Notes From the Rabbit Hole ©

Peter Newell's illustration of Alice surrounded by the characters of Wonderland. (1890)

In Lewis Carroll's Alice's Adventures in Wonderland, Alice follows a mysterious white
rabbit into a rabbit hole to enter 'Wonderland', an absurd and improbable world
inhabited by many strange characters.
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Armageddon ’08 Concluding?

The major media has done its job. After burying its collective head in the sand for years
as Wall Street perpetrated a moral hazard of epic proportions upon Main Street America
and much of the rest of the world, the media have now scared the public so thoroughly
with daily stories about debt, derivatives, evaporating liquidity and now, even deflation
itself. The public, as usual eats it up and creates the counter-party for what comes next.

I am growing as tired of posting macroeconomic charts as you may be of looking at them
(my first love after all is technical analysis of stocks and markets), but they remain
important as we look for the all important turning point from deflation overload to phase
one of the reflation — with all the good and bad that it will bring.

To review, my stance has been a simple progression: Deflation impulse (2002) begets
inflationary policy, which brings on an inflation-fueled boom and the ‘global casino’
environment born of moral hazard and built upon misperceptions and greed. This is
corrected but good with another, more severe deflation impulse, which begets reflation
policy, which brings on another more severe inflation problem as we ride the cycles to
von Mises’ Crack Up Boom and the law of diminishing returns.


http://www.biiwii.com/
http://www.biiwii.com/commentary/comm21.htm
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Libor has eased significantly. The 3 month Libor is similar. The chart is self-
explanatory. Now let’s look at M2 and MZM courtesy of the St. Louis Fed.

M2 has been in launch mode throughout the crisis, but its zero maturity cousin, MZM has
failed to launch. Last week we noted a little hitch upward in MZM.



This week the little hitch has grown bigger and has in fact risen to new highs. It is not an
earth shattering move but it is now hinting that funny munny is beginning to dribble to
where policy makers want it to go. The flat line that has encompassed all of 2008 can be
looked at as a consolidation before heading higher (into uncharted inflationary waters).

In a feat of historically curious timing, NFTRH was launched into the teeth of the worst
deflation scare since the great depression. This was really a positive because I consider it
a gift to have an opportunity to stick to my guns (fundamental beliefs) and either succeed
or fail under the most trying of circumstances and while macro indicators are not
conclusive that true structural deflation will be averted, they continue to head in that
direction.

The first six issues of NFTRH will be posted here (at such time as they become
sufficiently dated) as samples so readers can review how the letter handled historically
bad events. Dear subscribers, THANK YOU for sticking with NFTRH through this
event, which may — MAY — be about to conclude. Later in today’s report and in
anticipation of a more normalized environment, I am actually going to get back to
charting and reviewing an individual stock. Going forward macro conditions will be
analyzed in a more normal, albeit likely bearish, environment.



http://www.biiwii.com/NFTRH/subscribe.htm

Broad Stock market
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Since we have been watching the Dow’s long term ‘3 Peaks and a Domed House’ model,
I thought it would be appropriate to begin with the Dow. The early October plunge
qualifies as a termination point (#28) for the pattern. Dow must exceed the 9500 level
resistance however to confirm a bottom of any real consequence. A break of that short
term resistance could bring on 10,400 rather quickly.



Two charts hinting at better times for broad US markets and in fact major global markets
that have been beaten to a pulp are shown below. Note the similarity of the patterns and
their bearish MACD. The VIX and the Gold-Silver Ratio are both ‘fear’ or anxiety
indicators and they are both in danger of losing short term trend.
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A high VIX is indeed bullish — eventually, but a high and rising VIX is when a lot of
damage happens. For those interested in trading a market rally, it is best to wait for a
confirmation of a trend change signaled by the loss of the trend line and a close below the

55 area. Interestingly, the MACD has done something of a double top and triggered
down.
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Take the words above and apply them to the GSR. Gold outperforming silver in a panic
has been a disaster for everyone, even most gold bugs. Silver looks to lead round one of
the massive would-be inflate-o-rama.

Gold Sector

The HUI, XAU and GDX etf have all tentatively up triggered by MACD from
historically over sold levels, so I am going to just as tentatively make an assumption that
gold miners have bottomed and finally begin looking forward to some positive events on
the horizon. This means a shift toward capital appreciation mode with the understanding
that the markets are still traumatized and volatility can remain significant for a while yet.

Before looking at this week’s individual miner, Aurizon Gold (AZK), I want to take a
quick look at this week’s commitment of traders data.

Here is the gold CoT showing continued improvement. Interestingly, and as a bit of
caution as any relief rallies get under way, the silver CoT actually got a bit more bearish



(increased speculative longs and commercial shorts) and the USD CoT improved a bit.
The CoT data are not for timing, but if this continues, with gold and USD remaining
strong, the implication could be that there will be a ‘shelf life’ to any near term broad
market rallies.
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That said, I remain ‘big picture’ bullish on the gold mining sector and without further
delay, let’s take a look at AZK, a current holding of mine. AZK
(http://finance.yahoo.com/q?s=AZK) is one of those ‘young producers’ that is my
favored niche. The company is headquartered in Vancouver and operates in Quebec.
AZK owns the Casa Berardi gold mine which began production in 2007 and is expected
to produce 160,000 ounces per year, and the Joanna advanced stage gold exploration
project. All aspects of the company can be reviewed at their very informative website:
http://www.aurizon.com/s/Home.asp

The most recent quarterly report (Q2) is available in PDF format here
http://tinyurl.com/Spmjmx. I highly recommend reading these reports before even
thinking of buying a gold miner, especially a young producer. There are debt facilities,
cash restrictions, costs other than ‘cash cost per oz.” and hedge contracts to consider
which come with the territory and AZK is no exception. [ am not a gold stock
fundamental analyst. I am a macro-fundamental and technical analyst and in fact, AZK is
not among my favorite current holdings, but being a TA guy, I looked at the chart, liked
what I saw and decided to include it in this week’s letter.



http://finance.yahoo.com/q?s=AZK
http://www.aurizon.com/s/Home.asp
http://tinyurl.com/5pmjmx
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The stock sports bullish divergence by the panel indicators, which is something I always
like to see. MACD is triggered up and the stochastics are on their way north.
Technically, gold stocks are in a bear market and that of course includes AZK. One look
at the level from which MACD is triggering tells you that. But as I always say, you buy
the washouts in this sector and you never chase or try to momo it. Well, maybe you do.
But I never do. I am a bottom feeder after all. It is important to note that even as there
are good signs, the stock remains in an unbroken downtrend.

It is reasonable to expect that, given a rising gold mining sector, AZK could at least fill
the gap near the 38% retrace level which would be a 60% gain from the current level. As
crazy as it sounds, with patience and importantly a healthy sector, the stock could target
the 50% retrace level for a 100% gain. These are big assumptions and I will personally
watch the overall sector and macro fundamentals as I decide what, if anything to trade on
any coming rallies. But at this point I remain fundamentally engaged in the big picture.

US Dollar/Currencies

As I tried to make clear in NFTRHS, unlike manic gold bugs, a declining US Dollar is
not key to my gold stock bullishness and in fact it would again be damaging to the
fundamental view of the miners if their product were to again under-perform cost inputs
in an inflationary boom. But that is a long way off at the moment. There is absolutely no
sign that the Dollar is going to crash any time soon although its blow off rise indicates a
strong decline potential in the near term. As leverage unwound, it has been Uncle Buck
and Johnny Yen against the world. Literally.
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Wrap Up

This week I have about enough nerve to timidly ease back into a stance that is
constructive to the idea that damage inflicted in October can begin to be reversed (or at
least halted) in many global markets. Fundamentals may indeed be coming around to
something powerful for the gold stocks in particular because of their status as counter-
cyclical economic contraction vehicles. The other stuff? The positively correlated stuff?
The ‘inflation trade’ if you will? Oil, copper, stock market, etc. That stuff will have to
prove itself, as will the global economy. We will not just get a hideous ‘one and done’
month of agony. More pain surely lay ahead.

Portfolio Composition

Portfolios are not comprehensive. They merely represent investments in ‘paper’ assets.
Also, these are not meant as recommendations. They merely reflect current NFTRH
positions at the time of writing.

Portfolios omitted for NFTRH sample editions

Portfolio 1: Capital Preservation & Investment

Portfolio 2: Speculation & Investment




