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Where is the peace dividend that was supposed to come after the end of the Cold War? Where are
the fruits of the amazing gains in efficiency that technology has afforded? It has been eaten by the
bureaucracy that manages our every move on this earth. The voracious and insatiable monster here
is called the Federal Code that calls on thousands of agencies to exercise the police power to
prevent us from living free lives.

It is as Bastiat said: the real cost of the state is the prosperity we do not see, the jobs that don't
exist, the technologies to which we do not have access, the businesses that do not come into
existence, and the bright future that is stolen from us. The state has looted us just as surely as a
robber who enters our home at night and steals all that we love.

- William "Bill" Bonner

Exactly what happened in Europe yesterday? The market reacted like it was the Second Coming of
the Solution to End All Solutions. No problem here! The European debt crisis is solved! But if you
look deeply (almost always dangerous when it comes to Europe) there is more to the market "melt-
up" than simple euphoria and relief. What you find is a very disturbing unintended consequence that
will come back to haunt us, as, sadly, | have written about in the past. The finger points to our old
friends derivatives and credit default swaps. This week, as | recover from a rather nasty bug, we
look at gamma and delta and other odd entities that may be behind the real reason for the market
response, as we march inexorably toward the final chapters of the Endgame. Let's see how far out
on a limb | can go.

But first an important announcement. | am very excited to be able to introduce my readers to a
mutual fund offered by my friends at Altegris Investments. This special fund is a blend of five
commodity trading advisors, or CTAs. Normally, to access a CTA you be to be an accredited
investor, with all the net-worth requirements and limited liquidity. But Altegris has figured out how to
wrap a mutual fund around CTAs and create a fund of commodity traders with all the usual aspects
of a mutual fund (daily pricing, liquidity, etc.).

| have long been involved in the commodity-trading advisor space (some 20 years) and am a
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proponent of CTAs as a way to diversify portfolio risk. | have written a detailed report on this
fascinating sector in relation to the fund, and it is available for free at http:/
www.altegrismutualfunds.com/landing/mauldinreports1.aspx, along with more information on the
fund (including the offering memorandum and important risk disclosures, which are also included at
the end of this letter).

The fund has been very well received since its launch and has grown rapidly to almost $1 billion.
There has been very active interest in the professional community, as advisors and brokers are
looking for simple and realistic ways to diversify their clients' portfolio risk in a manner that is truly
non-correlated to typical stock funds and many other asset classes. Whether you are a professional
or individual, you really should take the time to research what | think is a very solid fund. My
partners at Altegris have decades of experience in the CTA space, with the largest available
database of CTAs and long-term relationships with many of the managers (I actually started my
investment career in the commodity fund space, so | have more than a passing knowledge of the
arena). Given the potential for volatility in the global markets, | think it makes sense to have some
exposure to funds that can go both long and short (depending on their models). | urge you to read
my report:

http://www.altegrismutualfunds.com/landing/mauldinreports1.aspx

A Definite Plan (Minus Those Sticky Details)

Tonight there are so many moving parts it is hard to know where to start, so in the interest of time
we will briefly scan a number of facts and opinions and see if we can come to something like a
conclusion.

First, let's look at what came out of Europe. Before the summit, German Chancellor Angela Merkel
went before her parliament and, in an impassioned speech, basically declared that unless the
parliament approved the expansion and leverage of the EFSF the European Union would collapse,
along with the decades-long peace that has prevailed. And the Bundestag went along with her with
an important caveat. They made their approval conditional on the European Central Bank continuing
to comply with Article 123 of the Treaty of Lisbon, which says that the ECB cannot print money (or
words to that effect). The Germans are obsessed with an independent ECB that will maintain the
value of the euro something to do with Weimar being embedded in their collective psyche.

Contrast this "obsession" with Martin Wolf leading the chorus for incoming ECB president Mario
Draghi (an Italian) to ignore the Germans. Here are some choice paragraphs from his recent piece:

"Dear Mario,

"Congratulations and commiserations: next week, you will take up one of the most important central
banking jobs in the world; but you will also bear a frightful responsibility. The European Central Bank
alone has the power to quell the euro zone crisis. You must choose between two paths: the ortho-
dox one leads towards failure; the unorthodox one should lead towards success.
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"The euro zone confronts a set of complex longer-term challenges. But the members will not get the
chance to make needed adjustments and implement required reforms if it does not survive. The
immediate requirements include putting Greece on a sustainable path; avoiding a meltdown in
public debt markets of several large countries; and preventing a collapse of banks. Of these, it is the
last two that matter. Any effort by the ECB to be the lender of last resort that members need will
start a firestorm of protest. People will argue that the central bank may lose money, exacerbate
moral hazard and stoke inflation.

".To the first of these objections, the right response is: so what? The central bank's aim is to stabilize
economies, not make money. Indeed, it is far more likely to lose money through half-hearted
interventions than through forceful interventions that succeed.

".The euro zone risks a tidal wave of fiscal and banking crises. The European financial stability
facility cannot stop this. Only the ECB can. As the sole euro zone-wide institution, it has the
responsibility. It also has the power. | am sorry, Mario. But you face a choice between pleasing the
monetary hawks and saving the euro zone. Choose the latter. Explain why you are making the
choice. And remember: fortune favours the bold."

Martin Wolf is by no means alone in his call for the ECB to aggressively shore up the European
sovereigns and bank markets. There is a very long line of establishment types throughout Europe
who are doing so, though there is a notable lack of German figures.

Indeed, from what | read, the ECB seemed to indicate that after the summit it would continue to buy
Italian and Spanish debt. But that commitment was rather vague. As is much of what came from the
summit. Italian paper was just north of 4% in July. Today lItalian interest rates rose to 5.88%, even
with apparent ECB buying. More on the reason for the rise later.

They did agree at the summit that private bondholders should lose 50% on their Greek debt. This
mostly means banks, pension funds, and insurance companies, along with the 35 billion owed to the
Greek pension system, which promptly declared, "Any solution on the long-term viability of public
debt will be accompanied by measures that do not just sustain but visibly improve the current level
of the assets of the Greek pension funds. We are answering the concerns of pensioners and those
insured by the system."

We should note that the summit decided that the Greeks should also privatize another 15 billion in
national assets, on top of the 50 billion they are already supposed to have done, but on which no
progress has been made. All the while finding 17.5 billion to fix the hole in their pension funds, which
was already so deep that no daylight could seep in.

Right, if | was a Greek pensioner | would feel soooo relieved. | mean, if you can't trust the Greek
government to do what it says it will do OK, let's not go there.

When Leverage Is the Kind-of Anhswer

The Europeans also agreed to leverage the EFSF by some amount, but they were unclear on the
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details as to what that actually meant. The concept is that they will guarantee the first 20% of losses
on any newly issued debt. It was left unstated whether that includes the loans committed to Ireland
and Portugal but not yet issued, or just new commitments. Remember, they started with 440 billion
but have committed 278 billion already (if memory serves), so that leaves only 170 billion (give or
take) that can be leveraged (maybe). If everyone goes along.

Somehow, by a mechanism not revealed, this is to be leveraged up to about 1 trillion, which is about
half of the lowest estimate | have seen of what is needed. Thus the desperate hope that the ECB
will step in, because that is the only real source for the money that will be needed.

| am not going to go into great historical detail, as | would lose the most patient of readers, but
guaranteeing 20% of a government bond is rather pointless. This has been done in the past, and at
most it drops a small amount from the interest rates. Nothing meaningful, as the market assumes
that it is an 80% bond and rates it accordingly. Further, whatever rating is conferred by the market is
an amalgam of total Eurozone credit ratings. That would include guarantees by Greece and
Portugal, et al., on their portion of the debt. Think about that for a second. (Those guarantees are
supposedly where the privatization of Greek assets comes in, if | read the tea leaves right.)

Further, if you are a market participant thinking of investing in sovereign debt, and not a total rookie,
when was the last time you saw a sovereign country write down less than 20% of its debt? (Greece
is starting with 50%. On its way to what | suspect will be something far closer to 90%.)

Keep searching. If a sovereign debt goes south, it's for a whole lot more than 20%. It seems to me
that whatever the EFSF guarantees is almost certain to turn into a loss. What self-respecting
country would write off less, if the hit is taken by entities that have no votes in the national
parliament? 20% becomes the starting point, and then the fun begins. There will be lots of
screaming and shouting and gnashing of teeth when those losses come home.

Merkel and Co. are selling the whole proposition on the premise that the problem is simply one of
confidence, and that if the EFSF restores confidence in the various nefarious government debt
schemes, then all is saved. Well, except for Greece. Which has already been flushed.

The problem is that it is not a lack of confidence, nor even a lack of hubris. It is a lack of solvency.
The simple arithmetic says there is too much debt in Greece and Ireland and Portugal and Spain
and ltaly. And ultimately France, though Merkel is too polite to say so and knows that she needs
their signature, at least for now. Meanwhile, back at the ranch, no one is paying attention to poor
Portugal.

Meanwhile Back in Portugal

"Data released by the European Central Bank show that real M1 deposits in Portugal have fallen at
an annualized rate of 21pc over the past six months, buckling violently in September.

" Portugal appears to have entered a Grecian vortex and monetary trends have deteriorated sharply
in Spain, with a decline of 8.4pc,' said Simon Ward, from Henderson Global Investors. Mr. Ward
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said the ECB must cut interest rates immediately' and launch a full-scale blitz of quantitative easing
of up to 10pc of euro zone GDP. [Shades of Martin Wolf!]

"The M1 data cash and current accounts is watched by experts as a leading indicator for the
economy six months to a year ahead. It has been an accurate warning signal for each stage of the
crisis since 2007." (The Telegraph)

Portugal is rapidly descending to Greek status. Yet another banking crisis looms.

And then there is Ireland. | wrote a few weeks ago that there is a universal assumption in Ireland, at
all levels of society and from all sides of the political spectrum, that the country will get debt relief.
That is a 60-billion hole in the ECB balance sheet. From Businessweek.com:

"In Dublin, pressure is building on [prime minister] Kenny to seek more debt relief after the
government injected about 62 billion Euros into the Irish financial system.

"Why is it acceptable to write down Greek debt, when the Irish pay private bankers' debts?" Gerry
Adams, leader of Sinn Fein, said in parliament on Oct. 25. Kenny told Adams he's seeking debt
reduction on a number of fronts.'

"The IMF said on Sept. 7 it estimates Ireland's government debt will peak at 18 percent more than
the country's gross domestic product in 2013, equivalent to almost 200 billion Euros. That's up from
25 percent of GDP in 2007.

"The government has already signalled it may seek to shift some of the costs of bailing out the
banking system to Europe, relieving the burden on the taxpayer. [And putting it squarely on
European taxpayers as a whole!]

"The Irish government has a legitimate claim that there should be some sort of burden-sharing on a
European level." [said Kenny]

Think that will sell to Spain, when they have to figure out how to back their banks, which are for the
most part basically insolvent? What about Italy?

Let's see, what else did they do? Oh, yes. European banks will have to come up with 106.5 billion
(don't you just love exact figures?), which will bring their Tier 1 capital up to 9%. Never mind that
Dexia was supposedly at 12% right before it went bankrupt. Tier 1 in Europe is a meaningless
construct, as they don't require haircuts for sovereign debt.

International Monetary Fund (IMF) chief Christine Lagarde royally annoyed European leaders when
she called last August for a 200-billion-euro bank recapitalization. | wonder how they felt when the
IMF upped its figure to 300 billion two weeks ago. Nouriel Roubini is an optimist, by comparison he
thinks it will only take 280 billion. And Sarkozy wants the EFSF to bail out the banks, especially the
French banks. Which would blow through most of the EFSF's assets, even leveraged. Of course, if
each government has to bail out its own banks, then France will likely lose its AAA rating, which will
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make the EFSF lose its AAA rating, which Are we having fun yet?

Let's Just Change the Rules

I've always had a soft spot for Bunker Hunt. Yes, | know, he was a voracious manipulator who tried
(and did) corner the silver market back in 1980, but boys will be boys. Maybe it's a fellow-Texan
thing. He went bankrupt because they changed the rules on him. Lesson for all of us: Never
assumes the rules are what you think they are just because they are written down, if someone else
can change them. You can only push so far and then the peasants revolt.

And that is the final thing that happened at the summit. The banks "voluntarily" took a 50% haircut.
Voluntary in that Merkel, Sarkozy, et al. told them that the alternative was a 100% haircut. "That's
the offer, guys. Take it or leave it." Cue the theme from The Godfather.

And because the write-off was voluntary, there would be no triggering of credit default swaps
clauses. Because if it's voluntary it's not a default capiche?

And that smooth move, dear reader, triggered a rather significant unintended consequence, which
resulted in the market "melt-up." Let me see if | can walk you through this rather bizarre world of
derivative exposure without exposing too much of my own ignorance.

Let's say you bought credit default swaps on a certain bank's debt (let's use JPMorgan, but it could
be any bank) because you think that Morgan is exposed to too much credit default swap risk. Just in
case. Now, if (say) Goldman sold you the CDS, they could and would in turn hedge their risk by
shorting some quantity of Morgan stock, or perhaps if the risk was sizeable enough, the S&P as a
whole. It would depend on what their risk models suggested.

But as of yesterday, the risk evaporated: there would be no CDS event. So why buy CDS? Time to
cover. And then the shorts get covered.

Further, the risk to financials was cut by a large, somewhat murky amount. But it was definitely cut,
so buy some risk assets. Which puts any long/short hedge fund in a squeeze, especially those with
an anti-financial-sector bias. But because of the nature of the hedge, the whole market moves. It
involves rather arcane concepts that traders call delta and gamma. (Remember that the recent
rogue traders had been at delta trading desks?) Guys at those desks can calculate that risk in a
nanosecond. You and | take a day just to wrap our head around the concepts.

And it just cascades. The high-frequency-trading algo computers notice the movement and jump in,
followed quickly by momentum traders, and the market melts up. Because a significant risk was
removed. But not without cost.

Let's go back to where | noted that Italian interest rates are rising even as the ECB is supposedly
buying. What gives? It is clearly the lack of private buyers, and a lot of selling. Because now you
can't hedge your sovereign debt. If you ever need that insurance, they will just change the rules on
you, so why take the risk?
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Destroying the credit default swap market will make it harder to sell sovereign debt, not easier.
Those "shorts" were not the cause of Greek financial problems; the Greeks did it all to themselves.
As did the Portuguese, and on and on. Now admittedly, rising CDS spreads called attention to the
problem, much as rising rates did in eras long past. And that did annoy politicians. And clearly,
banks that had exposure to that market got the "fix" in to make their problems go away.

(OK, this is just my conjecture; but | have speculated before with reason that a major writer of
sovereign CDS were German Landesbanks. Think Merkel didn't have that report? As did Sarkozy,
on French exposure? It was a very high-stakes poker game they were playing this week. But one
side of the table could rewrite the rules.)

Now, | know | am greatly oversimplifying the CDS situation. Even so, a great deal of the volatility of
recent times can be laid at the feet of the CDS market, because it is so opaque. There is no way to
prove or disprove my speculations, because there is no source that can really plumb the true depths
of the situation. And that is the problem.

| am not against CDS. We need more of them. But they should all be moved to a very transparent
exchange. If | buy an S&P derivative (or gold or oil or orange juice), | know that my counterparty risk
is the exchange. | don't have to hedge counterparty risk. The exchange tells whoever is on the other
side of the trade that they need to put up more money, as the trade warrants. Or tells me if the trade
goes against me.

The banks lobbied to keep CDS "over the counter." The commissions are huge that way. If they are
on an exchange the commissions are small. This was a huge failure of Dodd-Frank. And we all pay
for it in ways that no one really sees. As the Bastiat quote at the beginning said, there is what you
see and what you don't see.

Equity markets are supposed to help companies raise capital for business purposes, not be casinos.
Investors want to and should be able to buy and sell stocks with a long view to the future. And
increasingly there is the feeling that this is not the case. When | talk to institutional investors and
managers, it is clear that they are very frustrated.

| am not arguing against hedge funds here. There is a need for short sellers in a true market. But
that selling should be transparent. In a regulated exchange, you can see the amount of short
interest. Everyone knows the rules. But without an exchange, things happen for reasons that are not
apparent. An event like the Eurozone summit changes an obscure rule with some vague clauses
about triggering a credit event and the market reacts. This time it was a melt-up. Next time it could
be a meltdown, as it was in 2008.

CDS markets should be moved to an open regulated exchange. And while we are at it,
high-frequency trading should be stemmed. This could be done easily by requiring all bids or offers
to last for at least one second, instead of a few microseconds. You make the offer, you have to hon-
our it for a whole second. What a concept. That would not hurt liquidity, but it would cut into the prof-
its of the exchanges (especially the NYSE) but | thought these were public markets and not the play-
ground of the privileged few.
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If it weren't so cold here in New York, | might just wander down and join Occupy Wall Street and see
if | could enlighten a few minds. If those kids only knew what they really should be protesting.

San Francisco, Kilkenny, Atlanta, DC, and the World Series Loss

As noted above, | am in New York tonight (where | spoke at the Van Eck conference, who were
wonderful hosts), in my warm hotel, writing away and hoping to skip town tomorrow before a fluke
snowstorm hits. Tuesday | leave for the Schwab conference in San Francisco, to be there with my
Altegris partners (see you at their booth, where | will be signing books); and then | jump to Kilkenny,
Ireland, to join in the fun at the Kilkenomics festival. | am told that my friend Bill Bonner is coming,
as well as all sorts of surprise guests. David McWilliams puts on a great show, and it is (fire up Irish
brogue here) sure and begorra to be a fun time. ( http://www.kilkenomics.com/)

Then | am back for a day or two and then off again to Atlanta for the Hedge Funds Care fund-raising
dinner, where | will speak. You should come. http://hedgefundscare.org/event.asp?event|D=74.
Then the next week | am at the UBS conference outside of DC, and then home for most of the next
nearly two months or at least that's the plan. | am looking forward to putting in some time in my own
bed!

| am indeed recovering from some nasty variant of flu. | so rarely get sick (for which | am grateful)
that this one really kicked my derriere. | am still somewhat weak, but at least can type and talk and
expect to get back into the gym soon. | miss it.

Last night was tough. Alone in my room, | watched the Rangers blow two opportunities to win a
World Series. Twice we were within one strike. Just one lousy strike. TWICE. And tonight we were
clearly not in it. | am getting reports on my phone from my kids as | write (I can't bear to watch while
we are way behind). Oh well. Wait till next year!

It is time to hit the send button and get some shuteye. Sunday will be a family brunch, where we will
console ourselves about the World Series, and just enjoy ourselves. Have a great week!

Your looking forward to Ireland analyst,

John Mauldin
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