August 15, 2009

Quiality of Earnings

As PaulMarson,CIO of Lombard Odier notes,the cloud of euphoriawhich accompaniedhe
most recentearningshad more to do with low expectationghan any meaningfuland lasting
improvemenin earningsin effect the recent rally is overdone.

Paulnotesthat OreportedearningsOmustcomply with generallyacceptediccountingprinciples,
while OoperatingearningsCexcludenon-recurringtemsandareat the discretionof companies,
becausdhereis no definedsetof exclusions Currentlythe gap betweenoperatingandreported
earningsis so large that vastamountsof information aboutthe true stateof companiesand by
inferencethe economyas a whole, are being excluded . TheseexclusionsdonOmnot restrictedto
non-recurringtems,but alsoindicativeof weakercashflows aheadWhile reportedearningsfor
the S&P 500 are $7.2 per share,down 91% from the 2007 peak,operating earningsare 61.2,
downonly 34%from the2007peak. This $54gapis arecordmostlyaccruingto write-offs. Since
earningggrowth mustentaila combinationof increasegrofit margins rising turnoveror greater
leverage we shouldnot expecta reboundin earningsor profitability particularlyin a deflating
anddeleveragingconomyln essencghe generalssumptions of substantiahndabovenormal
recoveryin reportedearningsandareturnto above-trendsDP growthis pie in thesky, in theface
of the enormous gap between reported and operating earnings.

Dollar up, Market down

TheMarketOgaincamewith thedollarrallying Bdefyingthedominantrrendthatdollar weakness
drivesrisk assestrengthandvice versa.Now thatthe dollar hasbegunits climb, we canexpect
the last legs of this rally arejust aroundthe corner.Unlessa genuing surpriseupturnin the

economigictureoccurssoon ratherthannot-quite-as-basiumbersdisappointmenandcollapse
canbeanticipatedSeptembeis historicallyoneof theworstmonthfor stocksnowondertheFed

extended its purchase of OTreasuriesO until October.

Rally in comparison

As it standghis greenshootgally hascomefurtherthanotherpost-warbull marketmanagedn its
first full year,savel982 which kicked off the bull marketendedn 2000.Althoughl mademany
comparisonbetweenour Marketand 1982, this is wherethe similarity ends.Oursis a suckerOs



rally, characterizethy low volume,while 1982thestartof anextendedvave5, within Supercycle
wave Ill which ended in 2000.

Deflation, Unemployment and Foreclosures affect the banks.

Meanwhile,the medianprice of a single family homefell a record15.6%to $174,100in the

secondquarter,while Florida, California and Nevadahomesdroppedmore than 30% from the

year before.Foreclosureactivity is also hitting a recordhigh. At 360,000a third more homes
receivedforeclosurenoticesthanthe yearbefore with Florida, California, NevadaandArizona

accountingfor half the foreclosurenotices.The problemfor the banksis that the two greatest
causes of foreclosure B negative equity and unemployment are both set to rise further.

Retall

Retail saleshavefallenin 10 of the past12 months,indicative of the predictivevalueof insider
transactionsOnly lastmonthnetdollar saleswere55to 1, concentratedh retail stocks.The new
wave of insider selling is inonsumer staples, energy, technology and materials
Consumerpricesfell 2.1%in July, the sharpestinnualdrop in 60 years.Dropping pricesmake
consumers deleverage faster and defer major purchasssndigateanyrecovery.

Charts 8-15-09

Basic Materialshave only a slight b left to the upside, as you saw earlier this is one of the
groups with substantial insider selling.



DAL should be on the way down 2palthough this b could also be counted afsthe 3°.



DHI is in awave (iv)of V likely complex sincevave (ii)was simple. Afterwards a new high
comes invave v.Although theDiag Il indicates a big upside ahead, we must first drop to
overlapwave iof theDiag Il on the lower left, which is far lower.



Hereagainin Emerging Markets, aslightupsideis all thatOkeft, thisis the pointwherewe likely
havedecouplingwith the developedmnarkets.| haveincludedboth the long fundsfor ProShares
andDirexion, youOlhotethe ProSharearemuchmorevolatile but shouldbounceproportionately
more in theb thatOs left.



Financials are also in a minuteave (iv)followed by a bit more upside ().
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In the China index we areduethelastbouncdikely to b, heretheais highly indicativeof whatOs
ahead.
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Thisis theglobal gold indexusedin HGU.TOin thedashedine is the GDX chartoverlain. Once
we completei we reverse tdi-v on the upside.



FDJUSOG (Dow Jonas US CilE Gag Producarns ndasx) INRx & ftockChars.com

15Mug-2008 [N [ ] Oypeamn 5062 High 45093 Low <203 Clogs 495.21 Chi 472 c1.08%)
*::ﬁ e tI.I::JLI?'?E [Il:mI Iv] 446,21 SC0O -
B i
- L Diag Il a0
14 | a7
180 |
145 | I | fcm_l_
140 . | | a .
135 : I i | |
50 | i j o0
25 ] 1
120 a4z
15
"o e
105 a0
100 :
2] | an
o0 200
1.3
g0 =0
-
o =
[=F=] = ul
Bo 250 | O 5 O Ly A e Sy i i I min drop wave 1_g_

o M08 12 20 20 Fek 2 +7 23 Mar © 18 23 Aprd {3 20 STMay 11 18 20 Jun 3 15 22 B 13 20 27 Aug i

M REI(14] 5123

=)

HeretheOil and Gasindexwith UCO thelong crudefund overlappedthechartsarevery similar.
After awave iibounce we continue dropping.
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A slightupsideis all thatOsequiredin Real Estate,asyou sawon Friday;thisis waveii of likely
the last5 in b, althoughit could extendagain,with the Fed continuingto buy Treasuriesand
Futures until October.
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TheRUT is inwave (iv) if wave (v) equals(i) we get 50 points up on the index.
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We canexpectbondsto rise to 98 to equalthe extremeof the previous4™ of onelesseregreedn
a sub-dividinga-b-c.
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Thedollar is in the b part of the a-b transition to the upside,after havingjust completedwvave
II, wavelll shouldrise nearor abovethe upperlimit of this chart.Oncethe b bottomsthe market
should be genuinely topping.

Best regards,

Eduardo Mirahyes

P

“Opportunistically timed [nvesiments that maximize wealth”™



