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 “Q E2 Ends This Month! Now What?”
“That giant hissing sound you 

hear is the air escaping from the 
US economy—a pierced balloon 
that the Fed has desperately been 
trying to re-infl ate since last 
November. 

“Now the Fed is pulling the plug, 
and demand for Treasuries 
is about to evaporate. Here’s 
what’s coming!”

The Fede ral Reserve’s QE2 (Quantitative 
Easing) program ends this month. The 

question on everybody’s mind is: What comes 
next?

Here’s a clue. The government is running 
a $1.6 trillion defi cit this year (going further 
into debt by over $13,900 per household). 

To fi nance this, the government sells about 
$133.3 billion of Treasury securities per month.

Under QE2, the Fed bought $900 billion 
in Treasuries over six months. This consisted 
of $112.5 billion per month in new purchases, 
and $37.5 billion each month in rollovers (i.e., 
buying new Treasuries with the proceeds from 
maturing old ones).

Meanwhile, foreigners have been buy-
ing an average of $25.35 billion of Treasuries 
per month. As for domestic investors, they’re 
actually selling a small amount on a net basis 
(about $4.5 billion per month).

Let’s ignore domestic investors for now and 
focus on the big picture. Expressed as percent-
ages, here are…

Treasury Sales 
Before & After QE2

Here are Treasury sales under QE2:

Foreigners 
18%

Federal 
Reserve 

82%

And here’s how they’ll look, starting next 
month after QE2 ends:

Foreigners 
18%

?
82%

James DiGeorgia, Editor
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It doesn’t take a Fed chairman to see a huge 
problem here. 

Once the Fed stops buying Treasuries, a 
huge hole is going to be created in the market 
and in the finances of the US government.

A medical analogy for the end of QE2 might 
be…

Pulling the Plug on a Patient 
Clinging for Life

The Fed has poured $900 billion into the 
Treasury market. That’s a tsunami of cash, 
especially over a mere six months. After QE2 
was announced, some economists predicted 
that the US economy would be booming in 
2011—with an annual growth rate of five per-
cent, maybe more. 

But what did we actually get? An economy 
that’s barely treading water.

So what will happen once the Fed pulls the 
plug on its $900 billion life-support system?

There’s serious trouble ahead for the US 
Treasury market, and by extension, the dol-
lar. At current rates, nobody wants Treasuries 
except the Fed.

So interest rates will have to go up. 
Of course, they won’t shoot up overnight. It 

will take some time for the Fed’s exit to fully 
impact the markets. 

But the Fed is about to create a $900 bil-
lion hole in the market. And that will have 
dramatic effects, arriving at…

The Worst Possible Time

When the Fed exits the Treasury market, 
this will create a huge void in demand.

As demand for Treasuries falls, their inter-
est rates will be forced up. This in turn will 
push up rates across the market (since other 
forms of debt need to compete with Treasuries 
in the return they provide to investors).

But the battered US economy is no shape to 
withstand a steep rise in rates.

Inflation is already at 10.7 percent. (Yes, 
that’s significantly higher than the govern-
ment-manipulated number you’ve heard from 
the media. But when you analyze the economy 
the way the government used to do—before 
“hedonic adjustments” and other forms of 
manipulation became official policy—this is 
the number you get.)
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Unemployment is 22.3 percent (again, 
using real numbers instead of the manipu-
lated ones).

Import prices were up 2.2 percent in April—
an annualized rate of 26.4 percent.

The housing market is in freefall. Ameri-
can homes are down an average of 29.5 per-
cent since the peak, and no bottom is in sight.

According to Zillow Inc., US housing fell by 
three percent in just the first quarter alone.

Meanwhile, more than 28 percent of all 
Americans are already underwater on their 
mortgages. This will get even worse as the 
plunge continues.

The scary part is that real estate values are 
tightly coupled to interest rates. As rates rise, 
mortgages get more expensive, pushing hous-
ing prices down.

The housing crash is occurring while inter-
est rates are at rock bottom, thanks to the arti-
ficial suppression by the Fed. 

Now that QE2 is over, rates are headed up. 
There’s more carnage ahead in the American 
housing market.

…And in every American household or busi-
ness that owes adjustable-rate debts (credit 
cards, lines of credit, etc.) As rates soar, so will 
the size of the interest payments.

…And in every state that relies on debt to 
finance its operations. (That’s 44 out of 50.)

…And in the federal government itself, 
which has piled up a debt so monstrous, it’s 
paying $414 billion per year just in interest 
(and borrowing the money to do so). That’s 
about $3,600 per American household. Again, 
as rates soar, so will the size of the interest 
payments.

So everybody has a vital interest in know-
ing…

What comes next

As the Fed pulls out of the Treasury mar-
ket, there are four basic ways this could play 
out.

The first scenario is what the Fed hopes 
will happen. Institutions, governments, and 

investors rush in to fill the void created by the 
Fed. Since the dollar’s primary competitors 
(the yen and the euro) have big problems right 
now, Washington hopes the dollar will get the 
benefit of being the least of three evils. Under 
this scenario, the dollar rebounds. 

Problem: Washington’s desired scenario 
is inherently unstable. If non-Fed demand 
for Treasuries picks up, this will encourage 
Washington to maintain its policy of blowout 
borrowing and spending. Long-term, this will 
destroy the dollar.

So even if the Fed’s hopes are realized, they 
won’t be for long.

The second scenario is that some Trea-
sury demand materializes, but not as much as 
hoped. Rates rise, but they don’t accelerate out 
of control. Similarly, the dollar falls, but not by 
much. 

But this too is unstable. It’s basically an 
extension of our current environment. And 
Washington already feels driven to “stimulate” 
its way out of the mess it has created. With 
a monetary base that’s tripled in the last few 
years, any more money-printing could push us 
over the edge into massive inflation.

Then there’s the third scenario—the ugli-
est so far. The Fed creates a void in the Trea-
sury market, but nobody wants to fill it. 

Rates skyrocket. Stocks and other asset 
classes tank.

The Fed hurriedly reverses itself and rushes 
back in, buying massive amounts of Treasuries 
again. Rates stop falling, and stocks recover. 
But at that point, the world will see that the 
emperor has no clothes. And the dollar will be 
wiped out.

Under the fourth scenario, scenarios one, 
two, and three occur in order. That’s probably 
the most likely, because…

QE is a Failure

Quantitative Easing was supposed to pull 
the American economy out of its slump. Here’s 
what happened instead.

The Fed’s balance sheet has bloated to 
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$2.7 trillion. America’s central bank is now 
the proud owner of billions of dollars in ‘toxic’ 
securities, bought during the first round of QE. 
Translation: banks and financial institutions 
dumped their garbage onto US taxpayers.

Meanwhile, bank lending has not picked 
up, despite two rounds of government ‘stimu-
lus’ and two rounds of QE. Although banks 
were no doubt delighted to dump their mort-

gage securities on the Fed, QE2 has pulled a 
lot of Treasuries from bank holdings as well. 

This has decreased bank earnings, which 
makes banks less willing to lend to marginal 
borrowers—the opposite effect from what the 
Fed wanted to achieve.

Now the economy is gasping for air, infla-
tion and unemployment are soaring, the real 
estate market is falling like a stone, and the 

In Update #1111, we closed our hedge 
on Devon Energy (symbol DVN). We bought 
to close the May $82.50 calls (symbol 
DVN110521C82.5). (We sold for $920 and 
bought back at $104.)

In Update #1113, we issued a new rec-
ommendation for Ultra Petroleum Corp 
(UPL). We sold short the June $42 puts 
(UPL110618P42).

In Update #1115, we rolled up our short 
puts on Noble Energy (NBL) and Forest Oil 
(FST). On NBL, we rolled up the May $87.50 
puts (NBL110521P87.50) to the June $87.50 
puts (NBL110618P87.50). On FST, we rolled 
up the May $32 puts (FST110521P32) to the 
Aug. $32 puts (FST110820P32).

In Update #1116, we issued a new rec-
ommendation for Occidental Petroleum 
(OXY). We sold short the Aug. $90 puts 
(OXY110820P90).

In Update #1117, we closed our hedge on 
EOG Resources (EOG), the May $100 calls 
(EOG110521C100). (We sold for $1470 and 
bought back for $540).

In Update #1118, we rolled up our 
short puts on Canadian Natural Resources 
(CNQ). We rolled up the May $43 puts 
(CNQ110521P43) to the June $43 puts 
(CNQ110618P43).

In Update #1119, we noted that during 
the month of May, our net profits on options 
were $2,616.

In Update #1120, we hedged our positions 
on Energy Exploration and Production ETF 
(XOP) and Apache Corp. (APA). On XOP, we 
sold the June $60 calls (XOP110618C60). On 

APA, we sold one contract of the June $130 
calls (APA110618C130).

In Update #1121, we took profits on our 
short puts on Whiting Petroleum (WLL) and 
Ultra Petroleum (UPL). On WLL, we bought to 
close the June $57.5 puts (WLL110618P57.5). 
We sold for $170 and bought back for $130. 
On UPL, we bought to close the June $42 
puts (UPL110618P42). We sold for $70 and 
bought back for $25.

In Update #1122, we hedged our positions 
on Pengrowth Energy Corp. (PGH) and EOG 
Resources (EOG). On PGH, we sold the July 
$13 calls (PGH110716C13). On EOG, we sold 
the July $115 calls (EOG110716C115).

In Update #1125, we took profits on 
our short puts on Noble Energy (NBL) and 
Occidental Petroleum (OXY). On NBL, 
we bought to close the June $87.50 puts 
(NBL110618P87.50). Our profit was $100. 
On OXY, we bought to close the Aug. $90 
puts (OXY110820P90). Our profit was $107.

In Update #1128, we took profits on our 
short puts on Canadian Natural Resources 
(CNQ). We bought to close the June $43 puts 
(CNQ110618P43), making a profit of $35.

In Update #1130, we issued new rec-
ommendations on Continental Resources 
(CLR) and Pioneer Natural Resources (PXD). 
On CLR, we sold short the Sep. $55 puts 
(CLR110917P55). On PXD, we sold short the 
Sep. $80 puts (PXD110917P80).

In Update #1132, we hedged our position 
on Anadarko Petroleum (APC). We sold the 
July $82.50 calls (APC110716C82.5).

Portfolio Update
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only major buyer for US treasuries is the US 
central bank—which is about to pull out of the 
market.

Small wonder that…

The Storm Clouds  
Are Gathering

As the dollar teeters on the edge of a cliff, 
anti-dollar forces are getting ready to push it 
over.

Much of today’s demand for the dollar comes 
from its role in global trade. As I’ve discussed 
before, other nations are eager to remove the 

dollar from its privileged position, and replace 
it with their own. And they’re starting to do so.  

The Wall Street Journal recently reported 
that China is “racing ahead” in its efforts to 
create a “new financial ecosystem with the 
yuan at its center.” Among other things, the 
government is creating new financial regula-
tions that will help the “fast-growing market 
for the Chinese currency” to grow. 

Officials in Hong Kong and Singapore are 
also working together to expand the trading 
and use of the yuan in Southeast Asia.

As the article noted, “greater demand for 
[the Chinese currency] could lessen demand 
for the dollar, raising US interest rates and 
borrowing costs for everyone from the federal 
government to home owners.”

Also, the world’s fastest-growing economies 
are teaming up to overthrow the dollar. The 
BRICS nations (Brazil, Russia, India, China, 
and South Africa) just signed a historic agree-
ment to stop using the dollar when issuing 
credit or grants to each other. Instead, they’ll 
use their own currencies. 

Meanwhile, the dollar is growing more and 
more toxic. 

Washington’s debt levels are skyrocketing. 
The US government takes in less than 60 cents 
of revenue for every dollar it spends.

An even bigger disaster is the insolvency of 
the social benefit programs (Medicare, Social 
Security, etc.) According to a recent report, 
unfunded liabilities have reached $61.6 tril-
lion—over $473,000 per household.

Our Delusional  
Fed Chairman

In a recent speech at the National Press 
Club, Fed Chairman Bernanke recently 

assured us that “Overall, inflation remains 
quite low.”

Really? Let’s look at some numbers. 
Food prices are skyrocketing. As an 

example, wheat has gone from $4.99 per 
bushel to $9.28—in just 13 months.

Oil has gone up by over $20 per barrel in 
the 12 months. That’s why you’re paying so 
much at the pump.

Cotton is up 23 percent just since the 
beginning of this year. So the prices of cloth-
ing and many other items are going to soar. 

The list goes on and on.
So why does Helicopter Ben think infla-

tion is low?
Because housing prices are falling. 

Using the Fed’s ‘math’, housing is almost 
half of consumer expenses. So the deflation 
in housing makes up for rampant inflation 
elsewhere.

So while Americans pay skyrocketing 
prices for food, gas, clothing, and every-
thing else, they should be comforted by 
knowing that they’re sinking deeper and 
deeper underwater on their mortgages.

With this kind of logic coming out of 
Washington, it’s no wonder our national 
finances are a disaster.

Irony

According to Fed Chairman Ben Ber-
nanke, Japan’s decade-long depres-

sionary slump happened because Japanese 
officials didn’t implement a QE program 
and a ZIRP (zero interest rate policy) pro-
gram fast enough. He was determined to do 
it faster here.

All he did was create the seeds of a 
Japan-style crisis in less time than they 
did.
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And the trustees for those programs just 
admitted that the Medicare fund will be bank-
rupt five years earlier (in 2024) than was pre-
dicted just last year. Social Security is also 
going under at a faster rate than predicted.

(In reality, both programs are bankrupt 
already. Their “trust funds” are effectively 
empty, containing only US Treasuries that 
can’t be sold to anybody else. But the trustee 
report shows that costs are rising much faster 
than expected, which will drive Washington 
into debt even faster than now.)

Washington’s disastrous fiscal policies are 
forcing the world to face an ugly truth: the 
world’s trade/reserve currency is turning into 
toilet paper. That’s why Standard & Poor’s 
recently threatened to downgrade the United 
States’ AAA credit rating. 

If this occurs, the US economy will have a 
worse rating than France.

In this environment, what are 
the best investments?

To predict market trends, we need to antic-
ipate what the big boys are going to do.

Managers of funds and institutions must 
seek returns that beat the market average. 
But most investment classes are poor choices 
right now. 

With rates at historical lows, bonds and 
debt instruments have nowhere to go but 
down. Real estate (both residential and com-
mercial) is still falling rather than recovering. 
And currencies only look good when compared 
to each other.

On the other hand, carefully chosen stocks 
should continue to do well. (I have great confi-
dence that our GEA portfolio will continue to 
crank out profits.)

Along with these equities, managers have 
only one other viable option…

Commodities

Earlier I mentioned that consumer price 
inflation is above 10 percent (when analyzed 

correctly).

Most of that comes from skyrocketing com-
modity prices.

Commodities are soaring for multiple rea-
sons. As noted earlier, fund managers have 
little choice but to pour capital into these mar-
kets. Also, as the dollar falls, dollar-priced 
assets rise just to reflect the changing value of 
the greenback.

However, some commodities have fantastic 
fundamentals in their own right. These create 
an additional lift to the price.

Chief among them are gold and oil. Yes, 
we’ve been riding these trends ever since GEA 
was founded in 2004. But nevertheless…

These trends are monsters, 
with years left to run.

There have been several prominent ana-
lysts lately who claim that gold is in a bubble.

Nonsense!
Here’s why. First, gold’s price rise looks 

nothing like the parabolic blow-off of a bubble 
(especially when adjusted for inflation). Gold’s 
rise has been nice and steady.

Second, as analyst Steve Seville points out, 
relative to other commodities gold is actually 
near its LOWS of the last few years. Here’s a 
chart of gold’s price compared to the Continu-
ous Commodity Index:

Third, the psychology of the gold market is 
nothing like a bubble. Think back to 2006/2007, 
when so many people expected to get rich flip-
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ping houses. Or a few years before that, when 
everybody wanted to get rich on Internet 
stocks. Those were bubbles. But very few peo-
ple own gold today, or are interested in it (yet). 
That means it’s still a great opportunity.

Fourth, the US government is ensuring that 
gold will drive relentlessly higher. Congress is 
dominated by fools who think we can borrow 
our way to prosperity and printing dollars like 
confetti is a great idea. I don’t expect this to 
change until the economy is on the brink of col-
lapse. Only then will there be the political will 
to enforce sane fiscal policies.

Thus, when you see Washington actually 
addressing the deficit/debt and cleaning up 
the mess it’s made (example: Paul Volcker in 
1980), then it will be time to sell gold. Until 
then, it’s time to buy.

No, gold is not in a bubble. In fact, its fun-
damentals look great right now, especially 
because…

Gold Demand  
is Still Surging Up

The World Gold Council recently published 
the latest issue of its Gold Demand Trends 
report. Among many interesting items were 
these facts:

Global gold demand in the first quar-
ter of 2011 was up 11 percent year-on-
year. And this occurred despite an average 
price that had risen by over $275(!)

This is real demand, not temporary spec-
ulation. The WGC noted that bar and coin 
demand shot up by 52 percent year-on-
year.

And rising demand has continued, even as 
gold has set new price records. In the first 
quarter alone, investment demand rose 
by 26 percent.

A recent report from precious-metal 
research firm CPM group provided context for 
rising demand. First, as I’ve discussed before, 
demand is soaring in China:

Source of charts on this page: CPM Group

Meanwhile, after years of sales from cen-
tral banks, governments are now buying gold. 
Demand from central banks is projected to 
remain strong.

Even at 8-12 million ounces, central bank 
demand still has enormous potential for 
growth. On a percentage basis, official and pri-
vate reserves still contain little gold.

As shown on the next page, combined pri-
vate and official demand is the highest it’s 
been in years.

Gold and Energy Advisor    7 



Source of charts on this page: CPM Group

While Demand is Soaring, 
Supply is Falling

Gold’s fundamentals are just as exciting on 
the supply side as they are for demand.

The World Gold Council reports that during 
the first quarter, gold supply fell by four percent 
year on year. This is due to a six percent fall in 
the supply of recycled gold, even as the price 
increased by almost 26 percent.

And over the longer term, gold supply is in 
serious trouble. 

I’ve written before about peak gold: that 
the world’s gold supply is finite, and we’ll even-
tually reach a point where global production 
peaks and begins to fall.

One of the characteristics of a peaking com-
modity is that exploration spending increases, 
but returns decrease. Today, mining compa-
nies are trying to find more gold.

But they aren’t making a significant 
amount of new discoveries. Since 2003, explo-
ration spending is up by about 600 percent, 
but total annual discoveries have risen by only 
a small amount.

Now comes the kicker. The quality of new 
discoveries has been sinking for years.

It’s getting more and more costly to get less 
and less gold. This is the classic sign of a peak-
ing commodity.

And when a commodity peaks and then 
falls, its price soars.

Gold has gone up almost 500 percent since 
I started recommending it in GEA. But the 
party’s not even close to being over.

Yes, the metal will have its short-term ups 
and downs. But long-term, we’re still riding a 
monster bull trend.

And meanwhile, Washington is doing its 
best to destroy the dollar. This will drive gold’s 
price relentlessly higher.

Don’t be left behind. Get gold today.
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