descent,
falling 1.6% for the week, from Monday’s high
of 76.1 down to Friday’s low of 74.9 at the
close. The failure of the 76 level concerns us,
but with Bernanke signaling his intention to
end quantitative easing in June, we think the
Dollar is ready to rebound, and we feel it is
unlikely that the 72 level will fail to provide
support.
The impact of high oil prices on the global
economy is already manifest in multiple
countries. In China, the National
Development and Reform Commission (NDRC),
the top economic planning agency in China,
“hauled in representatives from China’s four
largest beer makers for talks over their price
hikes, as [the NDRC] looks to tackle public
concerns over soaring inflation.” Note the
language in Business China’s press release.
The author uses terminology appropriate to
the crime pages of a local newspaper
reporting on police offers rounding up street
gang members. This may not bode well for
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“

“A lot of problems I see with people
day trading (and this goes for picking
entries and exits) is simply a matter
of perspective. I almost never look at
anything shorter than a 10-minute chart
unless I am just about to make an entry but,
even then, 3 minutes or 5 minutes. On my
right-side focus screen, I have Esignal 10minute charts and on my left-side focus
screen, I have Etrade 15-minute and one hour
charts. On my most active chart screen, I
have StockCharts daily and weekly
charts. That’s how I call entries and exits –
based on daily charts and hourly charts – I
couldn’t care less what goes on from minute
to minute.
There are two things I used to do that I
decided were counterproductive and one is
looking at 1-minute charts. The other is
getting wrapped up in the minutia of options
like following the Greeks or worrying about
analyzing profit profiles for future events
that never happen anyway. Try to make a
good trade, make 20% and get out. If it
accidentally makes 20% and keeps going – let
it, but put a stop back at 20% and keep
moving it up. If you lose 20% (of a full
position) – get out and go make 20% on a
better trade. That’s all there is to it…
I n t h e f u t u r e s , i t ’s a d i f f e r e n t
story. Making a dime is like making 20% and
so we protect our dime gains and once we
make .25 – we guard it with our lives because
it’s A LOT. That’s another thing I see, people
aren’t satisfied with small gains. That’s like
having to walk a mile but giving up because
you can only take 3-foot steps. ANYONE can
walk a mile – what kind of effort are you
making if you give up because each step is
only 3 feet?” - Phil
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those engaging in capitalist pursuits in
China. (NDRC Hauls in Beer Makers over Price
Hikes)
An anonymous “insider” in the Chinese
beer industry was quoted saying, “Costs of
raw materials have been rising since the
second half of last year, and then the cost of
labor also went up by almost 30% since the
beginning of this year.” An increase of nearly
30% in labor costs just in the first quarter of
this year indicates strong inflationary
pressures. The NDRC is not limiting its
investigations to breweries. It is also
investigating major consumer goods makers
including Unilever and Procter & Gamble.
Inflationary pressures are rapidly building
in the U.S. as well, partly because of rising
commodity and other input prices for
manufacturers, but also because China can
no longer export deflation to the U.S. “The
end has come for China’s exporting of
deflation, at least until its property bubble
collapses and the country enters into its own
deflationary crunch. Unlike the United
States, wages for workers in China are

Inside Member’s Chat:
Leon wrote: “Phil, do you have any plays on
GLW now that it’s below $20.00 for the first
time in a while?”
Phil: GLW/Leon – Be careful with that whole
sector as you never know what companies will
be hit by supply constraints. GLW is down
because its glass needs to be put on stuff that
ships, so it has large exposure to any kind of
component disruption that stops screens from
moving. It is still an excellent long-term play
and, if you are scaling in and plan to buy more,
there’s no reason not to sell the 2013 $17.50
puts for $2.30. But there is a good chance it
goes lower when supply disruptions become
apparent. If you were just 1/4x into your scale,
that would be good news.
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Inside Member’s Chat:
JMM wrote: “Phil, what is your current
favorite disaster hedge?”
Disaster Hedge/JMM – I still like those SDS
trades. The June $21/24 bull call spread is just
$0.65, almost a 5x payoff right there, and you
can fund that with short sales on RIMM July
$42.50 puts at $0.69 or WMT June $50 puts at
$0.60 or my current favorite - TM 2013 $60 puts
at $3.60. The TM puts have a net margin of $6
and you can buy 5 spreads to each put, giving
you $2,400 worth of downside protection for
each 100 shares of TM you sell puts on (net
$6,000). Of course if TM breaks below $70 or $75
for that matter, you can always cover with shortterm momentum puts.
climbing higher. From 2005 to 2010, monthly
minimum wages have increased over 300%.
Much of that increase has occurred in the
last two years. Surging wage growth in
China, combined with surging asset inflation
instigated by the Federal Reserve’s QE, has
created a large increase in prices for many
American consumables.” (Jason Kaspar, A
Crack in the Great Wall-mart: Watch Out for
Rising Prices from China)
While prices for American consumers may
be on the rise, wages are not keeping up.
Real wages in the U.S. are contracting and
the trend does not appear to be improving.
With the high unemployment rate, and
capacity utilization currently around 75%,
the average American is not in a strong
position to bargain for higher wages.
Capacity utilization is the percent of the
total U.S. manufacturing capacity that is
actually being used. Between 1972 and 2010,
the average was 80.5%. Resulting stagflation
(price inflation without wage inflation) will
additionally stress American consumers
already struggling with higher prices for food
and fuel. (Industrial Production and Capacity
Utilization)
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The Week Ahead
The S&P 500 failed to hold the critical level of
1,333 on Friday and this market is feeling a bit
toppy. If the Fed allows QE2 to end in June as
planned, the perpetual market prop-up may face
some headwinds.
On Saturday, April 9, Phil posted “Investing for
Income - Part One.” The article discusses
constructing a conservative, low-maintenance
portfolio designed to produce consistent income
while preserving capital. Our intention is to testdrive a virtual portfolio of $500,000 and see how it
performs over time, with the goal of generating
$4,000/month income. Of course, part of the
challenge is not only to produce income, but also
to offset inflationary effects and prevent the
erosion of the value of the original investment.
Part two will follow in about two weeks.
Inflation and stagflation have been important
topics of debate, particularly since the Fed
announced the QE2 program last fall, and even
more so as prices of commodities have been rising
unabated. While Fed apologists make academic
arguments that QE shouldn’t cause inflation, many
financial commentators disagree. Jason Kaspar, of
GoldShark.com, discussed the subject with SWW
editor Ilene in email correspondence. Jason wrote,
“The real definition of inflation is an increase in
the money supply, and according to me, that
includes credit as well. The real definition of
deflation, conversely, is a decrease in the money
supply.
“Logic presupposes that when the money
supply increases, the prices of goods will increase.
This is generally true. However, the reverse is not
always true. An increase in the price of goods
does not necessarily mean there has been an
increase in the money supply.
“For example, during the collapse of 2008, a
tremendous amount of money was vaporized
through de-leveraging (among other things). We
saw much of this occur in the mortgage market
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Friday’s Levels
4/8/11

Dow

FRIDAY
CLOSE

12380 1328

2780

8484

841

UP 100%
12938 1332
(RUT 133%)

2530

8362

800

MAJOR
BREAKOUT
LEVELS

12000 1300

2750

8250

800

BREAKOUT
LEVEL 2

11600 1260

2675

7935

800

BREAKOUT
LEVEL 1

11500 1220

2600

7750

725

S&P

NAS NYSE Russell

(MUST HOLD)

with innumerable foreclosures. When the Treasury
instituted its stimulus spending and the Fed
helped facilitate this spending through
quantitative easing in 2009, the stimulus served
only to replace the money that was lost. The Fed
bought mortgage backed securities (in QE1) and
treasuries from the banks, but instead of lending
that money out to individuals, the banks allowed
it to build in reserves at the Fed (which renders it
useless) or have been investing that money in
assets, like food, equities, gold, etc.
“Therefore, even though there is no overall
increase in the money supply (M3 has started
contracting again recently), some of the QE
money has been shifted into specific assets, which
are enjoying nominally large price increases. This
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is the difference between money supply inflation,
and price inflation.”
Russ Winter, at Wall Street Examiner, and
author of Winter Watch writes, “The following
chart says it all (below). The Fed’s aggressive
Treasury monetization has been the causa
proxima (90-percent correlation) to the pedal-tothe-metal Minsky Meltup in commodities. I
suspected this would be the effect but confess I
did not believe the Fed and government could be
so irrational and stupid as to attempt it,
especially with the blowback evident by year end.
Though I am one of the most persistent critics of
Fed rabble, this exceeded even my worst fears
and nightmares. This is what Bernanke refers to
as ‘temporary’ inflation. Nor did I anticipate the
markets ignoring such clear and present danger
either. The transmission of this inflation disease
appears to take about six months, which
corresponds to the MIT price survey I have been
using. It, too, now shows that inflation is in full
swing.”
“If the Fed continues its purchases, we can
calculate that each new $100 billion of Treasury
purchased will add about 5 percent to the
commodity index and $7 to oil. It takes four
weeks for the Fed to purchase $100 billion in
Treasuries. What a game of chicken being played
out and right before our eyes! You can sense the
collision, flying glass, blood and bones at almost

We e k o f A p r i l 1 0 , 2 0 1 1
any moment. If the Fed desists or scales down its
Treasury buying, the stark trillion dollar question
becomes who will buy them?” (The Game Of
Chicken: Collision, Blood and Bones)
Lee Adler, editor and publisher of Wall Street
Examiner presents another perspective: “The
evidence shows that banks are again out of the
Treasury buying game. It also shows that they lost
money in the first quarter, which is insane
considering that their cost of funds is zero. It’s an
indication of just how dire the circumstances are.
Banks continue to accumulate cash at a frantic
rate in their accounts at the Fed. The last time
reserves rose this fast was in the midst of the
crisis in 2008.
“Although the banks did buy some Treasuries
in mid March, they have again stopped buying and
reduced their holdings, opting to hold cash at the
Fed instead. The banks are pulling cash out of the
system and depositing it in their reserve accounts
even faster than the Fed is printing it, lately 60%
faster. We have to wonder what has them so
spooked.
“At the same time, FCBs [foreign central
banks] purchases of Treasuries are also
backsliding, and are well below the threshold
where they need to be to keep the markets
stable. These elements essentially neutralize the
Fed’s pumping. It may not be enough to send the
markets lower, and in the absence of new
Treasury supply, Fed buying should be enough
to keep the field tilted in favor of higher
prices. April’s bias should be to the upside,
but the background drag will be there. Things
will get tougher in May when Treasury supply
increases, and really tough this summer when
the Fed presumably will stop pumping.” (Fed
Gets To Skate On Thin Ice In April)
The S&P 500 is near the level where we
might be more bullish on a technical basis.
However, the low volumes that have
characterized this rally, and the artificiality of
it, leave us skeptical and cautious going into
next week.
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Next Week’s Economic Calendar
Monday 11

Tuesday 12

Wednesday 13

11:00 AM: 4-Week Bill
Announcement

7:30 AM: NFIB Small 7:00 AM: MBA Purchase
Business Optimism
Applications
Index
11:30 AM: 3-Month Bill 7:45 AM: ICSC-Goldman 8:30 AM: Retail Sales
Auction
Store Sales
11:30 AM: 6-Month Bill 8:30 AM: International
Auction
Trade
8:30 AM: Import and
Export Prices
8:55 AM: Redbook

11:30 AM: 4-Week Bill
Auction

POMO DAY
($5.5Bn - $7.5Bn)

10:00 AM: Business
Inventories

Thursday 14

Friday 15

8:30 AM: Producer
Price Index

8:30 AM: Consumer
Price Index

8:30 AM: Jobless
Claims

8:30 AM: Empire State
Manufacturing Survey

10:30 AM: EIA Natural
Gas Report

9:00 AM: Treasury
International Capital

10:30 AM: EIA
11:00 AM: 3-Month and
Petroleum Status
6-Month Bill
Report
Announcements
1:00 PM: 10-Year Note 11:00 AM: 5-Year TIPS
Auction
Announcement
2:00 PM: Beige Book

9:15 AM: Industrial
Production
9:55 AM: Consumer
Sentiment

1:00 PM: 30-Year Bond
Auction

1:00 PM: 3-Year Note
Auction

4:30 PM: Fed Balance
Sheet

2:00 PM: Treasury
Budget

4:30 PM: Money Supply

NEW POMO SCHEDULE NO POMO SCHEDULED NO POMO SCHEDULED NO POMO SCHEDULED
ANNOUNCED
AS OF 4/10
AS OF 4/10
AS OF 4/10

Note: The material presented in this commentary is provided for informational purposes only and is based upon
information that is considered to be reliable. However, neither Philstockworld, LLC (PSW) nor its affiliates warrant its
completeness, accuracy or adequacy and it should not be relied upon as such. Neither PSW nor its affiliates are
responsible for any errors or omissions or for results obtained from the use of this information. Past performance,
including the tracking of virtual trades and portfolios for educational purposes, is not necessarily indicative of future
results. Neither Phil, Optrader, Oxen Group or anyone related to PSW is a registered financial adviser and they may
hold positions in the stocks mentioned, which may change at any time without notice. Do not buy or sell based on
anything that is written here, the risk of loss in trading is great.
This material is not intended as an offer or solicitation for the purchase or sale of any security or other financial
instrument. Securities or other financial instruments mentioned in this material are not suitable for all investors. Any
opinions expressed herein are given in good faith, are subject to change without notice, and are only intended at the
moment of their issue as conditions quickly change. The information contained herein does not constitute advice on the
tax consequences of making any particular investment decision. This material does not take into account your particular
investment objectives, financial situations or needs and is not intended as a recommendation to you of any particular
securities, financial instruments or strategies. Before investing, you should consider whether it is suitable for your
particular circumstances and, as necessary, seek professional advice.
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Special Bonus Supplement - Tuesday Fed
Minutes and Commentary
Editor's Note: Below are the “FOMC
Minutes” as released by the Fed on April 5. Phil
uses colors in the text of the FOMC minutes to
indicate what he sees as positive (green) and
n e g a t i v e ( r e d ) f o r t h e e c o n o m y.
Phil's comments (blue) appear in this section in
quotes and bold Italics.
Developments in Financial Markets and
the Federal Reserve’s Balance Sheet
The Manager of the System Open Market
Account (SOMA) reported on developments in
domestic and foreign financial markets during
the period since the Federal Open Market
Committee (FOMC) met on January 25-26,
2011. He also reported on System open market
operations, including the ongoing reinvestment
i n t o l o n g e r - t e r m Tr e a s u r y s e c u r i t i e s o f
principal payments received on the SOMA’s
holdings of agency debt and agency-guaranteed
mortgage-backed securities (MBS) that the
Committee authorized in August 2010, as well
as the purchase of additional longer-term
Treasury securities to increase the face value
of such securities held in the SOMA that the
FOMC first authorized in November 2010. Since
November, purchases by the Open Market
Desk of the Federal Reserve Bank of New
York had increased the SOMA’s holdings by
$310 billion. The Manager reported that
achieving an increase of $600 billion in
SOMA holdings by the end of June 2011
would require continuing to purchase
additional securities at an unchanged pace of
about $80 billion per month. 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.
The Manager also discussed the possible
benefits of gradually reducing the pace of the
F e d e r a l Re s e r v e ’s p u r c h a s e s o f Tr e a s u r y

P h i l ’ s S t o c k W o r l d 	


securities when the current asset purchase
program nears completion. As its earlier
program of agency MBS purchases drew to a
c l o s e , t h e F e d e r a l Re s e r v e t a p e r e d i t s
purchases during the first quarter of 2010 in
order to avoid disruptions in the market for
t h o s e s e c u r i t i e s . H o w e v e r, t h e M a n a g e r
indicated that the greater depth and liquidity
of the Treasury securities market suggested
that it would not be necessary to taper
purchases in this market. The Manager noted
that market participants appeared to have
reached the same conclusion, as they generally
did not seem to expect the Federal Reserve to
taper its purchases of Treasury securities. In
light of the Manager’s report, almost all
meeting participants indicated that they saw
no need to taper the pace of the Committee’s
purchases of Treasury securities when its
current program of asset purchases
approaches its end.

“

This is a BIG DEAL – it signals an
ABRUPT end to QE2!

Staff Review of the Economic Situation
The information reviewed at the March 15
meeting indicated that the economic recovery
continued to proceed at a moderate pace, with
a further gradual improvement in labor market
conditions. Sizable increases in prices of crude
oil and other commodities pushed up headline
inflation, but measures of underlying inflation
were subdued and longer-run inflation
expectations remained stable.
The labor market continued to show signs of
firming. Private nonfarm payroll employment
rose noticeably in February after a small
increase in January, with the swing in hiring
likely magnified by widespread snow-storms,
which may have held down the employment
f i g u r e f o r J a n u a r y. I n i t i a l c l a i m s f o r
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unemployment insurance trended lower
through early March, and surveys of hiring
p l a n s h a d i m p r o v e d t h i s y e a r. T h e
unemployment rate dropped markedly in
January after a similar decrease in the
preceding month, then ticked down to 8.9
percent in February; the labor force
participation rate was roughly flat in January
and February. The share of workers employed
part time for economic reasons declined
further over the past two months, but longduration unemployment was still elevated.
Total industrial production was little
changed in January after a strong rise in
December. Manufacturing output posted a
relatively subdued gain in January, likely
held down somewhat by the extensive
snowfalls during that month; in addition, a
scheduled step-up in assemblies of motor
vehicles reportedly was restrained in part by
some temporary bottlenecks in the supply
chain. As a result, the rate of capacity
utilization in manufacturing was essentially
unchanged in January, and it remained well
below its 1972-2010 average. In February,
indicators of near-term industrial
production, such as the new orders diffusion
indexes in the national and regional
manufacturing surveys, were at levels
consistent with solid increases in factory
output in the coming months. Moreover,
motor vehicle assemblies picked up in
February and were scheduled to rise further
through the second quarter of this year.
Consumer spending appeared to have
increased at a modest pace in early 2011 after
rising briskly in the fourth quarter of 2010. In
January, total real personal consumption
expenditures (real PCE) were essentially flat.
In February, nominal retail sales, excluding
purchases of motor vehicles and parts, rose
moderately; sales of light motor vehicles
posted a robust gain. Consumer spending was
supported by a solid increase in real
disposable income in January, reflecting in
part the temporary cut in payroll taxes.
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Household net worth rose in the fourth
quarter, as the increase in equity values
during that period more than offset the
further fall in house prices. However,
consumer sentiment dropped back in early
March, retracing its increase over the
preceding four months.

“

Very mixed and unexciting stuff.
Keep in mind wages are down and
labor is up – no extra money in
consumer pockets.

Activity in the housing market continued to
be depressed, held down by the large
inventory of foreclosed or distressed
properties on the market and by weak
demand. In January, starts and permits for
new single-family homes remained near the
low levels that had prevailed since the middle
of 2010. New home sales moved down in
January; existing home sales stepped up
somewhat but still were quite low by
historical standards. Measures of house prices
softened again in December and January.
Real business investment in equipment and
software (E&S) appeared to rise further in
recent months. Nominal shipments of
nondefense capital goods excluding aircraft
increased, on net, in December and January,
and the expanding backlog of unfilled orders
pointed to further gains in shipments in
subsequent months. In addition, readings on
business conditions and sentiment remained
consistent with solid near-term advances in
outlays for E&S. Credit conditions continued
to improve for many firms, though they
reportedly were still tight for small
businesses. In contrast to the apparent
i n c re a s e i n E& S ou t l a y s , n on re s i d e n t i a l
construction expenditures dropped further in
December and January, constrained by high
vacancy rates, low prices for commercial real
estate, and persistently tight borrowing
conditions for construction loans for
commercial properties.
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“

How good can the economy really
be if no one is renting space or
buying homes? The economy is
picking up for the survivors only…

Re a l n o n f a r m i n v e n t o r y i n v e s t m e n t
appeared to have picked up in early 2011
after slowing markedly in the fourth quarter.
In the motor vehicles sector, inventories rose
slightly, on net, in January and February after
having been drawn down in the fourth quarter.
Outside of motor vehicles, the rise in the book
value of business inventories was somewhat
larger in January than the average monthly
increase in the fourth quarter, while
inventory-to-sales ratios for most industries
covered by these data were similar to their
pre-recession norms. Survey data also
suggested that inventory positions were
generally in a comfortable range.
In the government sector, the available
information suggested that real defense
spending in January and February was below
its average level in the fourth quarter. At the
state and local level, ongoing fiscal pressures
were reflected in further job cuts in January
and February. Construction outlays by these
governments fell again in January.

“

Notice definitive language on
things that go down and lots of
couching language trying to paint
a better picture where they can.

The U.S. international trade deficit
widened in December and again in January,
with rapid gains in both exports and imports.
The largest increases in exports were in
capital goods, industrial supplies, and
automotive products. Nominal imports of
petroleum products rose sharply, reflecting
both higher prices and greater volumes;
imports in other major categories rose solidly
on net.
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Overall consumer prices in the United
States rose somewhat faster in December and
January than in earlier months, as consumer
energy prices posted further sizable
increases and consumer food prices
responded to the recent upturn in farm
commodity prices. The price index for PCE
excluding food and energy (the core PCE price
index) rose slightly in January, boosted by an
uptick in prices of core goods after four
months of declines; the 12-month change in
this core price index stayed near the very low
levels seen in late 2010. Recent surveys
showed further hefty increases in retail
gasoline prices in February and early March,
and prices of nonfuel industrial commodities
also rose sharply on net. According to the
Thomson Reuters/University of Michigan
Surveys of Consumers, households’ near-term
inflation expectations increased
substantially in early March, likely because
of the run-up in gasoline prices; longer-term
inflation expectations moved up somewhat in
the early March survey but were still within
the range that prevailed over the preceding
few years.
Labor cost pressures remained muted in
the fourth quarter, as hourly compensation
continued to be restrained by the wide margin
of slack in the labor market and as
productivity rose further. Average hourly
earnings posted a modest increase, on net, in
January and February.
Growth in real activity in the advanced
foreign economies appeared to pick up after
a lackluster performance in the fourth
quarter. In the euro area, monthly indicators
of activity, such as retail sales and purchasing
managers indexes, were generally positive in
January and February. But the divergence in
economic performance across euro-area
countries remained large, as economic activity
appeared to have expanded strongly in
Germany but to have contracted in Greece
and Portugal. Prior to the earthquake and
tsunami in mid-March, economic activity in
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Japan had shown signs of firming. The upbeat
tenor of the incoming data for the emerging
market economies suggested that the
economic expansion in these countries
continued to outpace that in the advanced
economies. Foreign consumer price inflation,
which stepped up noticeably in the fourth
quarter, remained elevated in early 2011,
largely because of higher food and energy
prices.

changed, suggesting that longer-term inflation
expectations remained stable.

“

Over the intermeeting period, yields on
investment- and speculative-grade corporate
bonds edged down relative to those on
comparable-maturity Treasury securities. The
secondary-market prices of syndicated loans
c o n t i n u e d t o m o v e u p . S t ra i n s i n t h e
municipal bond market eased as concerns
about the budgetary problems of state and
local governments seemed to diminish
somewhat. Conditions in short-term funding
markets were little changed.

At least they are now willing to
say the word "inflation".

Staff Review of the Financial Situation
The decisions by the FOMC at its January
meeting to continue its asset purchase
program and to maintain the 0 to 1/4 percent
target range for the federal funds rate were
largely in line with market expectations, as
was the accompanying statement; they
elicited only a modest market reaction. Over
the weeks following the FOMC meeting,
nominal Treasury yields and the expected path
of the federal funds rate in coming quarters
m o v e d h i g h e r, a s m a r k e t p a r t i c i p a n t s
apparently read the incoming economic data
as, on balance, somewhat better than
e x p e c t e d . A f t e r m i d - F e b r u a r y, h o w e v e r,
Treasury yields and policy expectations
retraced their earlier rise amid concerns
about the possible economic fallout from
events in the Middle East and North Africa
(MENA) region. In the days leading up to the
March FOMC meeting, the tragic developments
in Japan spurred a further decline in Treasury
yields. On net, expectations for the federal
funds rate, along with yields on nominal
Treasury securities, were little changed over
the intermeeting period.
Measures of inflation compensation over
the next 5 years rose, on net, over the
intermeeting period, with most of the
increase concentrated at the front end of the
curve, likely reflecting the jump in oil prices.
In contrast, measures of forward inflation
compensation 5 to 10 years ahead were little
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“

This is key. Watch for a change
in long-term expectations to
signal the time the Fed has to
change their tune. It will be way too
late by then but that’s the game we’re
playing.

Broad U.S. stock price indexes were about
unchanged, on net, over the intermeeting
period. Option-implied volatility on the S&P
500 index rose sharply in mid-February in
response to events in the MENA region and
remained somewhat elevated thereafter. The
staff’s estimate of the spread between the
expected real equity return for S&P 500 firms
and the real 10-year Treasury yield–a measure
of the equity risk premium–narrowed a bit
more over the intermeeting period but
continued to be quite elevated relative to
longer-term norms.
In the March 2011 Senior Credit Officer
Opinion Survey on Dealer Financing Terms,
dealers reported a further easing, over the
previous three months, in the price and
nonprice terms they offered to different types
of counterparties for all of the categories of
transactions covered in the survey. Dealers
noted that the demand for funding had
increased for a broad range of securities over
the same period. In response to special
questions, dealers reported some increase in
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the use of leverage over the prior six months
by traditionally unlevered investors–in
p a r t i c u l a r, a s s e t m a n a g e r s , i n s u r a n c e
companies, and pension funds. In addition,
dealers reported an increase in leverage over
the past six months by hedge funds that
pursue a variety of investment strategies.
More broadly, while the availability and use of
dealer-intermediated leverage had increased
since its post-crisis nadir in mid-2009, a
review of information from a variety of
sources suggested that leverage generally
remained well below the levels reached prior
to the recent financial crisis.

So the Fed is pleased that they
have turned us into a nation of
risk-takers, with even the
insurance companies gambling with
leverage.

“

Net debt financing by nonfinancial
corporations was solid in January and
February, although it did not match the
sizable amount seen in the fourth quarter. Net
issuance of investment- and speculative-grade
bonds was robust in the first two months of
this year. Commercial and industrial (C&I)
loans outstanding also increased, on balance,
while the amount of nonfinancial commercial
paper outstanding was little changed. Gross
public equity issuance by nonfinancial firms
was relatively subdued in January and
February. Measures of the credit quality of
nonfinancial firms continued to improve.
Financing conditions for commercial real
estate generally remained tight. So far this
year, issuance of commercial mortgage-backed
securities (CMBS) appeared to have
maintained its modest fourth-quarter pace.
Data on delinquency rates for commercial real
estate loans were mixed.
Rates on conforming fixed-rate residential
mortgages, and their spreads relative to the
10-year Treasury yield, were about unchanged
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over the intermeeting period. With mortgage
rates remaining above the low levels seen last
fall, refinancing activity was tepid.
Outstanding residential mortgage debt was
estimated to have contracted again in the
fourth quarter. Rates of serious delinquency
for subprime and prime mortgages were little
changed in December and January.
Consumer credit markets showed further
signs of improvement. Total consumer credit
expanded moderately in January. As was the
case in the fourth quarter, nonrevolving credit
expanded while revolving credit ran off.
Delinquency rates on credit card loans in
securitized pools and on auto loans at finance
companies continued to decline through
January, nearly returning to their longer-run
averages. The issuance of consumer assetbacked securities, which had weakened
around the turn of the year, posted a
moderate gain in February.
Bank credit declined, on average, in
January and February as a result of a
contraction in core loans–the sum of C&I, real
estate, and consumer loans; holdings of
securities were about flat on net. The Survey
of Terms of Business Lending conducted in the
first week of February showed that spreads of
interest rates on C&I loans over comparablematurity Eurodollar and swap rates decreased
somewhat but remained elevated.
M2 increased at a moderate rate, on
average, over January and February. Liquid
deposits, the largest component of M2,
expanded somewhat less rapidly than in the
fourth quarter of 2010. Nonetheless, as has
been the case for some time, the composition
of M2 shifted toward liquid deposits, likely
reflecting their higher yields relative to other
M2 components. Currency continued to
advance at a relatively fast rate in January
and February, likely boosted by a strong
expansion in foreign holdings of U.S. bank
notes.
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Money not being loaned out but
shipped out of the country to be
held by foreigners – nice! Also,
money inside this country moving to
liquid is a sure sign of the big boys
expecting some major inflation to the
point where they don’t even want to be
tied up in a 6-month note!

“

In financial markets abroad, equity prices
in the advanced economies rose early in the
intermeeting period, but they turned down in
mid-February as oil prices increased and then
fell sharply in mid-March in the aftermath of
the earthquake and tsunami in Japan. On net
over the intermeeting period, stock prices
were down in most of the advanced
economies, with Japan’s index having fallen
most significantly. Emerging market equity
price indexes, which had been
underperforming in previous months,
generally ended the period lower as well,
and emerging market equity funds
experienced outflows. Movements in 10-year
sovereign bond yields in Europe and Canada
mirrored those in equity prices, climbing early
in the intermeeting period but falling later.
In part because of downgrades by credit
rating agencies, yields on the 10-year
sovereign bonds of Greece, Ireland, and
Portugal rose sharply, relative to those on
German bonds, through early March. These
spreads subsequently declined somewhat in
response to a general agreement among euroarea leaders to expand the capacity of the
area’s backstop funding facility, to extend the
maturity of the facility’s loans to Greece, and
to lower the interest rates on those loans.

“

That didn’t work for long, did it?

The European Central Bank (ECB) left
its benchmark policy rate unchanged at its
March meeting, but the emphasis on upside
risks to inflation at the postmeeting press
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conference led market participants to infer
that the ECB might well tighten policy at its
meeting in April. In the United Kingdom,
market-based readings on expected policy
rates indicated that investors anticipated
some tightening of policy before the end of
this year. In addition, authorities in several
emerging market economies took steps to
tighten policy. The broad nominal index of the
U.S. dollar declined about 1 percent, on
balance, over the intermeeting period.
Staff Economic Outlook

The pace of economic activity appeared to
have been a little slower around the turn of
the year than the staff had anticipated at the
time of the January FOMC meeting, and the
near-term forecast for growth of real gross
domestic product (GDP) was revised down
modestly. However, the outlook for economic
activity over the medium term was broadly
similar to the projection prepared for the
January FOMC meeting. Changes to the
conditioning assumptions underlying the staff
projection were mostly small and offsetting:
Crude oil prices had risen sharply and federal
fiscal policy seemed likely to be marginally
more restrictive than the staff had judged in
January, but these negative factors were
counterbalanced by higher household net
worth and a slightly lower foreign exchange
value of the dollar. As a result, as in the
January forecast, real GDP was expected to
rise at a moderate pace over 2011 and 2012,
supported by accommodative monetary policy,
increasing credit availability, and greater
household and business confidence. Reflecting
the recent labor market data, the projection
for the unemployment rate was lower
throughout the forecast period than in the
staff’s January forecast, but the jobless rate
was still expected to decline slowly and to
remain elevated at the end of 2012.
The staff revised up its projection for
consumer price inflation in the near term,
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largely because of the recent increases in the
prices of energy and food. However, in light of
the projected persistence of slack in labor and
product markets and the anticipated stability
in long-term inflation expectations, the
increase in inflation was expected to be
mostly transitory if oil and other commodity
prices did not rise significantly further. As a
result, the forecast for consumer price
inflation over the medium run was little
changed relative to that prepared for the
January meeting.

So the Fed is completely clueless.
There is no inflation if wages fall
faster than factory input costs.
THAT’S HOW THEY MEASURE IT!!!
If you are not in the top 0.1% – these
people do not have your interests in
mind AT ALL.

“

Participants’ Views on Current Conditions
and the Economic Outlook
In discussing intermeeting developments and
their implications for the economic outlook,
participants agreed that the information
received since their previous meeting was
broadly consistent with their expectations and
suggested that the economic recovery was on
a firmer footing. Looking through weatherrelated distortions in various indicators,
measures of consumer spending, business
investment, and employment showed
continued expansion. Housing, however,
remained depressed. Meeting participants
took note of the significant decline in the
unemployment rate over the past few months
but observed that other indicators pointed to
a more gradual improvement in overall labor
market conditions. They continued to expect
that economic growth would strengthen over
coming quarters while remaining moderate.
Participants noted that recent increases in the
prices of oil and other commodities were
putting upward pressure on headline inflation,
but that measures of underlying inflation
remained subdued. They anticipated that the
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effects on inflation of the recent run-up in
commodity prices would prove transitory, in
part because they saw longer-term inflation
expectations remaining stable. Moreover, a
number of participants expected that slack in
resource utilization would continue to restrain
increases in labor costs and prices.
Nonetheless, participants observed that
rapidly rising commodity prices posed upside
risks to the stability of longer-term inflation
expectations, and thus to the outlook for
inflation, even as they posed downside risks to
the outlook for growth in consumer spending
and business investment. In addition,
participants noted that unfolding events in the
Middle East and North Africa, along with the
recent earthquake, tsunami, and subsequent
developments in Japan, had further increased
uncertainty about the economic outlook.
Participants’ judgment that the recovery
was gaining traction reflected both the
incoming economic indicators and information
received from business contacts. Spending by
households, which had picked up noticeably in
the fourth quarter, rose further during the
early part of 2011, with auto sales showing
particular strength. Although some
participants noted that growth in consumer
spending so far this year had not been as
vigorous as they had anticipated, they
attributed the shortfall in part to unusually
bad weather. While participants expected that
household spending would continue to expand,
the pace of expansion was uncertain. On the
one hand, labor market conditions were
i m p r o v i n g , t h o u g h g r a d u a l l y, a n d t h e
temporary cut in payroll taxes was
contributing to rising after-tax incomes. Some
easing of credit conditions for households,
particularly for auto loans, also appeared to
be supporting growth in consumer spending.
On the other hand, declining house prices
remained a drag on household wealth and thus
on consumer spending. In addition, sizable
recent increases in oil and gasoline prices had
reduced real incomes and weighed on
consumer confidence. Business contacts in a
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variety of industries had expressed concern
that consumers might pull back if gasoline
prices rose significantly further and persisted
at those elevated levels.

“

So we got our tax break to offset
declining wages and then we were
able to borrow more money to pay
for gas and food – Yipee!

A further increase in business activity also
indicated that the economic recovery
remained on track. Industrial production
posted solid gains, supported in part by
continuing growth in U.S. exports. Business
contacts in a number of regions reported they
were more confident about the recovery; a
growing number of contacts indicated they
were planning for an expansion in hiring and
production to meet an anticipated rise in
sales. Manufacturing firms were particularly
upbeat. Some contacts reported they were
increasing capital budgets to undertake
investment that had been postponed during
the recession and early stages of the recovery;
in some cases, firms were planning to expand
capacity. Consistent with the anecdotal
evidence, indicators of current and planned
business investment in equipment and
software continued to rise and surveys showed
a further improvement in business sentiment.
In addition, although residential construction
remained weak, investment in energy
extraction was growing and spending on
commercial construction projects appeared to
be bottoming out.
Meeting participants judged that overall
conditions in labor markets had continued to
improve gradually. The unemployment rate
had decreased significantly in recent
months; other labor market indicators,
including measures of job growth and hours
worked, showed more-modest improvements.
Several participants noted that the drop in
unemployment was attributable more to
people withdrawing from the labor force and
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to fewer layoffs than to increased hiring.
Even so, participants agreed that gains in
employment seemed to be on a gradually
rising trajectory, although the recent data had
been somewhat erratic and distorted by
worse-than-usual weather in many parts of the
country. In addition, surveys of employers
showed that an increasing number of firms
were planning to hire. Participants noted
regional differences in the speed of
improvement in labor markets; scattered
reports indicated that firms in some regions
were having difficulty hiring some types of
highly skilled workers. Participants generally
judged that there was still substantial slack in
the labor market, though estimates of the
degree of slack were admittedly imprecise and
depended in part on judgments about a
number of factors, including the extent to
which labor force participation would increase
as the recovery progresses and employment
expands.
Credit conditions remained uneven.
Bankers again reported improving credit
quality and generally weak loan demand.
Large firms that have access to financial
markets continued to find credit, including
bank loans, available on relatively attractive
terms; however, credit conditions reportedly
remained tight for smaller, bank-dependent
firms. Participants noted evidence that the
availability of student loans and of consumer
loans–particularly auto loans–was increasing.
Indeed, bank and nonbank lenders reported
that terms and conditions for auto loans had
returned to historical norms. In contrast,
terms for commercial and residential real
estate loans remained tight and the volume of
outstanding loans continued to decline,
though there was some issuance of CMBS
backed by loans on high-quality properties in
selected large metropolitan areas. A few
participants expressed concern that the easing
of credit conditions in some sectors was
becoming or might become excessive as
investors took on more risk in order to obtain
higher yields.
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Pretty good stuff but mostly
forward looking so a lot of whatifs to the good parts while the
bad parts are pretty firm and in your
face.

“

Pa r t i c i p a n t s o b s e r v e d t h a t h e a d l i n e
inflation was being boosted by higher prices
for energy and other commodities, and that
prices of other imported goods also had risen
by a substantial, though smaller, amount. A
number of business contacts indicated that
they were passing on at least a portion of
these higher costs to their customers or that
they planned to try to do so later this year;
however, contacts were uncertain about the
extent to which they could raise prices, given
current market conditions and the cautious
attitudes toward spending still held by
households and businesses. Other participants
noted that commodity and energy costs
accounted for a relatively small share of
production costs for most firms and that labor
costs accounted for the bulk of such costs;
moreover, they observed that unit labor costs
generally had declined in recent years as
productivity growth outpaced wage gains.
Several participants noted that even large
commodity price increases have had only
limited effects on underlying inflation in
recent decades.
In contrast to headline inflation, core
inflation and other measures of underlying
inflation remained subdued, though they
appeared to have bottomed out. A number of
participants noted that, with significant slack
in resource utilization and with longer-term
inflation expectations stable, underlying
inflation likely would remain subdued for
some time. However, the importance of
resource slack as a factor influencing inflation
was debated. Some participants pointed to
research indicating that measures of slack
were useful in predicting inflation. Others
argued that, historically, such measures were
only modestly helpful in explaining large

P h i l ’ s S t o c k W o r l d 	


We e k o f A p r i l 1 0 , 2 0 1 1
movements in inflation; one noted the 2003-04
episode in which core inflation rose rapidly
over a few quarters even though there
appeared to be substantial resource slack.
Participants expected that the boost to
headline inflation from recent increases in
energy and other commodity prices would be
transitory and that underlying inflation
trends would be little affected as long as
commodity prices did not continue to rise
rapidly and longer-term inflation
expectations remained stable. However, a
significant increase in longer-term inflation
expectations could contribute to excessive
wage and price inflation, which would be
costly to eradicate. Accordingly, participants
considered it important to pay close attention
to the evolution not only of headline and core
inflation but also of inflation expectations. In
this regard, participants observed that
measures of longer-term inflation
compensation derived from financial
instruments had remained stable of late,
suggesting that longer-term inflation
expectations had not changed appreciably,
although measures of one-year inflation
compensation had risen notably. Surveybased measures of inflation expectations also
indicated that longer-term expected inflation
had risen much less than near-term inflation
expectations. A few participants noted that
the adoption by the Committee of an explicit
numerical inflation objective could help
keep longer-term inflation expectations well
anchored.
Participants generally judged the risks to
their forecasts of growth in economic activity
to be roughly balanced. They continued to see
some downside risks from the banking and
fiscal strains in the European periphery, the
continuing fiscal adjustments by U.S. state
and local governments, and the ongoing
weakness in the housing market. Several also
noted the possibility of larger-thananticipated near-term cuts in federal
government spending. Moreover, the economic
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implications of the tragedy in Japan–for
example, with respect to global supply chains–
were not yet clear. On the upside, the
improvement in labor market conditions in
recent months raised the possibility that
household spending–and subsequently business
investment–might expand more rapidly than
anticipated; if so, the recovery could be
stronger than currently projected.
Participants judged that the potential for
more-widespread disruptions in oil production,
and thus for a larger jump in energy prices,
posed both downside risks to growth and
upside risks to inflation. Several of them
indicated, in light of recent developments,
that the risks to their forecasts of inflation
had shifted somewhat to the upside. Finally, a
few participants noted that if the large size of
the Federal Reserve’s balance sheet were to
lead the public to doubt the Committee’s
ability to withdraw monetary accommodation
when appropriate, the result could be upward
pressure on inflation expectations and so on
actual inflation. To mitigate such risks,
participants agreed that the Committee would
continue its planning for the eventual exit
from the current, exceptionally
accommodative stance of monetary policy. In
light of uncertainty about the economic
outlook, it was seen as prudent to consider
possible exit strategies for a range of
potential economic outcomes. A few
participants indicated that economic
conditions might warrant a move toward lessaccommodative monetary policy this year; a
few others noted that exceptional policy
accommodation could be appropriate beyond
2011.

So inflation is just fine with the
Fed as long as it isn’t WAGE
INFLATION. If there is any sign
whatsoever that wages may press
upward, then they are ready to take
extreme measures to slow down the
economy. This is a very, very sick
system we have in this country – our

“
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Central Bank is working for Big Business
and Big Business isn’t even hiring
Americans – that’s a completely flawed
premise that is dooming this country.
Committee Policy Action
In their discussion of monetary policy for the
period ahead, Committee members agreed
that no changes to the Committee’s asset
purchase program or to its target range for
the federal funds rate were warranted at this
meeting. The information received over the
intermeeting period indicated that the
economic recovery was on a firmer footing
and that overall conditions in the labor
market were gradually improving. Although
the unemployment rate had declined in recent
months, it remained elevated relative to
levels that the Committee judged to be
consistent, over the longer run, with its
statutory mandate to foster maximum
employment and price stability. Similarly,
measures of underlying inflation continued to
be somewhat low relative to levels seen as
consistent with the dual mandate over the
longer run. With longer-term inflation
expectations remaining stable and measures of
underlying inflation subdued, members
anticipated that recent increases in the prices
of energy and other commodities would result
in only a transitory increase in headline
inflation. Given this economic outlook, the
Committee agreed to continue to expand its
holdings of longer-term Treasury securities as
announced in November in order to promote a
stronger pace of economic recovery and to
help ensure that inflation, over time, is at
l e v e l s c o n s i s t e n t w i t h t h e C o m m i t t e e ’s
m a n d a t e . S p e c i f i c a l l y, t h e C o m m i t t e e
maintained its existing policy of reinvesting
principal payments from its securities holdings
and reaffirmed its intention to purchase $600
billion of longer-term Treasury securities by
the end of the second quarter of 2011. A few
members remained uncertain about the
benefits of the asset purchase program but
judged that making changes to the program at
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this time was not appropriate. The Committee
continued to anticipate that economic
conditions, including low rates of resource
utilization, subdued inflation trends, and
stable inflation expectations, were likely to
warrant exceptionally low levels for the
federal funds rate for an extended period.
Members emphasized that the Committee
would continue to regularly review the pace
of its securities purchases and the overall size
of the asset purchase program in light of
incoming information–including information on
t h e o u t l o o k f o r e c o n o m i c a c t i v i t y,
developments in financial markets, and the
efficacy of the purchase program and any
unintended consequences that might arise–and
would adjust the program as needed to best
foster maximum employment and price
stability. A few members noted that evidence
of a stronger recovery, or of higher inflation
or rising inflation expectations, could make it
appropriate to reduce the pace or overall size
of the purchase program. Several others
indicated that they did not anticipate making
adjustments to the program before its
intended completion.
With respect to the statement to be
released following the meeting, members
decided to note the further improvement in
economic activity and in labor markets. The
Committee also decided to summarize its
current thinking about inflation pressures and
to emphasize that it will closely monitor the
evolution of overall inflation and inflation
expectations.
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 Open Market Account in
accordance with the following domestic policy
directive:
"The Federal Open Market Committee seeks
monetary and financial conditions that will
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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 execute
purchases of longer-term Treasury securities in
order to increase the total face value of
domestic securities held in the System Open
Market Account to approximately $2.6 trillion
by the end of June 2011. The Committee also
directs the Desk to reinvest 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 i m e o f t h e C o m m i t t e e ’s o b j e c t i v e s o f
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 January
suggests that the economic recovery is on a
firmer footing, and overall conditions in the
labor market appear to be improving
gradually. Household spending and business
investment in equipment and software
continue to expand. However, investment in
nonresidential structures is still weak, and the
housing sector continues to be depressed.
Commodity prices have risen significantly
since the summer, and concerns about global
supplies of crude oil have contributed to a
sharp run-up in oil prices in recent weeks.
Nonetheless, longer-term inflation
expectations have remained stable, and
measures of underlying inflation have been
subdued.
Consistent with its statutory mandate, the
Committee seeks to foster maximum
employment and price stability. Currently, the
unemployment rate remains elevated, and
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measures of underlying inflation continue to
be somewhat low, relative to levels that the
Committee judges to be consistent, over the
longer run, with its dual mandate. The recent
increases in the prices of energy and other
commodities are currently putting upward
pressure on inflation. The Committee expects
these effects to be transitory, but it will pay
close attention to the evolution of inflation
and inflation expectations. The Committee
continues to anticipate a gradual return to
higher levels of resource utilization in a
context of price stability.
To promote a stronger pace of economic
recovery and to help ensure that inflation,
over time, is at levels consistent with its
mandate, the Committee decided today to
continue expanding its holdings of securities
as announced in November. In particular, the
Committee is maintaining its existing policy of
reinvesting principal payments from its
securities holdings and intends to purchase
$600 billion of longer-term Treasury securities
by the end of the second quarter of 2011. The
Committee will regularly review the pace of
its securities purchases and the overall size of
the asset-purchase program in light of
incoming information and will adjust the
program as needed to best foster maximum
employment and price stability.
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 will continue to monitor
the economic outlook and financial
developments and will employ its policy tools
as necessary to support the economic recovery
and to help ensure that inflation, over time, is
at levels consistent with its mandate."
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Voting for this action: Ben Bernanke,
William C. Dudley, Elizabeth Duke, Charles L.
E v a n s , R i c h a r d W. F i s h e r, N a r a y a n a
Kocherlakota, Charles I. Plosser, Sarah Bloom
Raskin, Daniel K. Tarullo, and Janet L. Yellen.
Voting against this action: None.
The Committee then discussed a
recommendation, from its subcommittee on
communications, that the Chairman conduct
r e g u l a r p r e s s c o n f e r e n c e s . Pa r t i c i p a n t s
generally saw such press conferences as a
potentially useful way to enhance
transparency and strength-en the Committee’s
policy communications. They discussed various
implications of, and alternative arrangements
for, such press conferences. They generally
endorsed holding press conferences after the
four FOMC meetings each year for which
participants provide numerical projections of
several key economic variables, conditional on
appropriate monetary policy. While those
projections already are made public in the
minutes of the relevant FOMC meetings, press
conferences could be helpful in explaining
how the Committee’s monetary policy strategy
is informed by participants’ projections of the
rates of output growth, unemployment, and
inflation likely to prevail during each of the
next few years, and by their assessments of
the values of those variables that will prove
most consistent, over the longer run, with the
C o m m i t t e e ’s m a n d a t e t o p r o m o t e b o t h
maximum employment and stable prices. The
outcome of the discussion was a decision that
the Chairman would begin holding press
conferences effective with the April 26-27,
2011, meeting.
It was agreed that the next meeting of the
C o m m i t t e e w o u l d b e h e l d o n Tu e s d a y Wednesday, April 26-27, 2011. The meeting
adjourned at 2:35 p.m. on March 15, 2011.

w w w . p h i l s t o c k w o r l d . c o m 	


	


	


24

