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Federal Reserve andsovernmentHave Exploded the U.S. Fiscal Crisis, Shattered Global
Confidence in the U.S. Dollarbut Not Resolval Ongoing Economic and SystemiSolvency Crises

High Risk of Ultimate Dollar DisasterBeginning to Unfold in Months Ahead
2014 Remains the Outside Timing for Same

Contracting Money Supply Can Be Inflationary When Real EconomyContracts Even Faster

Major Economic Series $iggestFormal Depressionin Place

Hyperinflation Special Report (201ik)the fourth in a series of related writings going back to 2006. It
updates andeplaces the Hyperinflation Special Report (2010 Updaté)December 2, 2009, which
precededt h e F e d Ganetiationr ohaSl Treasury del#imed atdebasng the U.S. dollar; the
sharpest posWorld War Il annual declinen broad money growth; the pronouncement of an official

end to the 2007 recessidespite no meaningful recovepassage of th& d mi ni s healtht i on & s
insurancelegislation and the miekerm election.Nonetheless, the outlook has changed litiiith te
passage of 15 months since the last report (updated circumstances have been covered regularly in
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weeklyCommentaries events just have moved this pending ultimate financial crisisnothcloser
time proximity

In turn, the 2010 report updatechd replaced thélyperinflation Special Repoviersionof April 8,
2008 which wagublished posBear Stearnsbut preLehman, preTARP, prerecession recognition
and pre2008presidentialelection. TheApril 2008 report updated and expanded upon the tpae
Hyperinflation Serieshat began with th®ecember 2006 SGS Newslettethich predateghublic
recognition of the 2007 econonaad systemisolvency crises.

This missiveincludesnew material in addition tonuch of thesametextthat wasin the2010edition,

with revisions and updates reflectingestill-unfolding economic and systersiclvency criseslt

expands upon some assa previous repor; andanswers to questiorand issuesaised by

subscribers have been incorporated into the text. Subscriber questions not directly answered here will
beaddressed in personal correspondence.
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Section D Overview

Great CollapseNears

The U.S. economic and systenrsolvency crises of the last foyearsonly have beemprecursors tohe
comingGreat Collapse: a hyperinflationary great depress&uchwill encompasa complete collapse
in the purchasing power of the&! dollar a collapse in the normal stream of U.S. commercial and
economic activitya collapse in the U.S. financial system as we knpanidl a likely realignment of the
U.S. political environmentOutside timing on the hyperinflation remains 2014,thate is strong risk
of the currency catastrophe beginning to unfold in the months alteady be starting to unfold as we
go to pressn March 201, but moving into a full blown hyperinflation could take months to a year,
beyond the onsetlepending o thedevelopingglobal view of the dollaandreactions of the U.S.
govenmentand the Federal Reserve

Prerequisites to the crisimfolding includethe Federal Reserve moving to monetize U.S. Treasury
debt the U.S. dollar losing its traditional s&f@ven status; the U.S. dollar losing its reserve status; the
federal budget deficit and Treasury funding needs spiraling out of control. The Fedtmowvaaktize
Treasury debt in November 2010. A mediminished U.S. dollar safleavenstatus has beconawident

in early March 2011along withseriouscalls for a new global reserve currency. The economy is not in
recovery and should display significant new weakness in the months aheagkweitbly expansive
implications for the federal deficit, Treasudnding needs anckquisite Fed monetization of debt.

As the advance squalls from this great financial tempest come asteaggevernmentould be expected

to launch a variety oéfforts at forestalling he hyperinfl ati onoid buylatedf al |
time and ultimately wilfail in preventing the dolld@r sollapse. Théiming of the onset of full blown
hyperinflation likelywill becoincident with éroad global rejection/repudiation of the U.S. dollar.

With no viable or politicallypractical way obalancing U.S. fiscal conditions aadoiding thisfinancial
economicArmageddonthe besthatindividuals can do at this point is to protebtiemselvesboth as to
meeting shortange survival needs as welltagpresening currentwealh and assetsver the longer

term Efforts there, respectivelywould encompass building a store of key consumables, such as food
and water, and moving assets into physical precious metals and outside of the U.S. dollar.

Background

By 2004, fiscal malfeaanceof successive U.S. Administrations and Congresses had pushed the federal
government into effective lorgerm insolvencylikely to have triggered hyperinflatidoy 2018.
GAAP-based generally accepted accounting principlascountinghenshowedtotal federal

obligationsat $50 trilliord more tharfour-timesthe level ofU.S. GDR® that wereincreasng each year

by GAAP-basedannualdeficits in theuncontainabldour- to five-trillion dollar range Those extreme
operating shortfallsontinueunabatedwith total federal obligationst&76 trilliond more than five

times U.S. GDB at the end of the 2010 fiscal yedraxes cannot be raised enough to bringGRé\P-

based deficiinto balance, and the political will in Washington is lacking to cut governapamtding
severely, particularly in ternef the necessarslashingof unfunded liabilities irgovernment social
programs such as Social Security and Medicare.
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Bankrupt governmends unable to raise adequate cash to cover obligaiamgariably crank up the
currency printing presses to do so, creating a hyperinflaiitve. ederal government and Federal
Reservé actions in response,tand in conjunction withthe economic and financial crises2007,
howeveraccelerated the ultimate procédsoth in terns of fiscal deterioration and global perception of
the issued movingthe outside horizon for hyperinflatidrom 2018to 2014. Even so over the last

a n dandeenbmis and fmanciamarket
developmerg havecontinued taexacerbate the circumstaneechthatthere issignificant chance ahe
early stages of the hyperinflatitimeakng in the months aheadey to the neatermtiming remainsa
sharp break in the exchange rate value of the U.S. deiltlrthe rest of the world effectivelyoving to

yearortwo, t he

gover nment

dump the U.S. curreryaand dollardenominated paper assets

The current U.S. financial markets, financial system and econemginhighly unstable and
increasinglyvulnerable to unexpected shoclt the same time,lte Federal Resenand the federal
government ardedicated to preventirgystemic collapse and broad price deflatidio prevent ay
imminentcollaps® as has been seen in official activities of the last severaldy¢haey will create and
sper whatever money is needed, includihg deliberatedebasment ofthe U.S. dollawith the inter
of increasing domestic inflationAs shown in the following graplhose effortsnclude effective full
monetization of recent net Treasury debt issuabuging the three full calendar months since the

pol

November 3, 2010 announcement of its purchase program of U.S. Treasury debt, the Federal Reserve
more than fully monetized (109%) net Treasury issuance in the same period.
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The efforts to stave off systentollapse also have resulted in uncontrolled fiscal excesses by the

federal government. The deliberate monetary and fiscal abuses have resultsthiilidengselling

pressures against the U.S. curremcyising gold and silve prices, and in a nastepickup in reported

U.S. consumer inflation. That inflation has been driven by unhealthy monetary policy instead of healthy
economic demanand it should continue to increase in the months ahead

The damage to U.S. dollar credibilinasspread at aaccelerating pace. Not only have magjokvers
such as China, RusssadFrance andinstitutions such athe IMF, recently called for the abandonment
of theU.S.dollar as the global reserve currency, but also the dollar appears to have lost much of its
traditional safehaven status the last month With the current spate of political shocks in the Middle
East and North Africga circumstance much more likely to deteriorate than to disappear in the year
ahead)those seeking to protect their esshaveébeen fleeing to other traditional sdfavenssuch as
predous metalsand the Swiss franc, at the expense of the U.S. curr@iwy Swiss franc and gofutice
both have hit historic highs against the doitaearly-March 2011 with the silver price ats highest

level in decadesapidly closing in on its speculativestoric peak of January980.

Crises Brewed by Federal Government and Federal Reserve Malfeasance

Theeconomic and systemaises triggered by the collapse of debt excesbashad ben encouraged
actively by the Greenspan Federal Resdmage been centered on theSUinancial system

Recognizing that the U.S. economy was sagging under the weight of strustaraé impairment

created by government tradegulatory and social fioiesd policies that limited regjinflation-
adjustedxonsumer income growtlwhere the average U.S. household could not stay ahead of inflation
or make ends megtthenFederal Reserve Chairman Al@neenspan played along with the political

and banking syems. He made policy decisions to steal economic activity from the future, fueling
economic growth of the last decade largely through debt expan8erStructuralConsumer Liquidity
Problems)

The Greenspande pushedor evergreater systemic leverage, including the happy acceptance of new
financial productd instruments of migackaged lending risBsdesigned for consumption by global
entities that openly did not understand the nature of the risks being @geradinghe credit risksof
banksamong other industriefor examplewasencourageactivelyby the Fedas healthy and

stabilizing forboththe domestic and globdinancial systera Also complicit in this broad malfeasance
was the U.S. governmenndluding both major political parties in successive Administrations and
Congresses.

As with consumerghough,the federal government could not make ends mBeten by selfserving
politics aimed aappeasing that portion of the electorate that coukkpé docilethroughever
expanding government programs and spengnodgtical Washington became dependentuar
expanding federaleficit spending, unfunded obligations and debt

Purportedly, it was Arthur Burns, Fed Chairman under Richard Nixon fivgt@ffered the advice that
helped to guide Alan Greenspan and a number of Administratidms gist of thempartedwisdomwas
that ifthe Fed or federal government ran into economic or finasggtem difficultiesthefederal
budget deficit and the.S.dollar simply could be ignoreil or sacrificed Ignoring themwould not
matter,it was arguegdbecause doing so would not ctst incumbenpowess any votes
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Bad in 2005, | raised the isswé an inevitabldJ.S. hyperinflation with an advisor to lhothe Bush
Administration and Fed Chairman @respan.]l was t ol d tsismigtbdpe futuhedot A
worry about . o

Indeed attempting tgush the big problenfsirtherinto the futurecontinuedo be the working strategy
for both the FegdunderChairman Ben Bernankandthe currenfAdministrationand Congres

In a February 25, 2011 speech, Federal Reserve Vice ChalanahYellerexamined the resis of the
recentusediunconventi onal p OEladh of yhest policy tsolendb tp gehenae F e d :
spillovers to other financial markets, such as boosting stock prices and putting moderate downward
pressure on the foreign exchange value of the d

While Wall Street may hbany artificial propingit can get fronthe Fed sfforts tosupportthe

mar kets, more than fAmoder at eo0 r eatedest®yanydllasmohsi ne s
ofstockgainend savage the U.S. ¢ on.sAidectiningdblladcanitdrnar pur
U.S. stock profits into lossesrfthose living outside the dollaenominated worldas funds are

converted back tthe strengtheningurrencydomestic to the investornflation driven by dollar

weakness will do the same filwose in a U.S. dolladenominated environment, wheeventally,

inflation can turn U.S. stock profits into real (inflatiadjusted) losseseeFinancial Hedgesand

Investmenis

Indeed the U.S. dollar and the budget deficit do matter, and the future is at Aaritk federal budget

deficit spiralswell beyond sustainability and containment at an accelerating pace, and as the Fed moves
with great deliberation to debased b impair the purchasing power tbfe U.S. dollarto generag

rising consumeinflation, the dg of ultimate financial reckoningppears to bbreaking.

Saving the System at Any Cost

The Federal Reserve and the U.S. Treasury moved early in the current solvency crisis to prevent a
collapse of the banking system, at any cdistvas the collapse ohé banking system and losk o
depositor assets in the eafl930s that intensified the Great Depression and its attendant deflation.
somewhat parallel risk was envisioned in 2008 as the system passed over théhmidkcision was
made to avoid a digitionary great depression.

Effective financial impairments and at least partial nationalizations or orchestrated bailouts/takeovers
resulted for institutions such as Bear Stearns, Citigroup, Washington Mutual, AIG, General Motors,
Chrysler, Fannie Mae arieteddie Mac, along with a number of further troubled financial institutions.
The Fed moved to provide whatever systemic liquidity would be needed, while the federal government
moved to finance corporate bailoutis guarantee any instruments or entiti¢gd to,and to introduce

large amounts of shelived stimulus spending.

Curiously, though, the Fed and the Treasury let Lehman Brothers fail outright, which triggered a
foreseeable run on the system and markedly intensified the systemic solvency &egitember 2008.
Whether someone was trying to plagivepolitical games, with the public and Congress increasingly
raising questions of moral hazard issues, or whether the U.S. financial wizards missed what would
happen or simply moved to britige gisisto a headstill remains to be seen.
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In thestill-early dayof the crises, the Obama Administratiomshed ahead with its social agenda,
introdudng major new government prograrssch agederalgovernmentontrol ofhealtrcare and
healthinsurance.lrrespective of stated goals of not increasing the federal deficit furthegsikéing
healthcare/insurance legislatiaill have severely negative impact on the federal défieis will most

ot her new | egi sl at,keithar from masiveinstexpenses, ar fram losded irotaxt s
revenues inmeverweakeing economy.

Whilethe U. S. G o0 VL @GAARPDased fibasiciabstatemer{seeGAARBased U.S.

Government Financg¢suggested a or@ane largeimprovement in Medicare unfunded liabilitjiekie to

the healthcare | egislation, the GAO viewed the
alternative accounting that shiednet fiscal damage, natonetime improvement, from the legislain.

Efforts to savahe systenat any cost likely will continue deng as possiblevith the government
spendhg whatevemmoneyit and the Federal Resermeed tacreate until such time asheglobal
financial markets rebelThe ultimate cost heyéghowgh, will be in inflation and the increasing
debasement of the purchasing power of the U.S. Daltat an eventual dollar collapse beyond any
government or Federal Reserve control.

U.S. Economy Is Not Recaoering

Economic activity in the United Statbeganto declinein 2006 or early2007, and it plungeftom late
2007into 2009at a pacenot seen since the Great Depressi@ubsequently, economic activity has been
bottombouncingwith some boosts from shdived stimulus effects. Without any fundamental
turnaround irstructural consumancomeproblemsthat have beedriving the downturnand with
contracting, inflatioradjusted systemic liquiditghe economy has started to slow and®opularly
followed economic serieshould be showing convincing remed contractions in the months ahead.

Despitepronouncementsf anend to the 2007 recession ahdonset of an economic recovetje

U.S. economytill is mired in a deepening structural contractiahich eventually will be recognized as
a double or multiple-dip recession Beyond the politicallyand markethyped GDP reporting, key
underlying economic series show patteof activity thatare consistent with a peag-trough (so far)
contraction in inflatioradjusted activity in excess of 10%, a fotrdapession(seeRecession,
Depression and Great DepressjorThe apparent gains of the last year, reportestires such a®tail
sales and industrigiroduction, should soften meaningfully in upcoming benckmevisions. Tk
revisedpatternsshouldtend toparallel the recent downside benchmark revision to payroll employment
while the July 2011 annual GDP revisions also are an almost certain bet to shavmaeaker

economy in recent years than currenslyeicognized irthe markets.(SeeSection 4 Current Economic
and InflationConditions in the United Statg¢s

Existingformal projections for the federal budget defibénking system solvency, etc. all are based
assumptions of positive economic growth, going forwardat growth will not happen, andwtinued
economic contraction will exacerbate fiscal conditiandbankingsystem liquidity problemgerribly.

Hyperinflation Nears

As previously noted,dforethe systemiesolvency crisis began to unfold in 2007, the U.S. government
already hadtondemned the U.S. dollar to a hyperinflationary grave by taking on debt and obligations
that never could be covered through raising taxes and/or by severely slasl@nggaw spending that
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had become politically untouchablélso, the U.S. economy already had entered a severe structural
downturn, whichhelped to trigger the systermolvency crisis.

Bankrupt sovereign states most commonly use the currency printsgjgse solution to not having
enough money to cover obligationhe alternativénerewould be for the U.Seventuallyto renege on

its existing debt and obligations, a solution for modern sovereign states rarely seen outside of
governments overthrown mevolution, and a solution with no happier ending than simply printing the
needed moneyWith the creation of massive amounts of new fiat dollars (not backed by gold or silver)
comes theeventualfull destruction of the value of the U.S. dollar and ezlatollardenominated paper
assets.

The U.S. government and the Federal Reserve ¢@mwvenitted the system fits ultimate insolvency,

through the easy politics of a bottomless pocketbook, the servicing-ofdngyed special interests,

gross mismanagemeiaind a deliberate and ongoing effort to debase the U.S. curr¥etythe

particularly egregiousgcal and monetary responses to economic and solvency airtbeslastfour

years have exacer bat ed tbhngingghe greatfiancia terhpéss closeo | v e n c
enoughto making landfall that the hairs on the backs of investors necks should be standing on end.

Numerous foreign governmertsntral bank&ave offered unusually blunt criticism of U.S. fiscal and

Federal Reserve policies the dsis has expandetut the perceived seilfiterests of the U.S.

government and Fed always will come firssgttingdomestic policy Where loth private and official

demand for U.S. Treasuribad beerincreasingly unenthusiastithe Fed the U.S. centildbanid

effectively has been fully funding Treasury needs since Dece2@i€y with its latest version of
Afquantitative easing, 0 a euphemism for Fed mone

Thesecal  ed AQE20 I i kely wild!@ bedoexpandedmootr hs ua
ongang economidurmoil triggers significant further fiscal deterioration. Those actions should pummel
heavily the U.S. dooétHernajd surremocieslloaning with uneettain timirgga i n s t

is a panicked dtdr dumping and dumping of dollglenominated paper assetshich remainghe most
likely eventas proximaltriggerfor the onset of hyperinflation in theearterm.

The early stages of the hyperinflatioowd be markedimply by anacceleratingipturnin consumer
prices, a pattern that already hasuwetp unfold in response to QE2. Also, money supplgcity (see
Inflation and $owing/Contracting Money Growjtwill spike, as the U.S. dollaagain,comes unde
heavy and even disorderly selling pressure, with both domestic and foreign holtegsrigesf their
dollar holdings as quickly as possible.

Althoughthe U.S. has no way of avoiding a financial Armageddanious government intervention
tacticsmight slow theprocess for brief periogand the system always is vulneratdexternal shocks,
such as wars and natural disast€e®vernmenactionscould include supportive dollar intervention,
restrictions onnternational capitaflows, wage and priceantrols,etc.(seeEquities. While equities do
providesomethingf a traditional inflation heddge revenues and profits get expressed in current
dollarsd they alsaend toreflect unarlying economic and political fundamentalsstill look for U.S.
stocks to take an ultimate 90% hit, pgakrough, net of inflation, during this periodVhere all stocks
are tied to a ctéain extent to the broad marBeto the way mvestors are valugequitie® such a large

hit on the broad marketauldtend to have a dampening effect on nearly all equity prices, irrespective
of the quality of a given company or a given industry.
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Theprecedingrapls show the yeaend Dow Jones Industrial Avera@@JIA) in current terms, as well
as adjusted fathe CP1U and theSGSAlternate Consumer InflationwWhile stocks may rally based on
high inflation, in inflationadjusted terms, a bear market remains a good #moearly-hyperinflation
DJIAat100,000cddbe worth 1stér@s0 i n today?®o

Possible Official Actions and Responses/External Riskffectsof anysuchmovesin delaying the
onset of full hyperinflationthoughwould belimited and shortived. There is no obvious cwse of
actionor external forcat this point of the process thmeaningfullywould put off the nearing day of
reckoning.

What lies ahead will be extremely difficult, painful and unhappy times for many in the United States.
The functioning and adaptan of the U.S. economy and financial markets to a hyperinflation likely

be particularly disruptiveTrouble could range from turmoil in the food distribution cheaial

electronic cash and credit systems unable to handle rapidly changing circegstapolitical

instability. The situation quickly would devolve from a deepening depression, to an intensifying
hyperinflationary great depression.

While resultingU.S. economic difficulties would havieroadglobal impact, the initial hyperinflation
shauld be largely a U.S. problem, albeit with major implications for the global currency system.

For those living in the United States, lerange strategies should look to assure safety and survival,
which from a financial standpoint means preserving \weaid asset#lso directly impacted, of
course, are those holding or dependent upon U.S. dollars ordeflaminatd assets, and those living
i ndoll&rized countries.

Physical goldgovereigrncoins priced near bullion prices) remains the primary hadtgrms of
preserving the purchasing power of current dollars. In like manner, silver is in this category. Also,
holdingstronger major currencies suchtls Swiss franc, Canadian dollar and the Australian dollar,
likely are good hedges (s€eancial Hedgesnd Investmenjs

In terms of survival on a dap-day basislU.S-based individuals should be building a store of goods in
preparation for a manmade disaster, much as they would for a natural disdstes aoearthquake.
Economic activityprobablywould devolve to a barter system, but such could take months to become
fully functional (seeBarter System
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Section D Defining the Components of a Hyperinfladionary Great Depression

Deflation, Inflation and Hyperinflation

Inflation broadly is defined in terms of a rise in general pricsegllydue to an increase in the anmbu
of money in circulation.The inflation/deflation issues defined and discusseddreras applied to
consumegoods and services, not to the pricing of financial assetess specified otherwise

In terms of hyperinflation, there have been a variety of definitions used overTimeecircumstance
envisioned ahead is not one of douldetriple- digit annual inflation, but more along the lines of seven
to 10digit inflation seen in other circumstances during the last centuinger such circumstances, the
currency in question becomes worthless, as seen in Germany (Weimar Repubéaarly 1920s, in
Hungary after World War I, in the dismembered Yugoslavia of the early 1990s and most recently in
Zimbabwe where the pace of hyperinflatidikely wasthe most extreme ever seen.

The historical culprit generally h&®en the use ofdt currencied currencies with nbardasset

backing such as gaddand the resulting massive printing of currency that the issuing authority needed
to support its spending, when it did not have the ability, otherwise, to raise enough money for its
perceivedheeds, through taxes or other means.

Ralph T. Foster (hereinafter citedfesster in Fiat Paper Money, The History and Evolution of Our
Currency(seeRecommended Further Readintetails the history of fiat papeurrencies from 11th
century Szechwan, China, to date, and the consistent collapse of those currencedtetimes, due to
what appears to be the inevitable, irresistible urge of issuing authorities to print too much of a good
thing. The United Stateis no exception, already having obligated itself to liabilities welbbeyts

ability ever to pay off, and thaurrencyprinting presses already anumning overtime

Here are the definitions:

Deflation: A decrease in the prices odnsumegoods andervices, usually tied to a contraction of
money in circulation.Formal deflation is measured in terms of ygayear change.

Inflation: An increase in the prices obnsumergoods and services, usually tied to an increase of
money in circulation.

Hyperinflation: Extreme inflation, minimally in excess of fodigit annual percent change, where the
involved currency becomes worthless. A fairly crude definition of hyperinflation is a circumstance,
where, due to extremely rapid price increases, the largestyperinflation bank note ($100 bill in the
United States) becomes worth more as functional toilet paper/tissue than as currency.

As discussed igection5d Historical U.S. Inflation: Why Hyperinflation Instead of Deflatjdime

domestic economy has been through periods of both major inflation and deflation, usually tied to wars
and their aftermathsSuch, however, preceded the U.S. going off the domestic gold standard in 1933
and abandoning internationgdld cornvertibility in 1971. The era of the modern fiat dollar generally has
been one of persistent and slowly debilitating inflation.
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As to the reporting of inflation, the following notes detail the various measures of corsstesnic
pricesreferencedn thisreport:

The Consumer Price Index (CP1)The CPlis theprimaryconsumeinflation measure published by
U.S. Government, through the Bureau of Labor Statistics (BLS), Department of Labor:

CPI-U (Consumer Price Index for All Urban Consumers)The CP1U is the monthly headline

inflation number (seasonally adjusted) and is the broadest in its coverage, representing the buying
patterns of all urban consumei$s standard measure is not seasonally adjusted, and it never is revised
on that basis except for wight errors.

CPI-W (CPI for Urban Wage Earners and Clerical WorkersThe CP+W covers the moraarrow
universe of urban wage earners and clerical workeds's used in determining castliving
adjustments in government programs such as Social 8eciierwise its background is the same as
the CPiU.

CPI-U-RS(Current Methods CPI): The CP1U-RSis thecurrentCPFU with its history restated as if

all the new methodologiestroducedsince the 1980sadbeen in place from day on&@heinvolved

changes have moved the CPI away from being a measure of inflation for a fixed basket of goods and
services, away from being a measure of the cost of living of maintaining a constant standard of living.

SGS Alternaé CPI-U Measure The SGS Altern&CPl Measue (based on 1980 reporting
methodologies) is aattemptto reverse methodological change€®l inflation since 1980 th&tave
changedhe CPIconcept from being a measure of the cost of living needed to maintain a constant
standard of livingto a mease ofacost of living that reflects a declining standard of livingis base
primarily on a reverse engineering of the @RRS.(SeeResponse to BLS Article on CPI
Misperceptiondor further detail.

GNP/GDP Implicit Price Deflator (IPD): The IPD is the rate of inflation for the aggreget@nomy
(includingconsumerbusiness, housingovernment and trade sectors) that is used in deflating nominal
or currentdollar Gross Nationali®duct (GNP), Gross Domestic Product (GRRj)icomponents of

samet o A r e a |-dollar ocirdlatieradgustad levels.

Recession, Depression and Great Depression

A couple of decades back, I tried to tie down the definitional differences betweearssioac depression

and a great depression with the Bureau of Economic Analysis (BEA), the National Bureau of Economic
Research (NBER) and a number of private economidtaind that there was no consensus on the

matter, vner e popul ar depresgjodhad thkern oh #he nheaningof dsevere recession, so

| set some definitions that the various parties (neither formally nor officially) thought were within
reason.

If you look at the plot of the level of economic activity during a downturn, yoused something that

looks like a bowl, with activity recessing on the downside and recovering on the upk&leerm used

to describe this bowshaped circumt ance bef or e dépoessiodwhiéahe dolvisidewa s i
portion of the cycle was callditecessioy and t he u precoverg Bef@esWoddaWai lle d i
all downturns simply were referred to as depressiémshe wake of the Great Depression of the 1930s,
however, a euphemism was soughtdescribingfuture economic contractionso as to avoid evoking
memories of that earlier, financially painful time.
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Accordingly, aposwWor | d War | | d o wecession ©fficiabysnove theldéepedposh
World War Il recession was fromecember 2007 throughune 2009with a peakto-trough contraction

in the inflationadjustedquarterlyGDP activity level of 4.1% That was somewhat worse than the 3.7%
contraction from August 1957 through April 1958, which ilweal a steel strikeand a 3.2% contraction
in the November 1973 to March 28, which more commonly is viewed as the worst{Mistld War II
recession prior to 2007. TRO07 recessioalsohas beemleclared the longest since timst downleg of
the Great Depression I 6 I, thoughptmathe2@0d downturn is ongoing and uch deepethan is
indicated officially(seeSection & Current Economi@nd InflationConditions in the United Stafes

Here are the definitions:

RecessionTwo or more consecutive quarters of contracting reflatinn-adjusted) GDP, where the
downturn is not triggered by anTheNBBRH ehcbisthte f act o
official arbiter of when the United States economy is in recession, attempts to refine its timing calls, on a
monthly bass, through the use of economic series such as payroll employment and industrial

production, and it no longer relies on the two quarters of contracting GDP rule.

DepressionA recession, where the petdtrough contraction in real growth exceeds 10%.
GreatDepressionA depression, where the petdktrough contraction in real growth exceeds 25%.

On the basis of the preceding, there has been the one Great Depression, in th®10S806&the

economic contractions before that would be classified as depmessill business downturns since

World War 118 as officially reported have beenrecessions.si ng a t he somawhat r
depressioadefinition of a contraction in excess of 20% (instead of 25%), the depression of 1837 to

1843 wouldbe considerd gréatd as would be the waime production shutlown in 1945.

As explored irSection 4 Current Economi@nd InflationConditions in the United Statethe curent
downtunwoul d qual i fy a<amvefiafimtpnaed $i ecmoupar evviol ve i
depressiom as nor mal commercial activity gthdtenmds t o
AGreat Rec e s sthepopubarieriarsfor thencureemt dod/nturnGiven the financiapain

thatwill be attributed to thé&reat Recessi@nif thatterminologyholdsd those naminduturesuch

eventdikely will be looking to come up witl different descriptor for &recessionin the postcollapse

period.
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Section 3 Two Examples of Hyperirflation

Weimar Republic

Ral ph Foster closes his bookdos preface with a p
Friedrich Kessler, a law professor whose university affiliations included, among &thkrand

University of California BerkeleyFrom firsthand experience, Kessler described the Weimar Republic
hyperinflation:

filt was horrible.Horrible! Like lightning it struck. No one was prepared/ou cannot imagine the
rapidity with which the whole thing happenetihe shelves in the grogestores were emptyYou
coudbuynot hi ng with your paper money. 0

The hyperinflation in Germanyo6és Wei mar Republic
United States.The following two graphs plot the same numbers, but on different sthleslata are

the monthly averages of the number of paper German marks that equaled one dolzadkedt) in

1922 and 1923, with that number acting as something of a surrogate for the pace of inflation.

The first plot is a simple arithmetic plot, the earlier detail is masked by the extreme numbers of the
last several months, suggestive of an extraordinarily rapid and large rise in the pace of inftagion.
second plot is on a logarithmic scale, where each successive power of ten represexitsitikamaek

on the vertical scale.

German Paper Marks per U.S. Dollar 1922 to 1923
Monthly Average (Federal Reserve Board)
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German Paper Marks per U.S. Dollar 1922 to 1923
Logarithmic Scale (Base 10) Monthly Average (FederalReserve Board)
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While the hyperinflation did hit rapidly, annual inflation in January 1922 already was more than 200%,
up from as low as 6% in April 1921 he existing currency was abandoned at the end of 1923.

Milton Friedman ad Anna Jacobson Schwartz noted in their cladditonetary History of the United
Stateghat the early stages of the Weimar Republic hyperinflation was accompanied by a huge influx of
foreign capital, much as had happened during the U.S. Civil Wae.sgculative influx of capital into

the U.S. at the time of the Civil War inflation helped to stabilize the system, as the foreign capital influx
into the U.S. in recent years has helped to provide relative stability and strength to the equity and credit
markets. Following the Civil War, however, the underlying U.S. economy had significant untapped
potential and was able to generate strong, real
excesses.

PostWorld War | Germany was a different matter, whigne country was financially and economically
depleted as a penalty for losing the wHlere, after initial benefit, the influx of foreign capital pedl to
dest abi | i z Asthe mark depresiates,niareigners at first were persuaded that it would
subsequently appreciate and so bought a large volume of mark as§atéh boosted the foreign
exchange value of the German markl &me value of German assef#As the German inflation went on,
expectations were reversed, the inflow of capital wakoced by an outflow, and the mark depreciated
more rapidly.. (Friedman p. 76Q.

Indeed, in the wake of its defeat in the Great War, Germany was forced to maketuhepikiaarations
to the victor® particularly Francé as well as to face loss of terriyjorFromFoster(Chapter 11):
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fiBy late 1922, the German government could no longer afford to make reparations payments.
Indignant, the French invaded the Ruhr Valley to take over the production of iron and coal (commodities
used for reparations)n respnse, the German government encouraged its workers to go on stnike.
additionalissue of paper money was authorized to sustain the economy during theSersing

trouble, foreign investors abruptly withdrew their investments.

fiDuring the first fewmonths of 1923, prices climbed astronomically higher, with no end in sighie
nation was effectively shut down by currency collapskiling a letter in late1923 cost 21,500,000,000
mar ks . o

The worthless German mark became useful as wall papeoietcpaper, as well as for stoking fires.

The Weimar circumstance, and its heavy reliance on foreign investment, was closer to the current U.S.
situation than it was to the U.S. Civil War experientecertain aspects, the current U.S. situation is
evenworse than the Weimar situatioft.certainly is worse than the Civil war circumstance.

Unlike thestill largelyuntapped economic potential of the United Statésyl4 ar s ago, today
economy is languishing in the structural problems of thedbigs manufacturing base and a shift of

domestic wealth offshore; it is mired in an economic contraction that is immune to traditional economic
stimuli. As the U.S. government has attempted in recent decades to assuage electorate discontent with
ever moe expensive social programs; as the Federal Reserve has moved to encourage debt expansion a
a remedy for lack of real, inflatieadjusted, income growth; the eventual bankruptcy of the U.S. dollar

was locked in.The problem here was taken on and creatiiohgly by U.S. government officiafs

embracedy both major political parti€s not imposed by a victorious and vengeful enemy of war.

Il n the early 1920s, foreign investors in Ger man
an effort to prevema global financial collapse, and they did not know in advance that they were doomed

to take a large hit on their German investmehtsa t oday 6s environment, bot
private investors know that the U.S. dollar will be a losing pritipos They either expect and/or hope

that they can get out of the dollar in time to avoid losses, or, in the case of the central banks, that they
can forestall the ultimate global economic crissich expectations and hopes have dimmed markedly

in thelastseveralyears, as the untenable U.S. fiscal condition has gained more public and global
recognition.

Zimbabwe

Hyperinflation in Zimbabwe, the former Rhodesia, was a quadrillion times worse than it was in Weimar
Germany. Zimbabwe went through a numibof years of high inflation, with an accelerating

hyperinflation from 2006 to 2009, when the currency was abanddrfedugh three devaluations,

excess zeros repeatedly were lopped off notes as high as 100 trillion Zimbabwe dollars.

The cumulative devaation of the Zimbabwe dollar was such that a stdck
100,000,000,000,000,000,000,000,000 (26 zeros) two dollar bills (if they were printed) in the peak
hyperinflation would have be needed to equal in value what a single original Zimbaaelkavdoill

of 1978 had been worttsSuch a pile of bills literally would be light years high, stretching from the
Earth to the Andromeda Galaxy.
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In early2009, the governor of the Zimbabwe Reserve Bank indicated he felt his actions in printing
money were vindiated by the recent actions of the U.S. Federal Res#rilee U.S. went through a
hyperinflation |ike that of Zi mbabwe&silonwitht al L

unfunded liabilities) could be paid off for much less than aetulipenny.

This sign in a restroom facility at a South African border station with Zimbabwe speaks for itself.
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TO BE USED IN THIS TOILET
NO CARDBOARD
NO CLOTH
NO ZiM DOLLARS

What helped to enable the evolution of the Zimbabwe monetary excesses over the years, while still
having something of a functioning eeamy, was the backip of a wellfunctioning black market in U.S.
dollars. The United States has no such backup system, however, with implications for a more rapid and
disruptive hyperinflation than seen in Zimbabwe, when it hitsis will be discussed later
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Section 4 Current Economic and Inflation Conditions in the United States

Economic Activity and Inflation

Before examining how the current circumstance can evolve into a hyperinflationary great depression, it
is worthassessinghe nature of thpresentconomic and inflation conditions in the United Stasésng
with likely nearterm development® those areas

As heavily touted on Wall Streehe official version of the current U.S. economic circumstastieat

business activitys enjoyingnormalgrowth, having reoveredo levelslastseen before thgevere

recessiorof 20072009 Reportecconsumer inflatiorns below two percenwithic or eo i nf | at i
holdingnear zeroSuch followsa shortbut shallow bout with formal deflatian

If this happy miturewere real, the Federal Reserve wouldlm®panicking, printingiew money and
attempting to liquefy the system at an unprecedented phite economy were recovering and on a
positive trackthe Administration and Congress would not be panickirly @xtreme fiscateactions,
hoping to assuage an economicadpd financiallyimpaired electorate in advanceaofikely
tumultuous2012election.

Indeed, aacdotally, Main Street U.S.A. it seeing thisiearperfect economic environmerither

Common perception remains that the economy and labor conditions are much worse than the happy
news in GDRand jobsreporting, and that inflation is running well abdhe price increases indicatby

the governmentdos consumer inflation estimates.

The SGS ssessment of the current circumstance generally is in line with the common expefieace
economy stillis in broadcontraction, with consumer inflatiénviewed from the standpoint of the cost
of maintaining a constant standard of living ftas CPlinitially was intended) running well above
official inflation. Irrespective of the measure, consumer inflation has started to spike in response to
Federal Reserve efforts to create inflation.

Suffering from a deteriorating structural shift in consumer liqujdite U.S.economywent into a

severe contractigrstartingslowly in late- 2006 but plunging by the end of 20GFRroughearly-20009.

Since then the broad economy has been bekioumcing at a lowevel plateau of activity, witlspikes

seen in the actiwtof several important series such as retail sales and industrial production from short
lived stimulus effectsand from distortions in a pe®Vorld War 1l economic reporting system that never
was designed to handle a downturn of the present nature aritysev

Broad economic activity is slowing aneand such should painfully evident in the months ah&idce
the National Bureau of Economic Research (NBERIficial arbiter of U.S. recessio@shasformally
timed he recession, pedhk-trough, from Decembe€007 to June 2009, the renewed downturn
eventually should gain official recognition as the second downleg of a mudtjplecession, with its
onset likely timed from thirgjuarter 2010.

Considered in the pages ahésathe nature athe structuratonsimerincome problems driving the
downturn economic reporting quality issues that have arisen &lnmmprecedentedownturn in the era
of modern economic reportingn assessment tgcentGDP reporting against what can be supported by
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reporting in thaunderlyingemployment, retail sales, industrial production and housing series; pending
revisions to economic serigsolitical implications;and the neaterm outlook for the econongnd

inflation.

Structural Consumer Liquidity Problems

Until structurallyimpaired realdr inflation-adjusted) household income and liquidity fundamentally
turn around, there can be no sustainable recovery in U.S. economic activity. The consumegdccount

for 73%of reportedfourth-quarter 201Q@.S. GDP.

The U.S. economy is ia deepening structural change that has resulted from U.S. trade, social and
regulatory policies driving a goodly portion of the U.S. manufacturing and technology base offsiore.
a result, a large number of related, high paying jobs have disappeate& favorkers.Accordingly,

U.S. consumers have found increasingly that their household incomes fail to keep infiatitim.

Without realgrowth in income, there cannot be sustained economic grasrbwth drivensolelyby

debt expansion, as encouradpcthe Fed in recent

years, ultimately is not sustain@lketemporary

as has become painfully obvious to many ingtié-evolving systemiesolvency crisis.

Shown in thefollowing graph, the U.S. trade defiditin general deterioration since tharlg-1970%
initially narrowed in the current downturn, witleakerU.S. consumption and withshortlived
collapsen oil prices Yet,thetrade shortfalfesumed its net deterioration in the last year or so. The
brief period ofdeficit narrowing refletedno fundamental shift in circumstance® healthy move in
U.S. economic activity towardskesic improvement ithetrade balanceor in a shift towards

reinvigorating the U.S. manufacturing base.

Annual U.S. Trade Balance
Balance of Payments Basis, 2011 Based on Annualized Jan (BEA)
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Thegradualdeterioration innflation-adjusted vages andhousehold income Baesulted ina record

level of thevarianceor dispersionn householdncome, as shown in theextgraph,and thahas

negative longer term economic implicationgariancein income is low when the distribution of income
levds is heavily concentrated in the middle, a@nig high whermore of thancome distribution is
pushednto theextreme ofhigh- andlow-income levelswith a weakr middle-income range

Household Income Dispersion

Gini Index versus Mean Logarithmic Deviation
1967 to 2009 (Census Bureau, Poverty Report)
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A person earning $100,000,000 per year is not going to buynénay more automobiles thaomeone
earning $100,000 per yeafhe stronger the middle class is, generally the stronger wibbsumption
andthe economy.

Historically, extremes in income varianicave beeffollowed by financial panics and economic
depressionswhichthentend to redistribute income towards the middlecome variance today is
higher than it was coming into 1929 and 1987, and it is nearly double that of angieoienced
economy. At a peak in 2006, the measure dippsdsystemicrisesbroke in 2007 Yet,U.S. income
dispersiormovedhigheragain in 2008 and 2009 (the most recent reporting) settiegvehistoric high

The next two graphs show offichatreportedweakness in inflatioadjusted incomelhefirst graph
shows real asrage weekly earningproduction and supervisory workergp reported and deflated by
the Bureau of Labor Statistics (BLS) using the regularWPIReal wages nevédiave recovered their
pre-1973recession peakAs wages droppethroughthe decades, theumber of people in an average
household that had to wdykin order to make ends méeincreased.If the shownwages were deflated
using the SG&\lternate CPMeasurgdiscussed later in this sectipthewageline would continue
sloping downwargdsubseqant to 1996.
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Constant 2009 Dollars
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The second graph reflects med{#ime middle measureastead of averageé).S.household income over
the years.Thebottom darkblueline shows income deflated by the regular €k measure somewhat
broader than the CRV used in the age plot Those inflatioradjusted numbers show that median
household income never recovered itsP01 recession peak and stood below its level of 185 8f
2009 Even ceflated by the CRPU-RS (current methodsised in Census Bureau reporindiscused
belowd the pre2001 recession peak alsas not been recovere@he BLS uses the CRJ or CPIW

for deflatingits official income serieshe Census Bureau has been playing games with the&JE&9S.

For average or mean household income (not graphed3atine patterns hold in terms the latest real
income level falling and remaining below the {2@01 peak, irrespective of the inflation measure used
to adjust the numbers. Due to the sharp rise in income variance from shifts to dxtjiemeome
levels,however, the average number for 2009 is above 1973, based on theb@Plvould be below
1973 using the SG&lternate measure for deflation (S8€1No Longer Reflects Costs of Maintaining
Constant Standard of Livifg

The broad point ob).S. consumeincome is that it is inadequate to susigiowing, inflation-adjusted
economic activity.In the absence of income growth, debt expansion can act as-¢éeshoprop for the
economy, but that is not available a¢gent. The system is in the throes of a solvency crisis, with banks
havingredu@dlending to consumers.

CPI No Longer Reflects Costs of Maintaining Constant Standard of Living

In the last several decades, the BLS introduced a variety of new methodahbgithe calculation of
the CPI, with the effect of reducing the level of reported CPI inflafibe. general approacstasto

move the CPI away from its traditional measuring of the cost of living of maintaining a constant
standard of living.The lowerthe rate of inflatiorthat isused in deflating a number, the strongél be
the resulting inflatioradjustedevel orgrowth. The CP{U-RS is the CPI with its history restated as if
all the new methodologies haéen in place from day on&he impacof themethodological changes
in calculating inflations evident in the two lineim theMedian Household Income graphith the
upper, redCPFU-RS line showing stronger relative growth.

By reverseengineering the CRU-RS, current inflation reporting nébe estimated as though it were free

of the inflatiordampening methodologieSuch has been done with tB&SAlternate Consumer

Inflation Measure. The SGS measure adjusts on an additive basis for the cumulative impact on the
annual inflation rate ofarious methodological changes made by the BLS (the series is not recalculated).
Over the decades, the BLS has altered the meaning of the CPI from being a measure of the cost of living
needed to maintain a constant standard of living, to something thaiger reflects the constant
standarebf-living concept. Roughly five percentage points of the additive SGS adjustment reflect the
BLS's formal estimate of the annual impact of methodological changes; roughly two percentage points
reflect changes by theli$, where SGS has estimated the impact not otherwise published by the BLS.

As plotted in following graph e gapbetweerthe SGS measure (blue line) and the-ORthinner red
line) effectively istheshortfall inofficial inflation reportingthat othenise wouldhaveoffset declining
standards of living. This is one reaseny individualswho have their income tied to the CPI find it
increasingly difficult to make ends mdseeResponsén BLS Article on CPI Misperceptiofsr further
details)
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Annual Consumer Inflation

CPIl vs. SGS Alternate (1980 Base)
1972 to February 2011, Sources: ShadowStats.com, BLS
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Income, Credit and Willingness to Spend

Theincomeshortfals experienced bynanyindividuals and householdsin termsof being able to
maintainor to improvestandard of livingd often weremet by consumer debt expansioBuch was
encouraged by a Federal Resenat tlecognized the U.S. economy would face stagnation or a
slowdown without a surge itonsumecredit.

Keep in mind that the Federal Reserve is not a government entity, buta gilieate corporationvened
by privatebanking interests. Irrespective of federal government mandates that therseepolices to
maintain stable@conomic growth antb contain inflationt h e prienarpnsissiorhas beena protect
the banking sysim to keep that system solvent girdfitable.

Explosive growth in thaise of credit cards and the expansion of home equity loans as sources of
consumer liquidityfueled consumer liquidity, fueled consumer spending, gave consumers a false sense
of finandal securityand helped bankingystem profitability

As housing activity began to fall off in 2006, and as the recession and the financial and bank solvency
crises became apparent to authorite2007 and 2008, lendirtg consumersried upby mid-2008.

| mpaired bank bal ance s h e dncosneproblemswhetthadthbeen k s 6 | e
masked by excessive consumer debt growth, suddenly were exacerbated by collapsing credit.

The following two graphs show total consumer credit outstandindu@xg mortgages). The first
graph shows historical perspective since World War II; the second shows detail since 2000.
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Total Consumer Credit Outstanding (Month-End)
Through January 2011, Seasonally-Adjusted (FRB)
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In the first graph, it is visually obvious that the recent downturn in consumer credit was the most severe
of the postWorld War I era. In the second grapkhe levels of consumer crediiavefollowed the
generalpattern of theeconomyin the ongoing downturrg plunge in activity followedby a period of
bottombouncing. The recent slight gains in consumer credit are somewhadimgce that they are
accounted for more than fully by recent increases in federal lending for student loans. Otherwise,
consumer credit still is contracting on a moetagkmonth basis.

Beyond having the income and/or credit, however, consumers alstheegdlingness to spend. There
is something of surrogate measure for this wildl
Sentiment Index.

Consumer Sentiment
(SGS, University of Michigan)
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Though off the downturndés | ows, the sentiisment |
more than 30% below the legedeen in the halcyon days of the 1a890s, when debt excesses were not
viewedby mostas a particular problem. Atesentconsumers have neither the physical ability nor the
willingness to prop up the U.S. economylie imanner to whicthe Federal Reserve and the-Ogficit

spenders in Washington, D.C. have become accustomed.

Neither the federal government nor the Federal Resamvaddress easithie fundamentastructural
problems tied to consumer liquiditystimulus efforts have been limited to etime or otherwise short
lived efforts to provide temporary boosts to consumer disposable inddnité income growh gains
sustainablyelative to inflationand/or credit is flowing freely enough to bowaslling consumption,
there is no chance for sustagreconomic growth oeconomiaecovery in the Uited States.
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Markets Are Flying Blind with Distorted Economic Reporting

SeasonalFactor Warping. A note of caution is offered here as to the quality of current @ceht
economic reporting. The significance of moetkmonth data has been heavily impaired by the
extraordinaryseverity of the current economic downturn, both in terms of duration and depth. Most
modern economic reportingas put in place after World & Il, designed to handle generally positive
growth in the broad economy, with occasional downturns in the business cycle.

Reporting of montiio-monthandquarterto-quarter data usually were based on seasonal adjustments,
where repetitive patterried toholiday, school year, etectivity was removedtatistically fromthe
numberstheoreticallyieavingpatterns due to jushifting economic activity.Seasonal adjustments

were based on patterns of activity over a number of years, with the@cest yar receiving the

heaviest weightingIn recent yearskey series such as nonfarm payrolls and retail sales have been
reported usi ng diacta adiustmentg wheré thesaejassnentsare recalculated each
month, using the latest moidhdata.

When the seasonal factors are meaningful; teed to remain stable over time, with little variation in

the distribution of monthly patterns from the yé¢aiyear or even montto-month reestimations.

Extreme volatility of economic activity in the laseveral years has outweighed and distorted regular
seasonal factor patterns. As result, annual and monthly recalculations of the seasonals have been
showing highly unstable patterns, which, in turn, have thrown off the significance of reported monthly
and quarterly changesvell beyond previously recognized reporting error confidence intervals. Greater
detail and examples can be found5iBS Commentarid$o. 349andNo. 355

Of particular concern with the fAconc forexample, 0 ad)]j
is thatthe monthlyrevisions from the unstable seasefaator recalculations have been significant.

While those revisions effect data going back for years, the government only shows revisions to the last
two months (with retail sales they also show the last two montivsdne year ago), freezing all the

other data in place.

The problem in terms of analyzing these data is that reported monthly gains or losses often reflect no
more than the unstable seasonal factors shifting activity patterns around during thetyglanges in
economic activity Those analyzing the numbers, though, casaeivhat is happeningThe historical

data are inconsistent with the latest reportsigce thdully revisedhistory simply is not published.

Yearto-Year Change Becomes Less &engful after the First Year of Ongoing Declineln a normal
business cycle, looking at yetaryearchangds useful in terms of signaling shifting economic activity.
In the current business cycle, though, where the severe plunge in activity werd bagoyear and was
followed by a period of bottorhouncing, looking at the relative level of business activity may offer a
clearer picture of current activity.

Other comparisons of peridd-period levels activity alstosesome significance, such as sedth the
purchasing managers seri€Bhose seriesieasure whether various indicators of business activity are up
or down from the prior month. A generally up month in a period of bebioumcing can look as strong

as an up montturing an economic boom.

Loss of Survey Base Inflates Reported Activitpistorts Rules of Thumb In a deep and protracted
downturn, companies go out business. If a company fails to report its payrolls, sales ohovadersr,
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the government generally assumes thatcompanytill is active and estimateghatthat company
should be reporting.

Also, economic activity has sunk to such ldewels, that regular measures of change followkxsely

by the financial markeés such as new claims for unemployment i are not signieng economic
recovery, as they turn less negati#®me analysts look at historical patterns and conclude that when
new claims drop below a certain level that the economy is improving. In the current circumstance,
layoffs have been so severe that thvense of potentiaiurtherlayoffs has been meaningfully reduced.
Under such circumstances, rules of thummdoy not work well.

Corporate Revenueand Profits. Unusually severe economic times also can affect reported corporate
performance.The current davnturn has not hit all sectors or all companies with equal vigor, and, as
often is the case, downturn and recovery will vary sharply across the commercial spectrum.
Nonetheless;ompany financials are always worth a close look.

Publicly heldcorporatiors usuallyenjoy the flexibility and creativity needed toosi strong financial
resultsevenwhen theeconomy isdown or least they can help guide market expectations in terms of
earnings, etc Creative accountirdgoften involvingthrowing future losses io onetime charges for
downsizingor sucld usually is well accepted by investors, even when that cudfipgoductiveassets
has gondeyond the fathrough the musclandinto the bone.Companies holding assets outside the
U.S. dollarcan boost theirallar-based picture, when the U&irrencyis under pressurer-urther,
against extremely weak prigrear profits or revenues, impressive y&ayear growthratescan help
paint a happy picturfor investors

Already in Depression,Economy is DecliningAnew as Inflation Spikes

Near-Term Economic ActivityAs discussed in the regulaGS Commentarigghe U.S. economy

remains in a structural recessidepressionhatis going to get a great deal worse. Due to the NBER

calling a formal end to the 2007cessionhowever theongoing difficulties here will be recognized as a
double or multipledip downturn. As will be discussed shortly, the contraction in business activity so

far in the extreme downturn sincen0Peétr2CGGBE Idiek
(seeRecession, Depression and Great Depregsion

Shown in the next graph, inflatieadjustedyearto-year change in broad money supply (M@herates

a reliable signal in advance of redess, or, in the case where a recession already is underway (as in the
1973 and 2007 recessions), a pending intensification of the dowrithenlead time usually is sito-

nine months.Some recessions start without a money contraction, and upturnsé@y o not always

lead economic upturns, but whenever rbadad systemic liquidity is in contraction, the economy

always will follow. Thedownturnsignal is generatedthenthe inflationradjusted annual money growth
(which adjusted for the velocity of mey is the theoretical equivalent of real GDP) fiushs negative
(Seelnflation and $owing/Contracting Money Growjh

In the current circumstance, a downside signal was generated in DecembeAR60protracted
bottombouncing, the housing market appears to have turned downaaoend September/October

2010. After major downside benchmark revisions, nonfarm payrolls and household employment have
been bottorbouncing and should shadownside movement shfr. Recent gains in real retail sales

and industrial production appear to be topping out
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One subscriber queri ed -bwhuyn cli ncgoon tiinn uneyd |taon guusaeg ef
such as industrial production and retail sales, where activigysléave been increasing on average for

some monthsl keep using the term bottebouncing, because | believe that is whdtappening, what

t h eptum® will prove to be when the revised data are in, @hdtwill be seen after a couple of

months of @irther reporting.

If there were, or at such time as | believe there is, meaningful evidence of a turn in activity, | would not
hesitate to indicate same. There just is nothing there, yet, within the reporting accuracy of the up series,
or within the scopef underlying fundamentalto suggest any meaningfoilove to theupside.

But for the reported improvement in the foudharter trade deficit, fourtquarter2010GDP would

have shown an annualized real quarterly contractidn5t% instead of the ported2.79%gain.

Based on the report i ng hovéverdetenomton iy th&sd-duarer01ll r ad e
couldoffsetfully the GDP impact from thé&rade gain seen in fourduarter 2010.

The GDP series has heavy upside biases builtits reported growth, but with recent downside
benchmark revision to payrolls, and witkely parallel downside revisions pending in industrial
productionon March 25th and retail sales April 29th, the annual revisions to the GDP on July 29th
shouldshow that the GDP has been significantly weaker in recent §earsndcatedin current official
estimates.

Historical Perspective on the Economic Data

Traditional Yearto-Year View. The current downturn, as reported, already is the longest and the
degest business contraction since the first downleg of the Great Depression in the early51@80s.
reflected in payroll employment and GDP growth plotted in the following graphe.quarterly GDP
numbers aravailableonly back to 1947 If one couns$ the waiproduction shutdown at the end of

World War Il as a normal business cycle, then the current downturn is the deepest since then, but still
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