Exceptional Bear Market Letter

V-shaped recovery kicks off the Mother of all Rallies

"Make no mistake,with a little markettiming the next 9 monthswill be profitable beyondyour
wildest dreamsO

To see the big picture, we need to look at the monthly “forest chart”. Fundamentals can
never provide such a clear picture. Fundamentally the closest we can come is to
understand the Austrian Theory of the Trade Cycle, as explained by Ludwig von Mises,
or his disciple Thomas Woods in the NY Times Bestseller, Meltdown. Atrtificially low
interest rates, while temporarily easing the pain, merely serve to postpone and
aggravate the severity and duration of the subsequent Depression. It's like treating
arthritis with anti-inflammatory drugs. While they numb the pain, they also prevent
healing, creating a downward spiral where the patient requires ever larger and more
frequent doses of the destructive substance and eventually requires major surgery (a
Crash).

Put another way: “After one bubble bursts, the only way to get out of the resulting
recession, and to avoid depression, is to create another bubble by lowering the cost and
increasing the availability of credit, particularly for housing.OEd Yardini ® Economist

Elliott Synopsis: the Market moves up in 5 waves, where wave 2 corrects wave 1, and
wave 4 corrects wave 3. Upside moves subdivide into fives and are denoted by
numbers, while corrections consist of three waves or variations thereof, and are labeled
with letters. Since the market is a fractal, the structure of the whole is contained in its
parts, so that each of 1, 3, 5 sub-divides into another 5 waves from the multi-century to
the 1-minute chart. Below is a simplified 5-wave Supercyclegprogression from 1789 to the
present. Wave 2 was the Great Depression while the Bear Market beginning in 2000 is
Great Depressionll, the corresponding wave 4 of the same degree. The structure below
is the identical to one that might occur in a 5-wave progression lasting just a day, or an
hour on the ten minute charts. Since the patterns repeat becoming ever larger, a Bear
Market is just a correction at a high degree of trend, i.e. as on a monthly or yearly chart.



A Bear Market is no more than aorrectionon a larger degree of trend.

Two characteristics that differentiate a Bear Market Rally from a Bull move are: 1)
breadth dries up, and 2) market leaders are concentrated in a small group of stocks.
Therefore, the most advantageous results derive from asset allocation, magnified by
expert timing. One of the structures we use to gauge the attractiveness of ETFs is the
size and number of the Diag Il up, & Diag Il down. This greatly misunderstood Elliott
pattern, discovered post-Elliott, often breaks all three of his rules.

1) wave 3 is never the shortest, and often the
longest

2) wave 2 cannot exceed the origin of wave
1, and

3) wave 4 cannot overlap wave 1
Except in Diagonal Triangles (Diag >) & Diagonals type Il (Diag
.

Important guidelines include:

Alternation between waves 2 and 4 of the same degree. That is to say, if wave 2 was a
simple, sharp structure as was the Great Depression, then the current wave 4 of the
same degree should be a sideways, complex structure.

Extent of a correction is usually the extreme of the previous 4™ of one lesser degree.

A Diag Il indicates the beginning of a long move relative to the size of the diagonal, and
occurs at the beginning of waves a and wave 1, and rarely in wave | of a long wave 3.
By definition, wave 4 overlaps wave 1 in a Diag, while wave 3 can be the shortest, and
wave 2 often dips below the origin of wave 1. The Diag |l sub-divides into 5-3-5-3-5, just
like an impulse wave.

A Diag >, on the other hand sub-divides into 3-3-3-3(3 or 5,) and is a terminal pattern
found near the end of a move, indicating dramatic reversal ahead. Correctly identified,
nothing beats Diagonals as forecasting tools. Not only do they signal the beginning and
ending of a move, but upon exhaustion, provide the minimum trajectory for the reversal.
Once the Spike extending from a Diag completes, it swiftly retraces back to at least the

first touch point, labeled wave | of the Diag.
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The 1964 -1977 cycle Bear Market, (the previous 4Mwave of one lesser degree)
provides a likely roadmap to our Bear. Like the example below, our Bear Market should
also be a complex correction, where A is a Diag Il (read Diagonal 2). In a Diag Il the
subdivisions are 5-3-5-3-5, just like a bull move regardless of direction, with the 5’s
often containing smaller Diag lls to echo the larger, while waves a & d overlap. Diag
lIs indicate the beginning of a long move, relative to the area of their size. Two or more
Diag lls pointed in the same direction compound the force of the subsequent move, as if
their areas were multiplied. I like to draw the analogy of a spring being tightly wound, so
when released, it jets out in the direction it's pointed. The upper trend line of the larger
Diag Il below closely resembles the current configuration in the S&P 500 with a
flattened upper limit, while the Dow shows a sharp upwards bias. This indicates a much

higher peak in d for the Dow, while S&P merely matches its 2000 peak for a third time.
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Below we have a similar pattern one degree of trend (geometric step) larger in terms of
severity and time. We are currently at C transitioning to the upside into wave d, where
the a-b is the transitional phase. Although what is known as the orthodox bottom
occurred in November 2007, the b wave will likely trace out an irregular bottom
dipping a bit lower still. A likely Crash in wave € completes A of the A-B-C. Unlike the
simple B and C waves above, at least one of these will likely be a complex structure.
When the A wave dips to the extreme as required by the swift retracement to the Diag |
back in 1987, this will likely be the trough. However this is just the minimum downside,
the extreme of the previous 4™ of one lesser degree is the A trough above at Dow 572
in 1974.
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In the d wave, there are multiple Diag Ils on the hourly chart compounding one another,
indicating the beginning of a long rally. In addition, a swift retracement up to at least the
area of 12,750 is required by the previous Diag Il near the top of the C wave. Notice that
all the major reversals in the Monthly chart of this pattern are V-shaped.

There are several examples in these charts of a Diag Il swiftly retracing to its starting
point. Above in the 1964-1977 bear market the b wave swiftly retraced to the Diag 110s
beginning, marked by the broken green line. In the Supercycle wave 4 chart we see
the identical pattern in the b wave, this time amplified by Greenspan’s easy money,
darting right past the 9800 minimum, to area of 11,750 before the first pullback. Given
far more radical fiscal and monetary policies working in concert to amplify the effect, the
overshot in our case should be extreme. Obviously this raises probable returns to over
110% to the first sell-off, but also amplifies the subsequent pullback required to get us
back on course, so that the final destination remains Dow ~19,000 plus or minus 500
likely by September/October 2011.



Fibonacci Relationships Please note that in both cycle wave IV (1964-1977) and
Supercycle wave IV (2000-20--), the successive waves in the same direction increase
by the Fibonacci Multiple, as measured to the perpendicular.

Wave C=1.618 a

Wave €=1.618 C

Wave d=1.618b

As Elliott described in NatureOsLaw, all of Nature has its foundation in the Fibonacci
ratio, everything from the relative proportions of our bodies to the DNA molecule sub-
divide along this relationship. It's highly likely therefore, that wave d in the Dow stretch
up to the area of 19,000 to reconcile the Fibonacci multiple of 1.618 C. (see stylized
chart below) Once we peak in wave d we most likely plunge to the area of at least Dow
2,400, marked by the broken red line above, where the first Diag Il began in 1987. At
this point the extreme undervaluation criterion of a 70% discount Q ratio will most
certainly be met. Any way you look at it, the Crash of 2012 will likely dwarf all previous
crashes on record.

Where we are now? After a final plunge below the March lows we begin steadily
climbing back, gradually gaining speed and momentum, so that by mid-year we should
have an explosive rally on our hands. In the d wave, there are multiple Diag lls on the
hourly chart compounding one another, indicating the beginning of a long rally. In
addition, a swift retracement back up to the area of 12,750 is required by the Diag Il
near the top of the C wave, once again returning to its starting point upon exhaustion.
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Timing Referring back to the stylized Dow chart above, the successive waves in both
directions are accelerating in time; each traces out a 61.8% longer trajectory in a
progressively shorter period of time. Examining the down moves, wave a lasted
approximately 2 years from orthodox top to orthodox bottom, while wave C covered
61.8% more price territory in just one year. These fit the Fibonacci sequence in reverse

(5, 3, 2, 1, 1).* While the b wave took 5 years to peak, wave d should max out in a
mere 3, also advancing an incremental 61.8%, which brings us to ~October 2011land
~19,000 on the Dow. Until then, we should have one of the fastest Markets in history,
concentrated in a small group of stocks, with the promise of windfall profits. Following
the Fibonacci sequence, the € wave should come crashing down to at least the first
Diag Il in the opposite direction, and at most the extreme of the previous 4™ of one
lesser degree. In other words, cycle wave 40$A wave trough at Dow 572.

Conclusion : By October 2009, we can expect the Dow to climb ~ 5750 points to 12,750
+500 for an 82% minimum gain. After a sell-off beginning in the 4th Q, a third sub-wave
will likely continue into the September/October 2011Summit. Measuring from the
orthodox bottom of wave C, wave d should reach the area of Dow 19,000 plus or minus
500.

Eduardo Mirahyes
Exceptional Bear



*(When written as an increasing string of numbers, each subsequent number in the

Fibonacci sequence equals the sum of the previous two, while any two adjacent
numbers divided by one another yield either the Fibonacci multiple or its reciprocal.

Leonardo Fibonacci was a 12" century mathematician from the City-state of Pisa, who
rediscovered the ancient sequence used the ancient Egyptians as the basis for the
Great Pyramid of Giza 5000 years ago. Fibonacci is also credited with introducing the
Arabic numbers we still use today, and the abacus to Europe.
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“Opportunistically timed investments that maximize wealth”™
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