Real life needs active management

Watching hundreds of thousands of barrels of oil flooding the Gulf on the CNN
spill-cam 24 hours a day this month has been unnerving to say the least. Hearing
the early assurances from officials that the leak would be relatively contained,
conjured for us some painful memories of other containment promises uttered in
the spring of 2007:

“At this juncture, however, the impact on the broader economy and
financial markets of the problems in the subprime market seem likely to
be contained.” —Ben Bernanke, before the Joint Economic Com., March 28, 2007

It is a critical first step to cap the leak, but the damage of flooding the Gulf with
heavy oil for several weeks will now take several years of patient work, care and
better controls to repair. In a similar analogy, the damage of flooding the world
economy with credit derivatives over the past 10 years will also take several years
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to repair. In 2010 we are now in year 4 of the global credit crisis. Amazingly many today seem still remarkably
unaware of the breadth of its aftermath.

In 1975 Supertramp released their “Crisis? What crisis?”” album with the above pictured cover. The image of
the sun bathing man dozing in the midst of chaos provides we think a useful image for many of the world’s
politicians, bankers and business leaders over the past dozen years. Interestingly in 1975, this album cover was
making a similar observation on its own time.

In 1975 the world was struggling to pull out of a period of broad systemic upheaval: the OPEC oil crisis had
run energy prices up 70% in 1975 alone, inflation was double digit, the Vietnam War was just ending; the
Watergate scandal had dethroned Richard Nixon and the public trust. Private and public debt levels were near
record highs. The stock market had fallen more than 50% over the preceding 2 years and was yet just 9 years
through a secular bear market that would punish passive equity investors for another 7 years before finally
ending in 1982. Investor and voter confidence fell to generational lows. People, it could be fairly said, were ill
at ease. All over the world, civil unrest was building. While history shows us many cycles with these
recurring themes, it also assures that seemingly insurmountable problems have always been eventually
overcome. It has typically taken several years, but eventually the world and its economy do recover. In the
meantime though, it is important to reassess some of the previously held models and beliefs. Income needs,
savings levels and spending rate assumptions are all up for mass review in this post-credit-bubble era.

Pension plans are starting to blink

Ten years into an era of disappointing investment returns, much of the developed world is moving beyond 50
years of age. “Freedom 55” was a good marketing slogan for the financial services business 10 years ago, but
after years of bad investment decisions and bad financial advice, “Modest 70” is more likely to be the slogan
over the next 10 years. Stepping away from the weight of these numbers, most private employers have replaced
guaranteed income plans with contribution-based plans that offer no minimum retirement income and leave the
investment return risk squarely with the employees. Employees, however, are not equipped to navigate these
challenges on their own. Meanwhile, the public pensions that have continued with guaranteed benefits are now
admitting great strain.

The majority of guaranteed benefit plans today are about 40% un-funded. Recent US studies suggest that state
pension plans alone faced a $3 trillion dollar deficit at the end of 2008 and that the shortfall has grown steadily
to date despite the rebound in equity markets in 2009. To fund monthly payouts, it is very common for pension
funds to be structured with a minimum of 60% fixed income exposure. With interest rates at rock-bottom
levels, and passive stock market allocations garnering negative returns amid massive volatility, pension capital
is eroding. In recent years, pension boards tried to jump-start returns by augmenting traditional asset holdings
with an exposure to commodities and commodity ETF’s. Results have proven disastrous; losses have been
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compounded. Capital simply cannot keep pace with the massive bulge of baby boomers moving into
retirement. Given that challenging conditions are likely to persist for the next few years, the only rational
solution is to dramatically increase contributions on all sides. At a time when revenue and income have
stagnated, this is not the answer that anyone wants to hear. Increasing contributions (saving more), means
decreasing spending which means less economic growth for a few years.

In Canada, OMERS (Ontario Municipal Employee Retirement Savings Plan) reported last month that their
pension deficit had grown from $279 million at the end of 2008, to $1.5 billion in 2009 and is projected to
balloon to $12 billion over the next three years. This is the shortfall notwithstanding investment gains of 9.9%
in 2009. The long-respected Ontario Teachers Pension Plan is facing similar deficit issues. Notwithstanding a
13% return in 2009, the Teachers' Pension Plan saw its funding shortfall balloon to $17.1 billion in 2009,
almost seven times higher than the $2.5-billion shortfall at the end of 2008. So bad are current shortfalls, that
even if funds were able to earn back 20% a year for the next three years, capital deficits would remain in the
billions.

OMERS recently warned its members that they are likely to see contributions for the average worker increase
50% over the next 3 years. But even then benefit cuts will be needed. The employer side (in this case various
government agencies) is opposed to contribution increases on their part without accompanying benefit
reductions and this type of two-prong plan is being formulated. It is hoped that the cuts will not reduce vested
benefits to those already retired. However, truthfully at this point, no one can be considered immune from
changes going forward.

Not even Germany has lived within its means

The same issues of un-funded liabilities of every kind at every level—individuals, pensions, municipalities,
states, and countries — are evident throughout the world. As the EU debt crisis continued to capture news this
month, it is noteworthy that no government—advanced or emerging, has managed to keep their deficits within
the 3% limit mandated by the Maastricht Treaty (see chart next page).

Even the most disciplined EU member—Germany, is likely to see a 5% shortfall in 2010. Countries like
Australia and Canada who enjoyed above-trend revenue from export demand during the credit boom, are now
racking up exponential deficits in the aftermath. The causes are the same all over: weak economic activity has
brought down tax revenue at the same time that governments have ramped up fiscal spending with economic-
stimulus measures. In addition, western governments face stubborn structural deficits as aging populations lead
to a shrinking labour force and diminished economic potential. So far governments have tried to plug budget
holes by issuing debt, but in reality lines of credit are finite. Spending cuts are coming. Entitlements will be
cut and tax rates increased all over. All of these factors will be a drag on economic growth and over the next
few years. Forecasts that higher economic growth will evaporate deficits in the near future are likely to be
disappointed. The world has made this bed over the past 10 years—now we will all lie in it.
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http://ca.news.finance.yahoo.com/s/06042010/2/biz-finance-ontario-teachers-pension-plan-sees-positive-returns-deficit.html
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Although some have called for quick fixes that would rescue solvency problems, the “bail out” of Greece this
month (giving them a couple more years of cash flow), was clearly a band-aid, not a cure.

Digesting the contagion effects from the debt crisis in Europe, risk markets sold off around the globe.

The Stoxx Europe 600 index has now fallen 12% since mid-April. Continuing the downtrend we noted last
month, the Chinese stock market (Shanghai Composite) continued its fall in May with a further 4% drop, now
down 24% from its peak last August. At the same time the Volatility Index which had revisited an ominous low
of 17 in March, this month spiked back into the fear zone at more than 40.

FVIX (wolatilty Indes - Mew Methodology) IHDX @ StockCharts.com
Friday 28-May-2010
Open: 41.74 ask  0.00 PE ¥ -20.02%
High: 43.74 AskSize: 0 EPS: Cha: -8.03
Loy 29.39 Bid 0.00 Last Last:  32.07 2
Prev Close: 40.10 Bid Size: 0 AP Y olume: 0
— $VIX (Weekly) 32,07 79,13
lih\folume(ungeel’ L2 a0
P 1
Vix wakes up! =
70
65
60
55
50
41.29 A0,95 %
40
25
2999 ETEE b il 3063 a
a4y 27 31 o

28,81
23,16

18.90

21.43 20

547 TOET
o Wiear complancency 7% LT

10

1207
1018 pzm 10,27 10,02

Jul Ot 03 Apr Jul Oct 04 Apr Jul Oct 05 Apr Jul Oct 06 Apr Jul Oct 07 Apr Jul Oct 08 Apr Jul Oct 09 Apr Jul Oct 10 Apr

This publication is intended to convey information only. It is not to be construed as a solicitation or offer to buy or sell and of the ssecurities
mentioned in it. The author has taken all usual and reasonable precautions to determine that the information contained in this publication d to
summarize and analyze such information are based on approved practices in the industry. However, the market forces underlying investment value
are subject to sudden and dramatic changes and data availability varies from one moment to the next. Consequently, the author cannot make any
warranty as to the accuracy or completeness of information, analysis or views contained in this publication or their usefulness or suitability in any
particular circumstance. You should not undertake any investment or portfolio assessment or other transaction on the basis of this publication, but
should first consult your advisor. The author accepts no liability of whatsoever kind for any damages or losses incurred by you as a result of
reliance upon or use of this publication in contravention of this notice. All performance data represent past performance and are no indication of
future performance.



Lows in the VIX are typically suggestive of market tops, and spikes with relative opportunity. In this sense the
VIX is an interesting sentiment barometer. We note however that the last time the VIX spiked above 40 it did
not peak until 80 in the fall of 2008 and fell all the way into the spring of 2009 while the S&P lost a further
38%. So peaks in the VIX can come well before stock market bottoms. We think it likely that we may see
significantly more volatility in the months ahead.

In keeping with these trends, the US S&P 500 Index closed the month below its 50 and 200 day support lines.
This suggests it is now vulnerable to a retest of the 875 to 950 range (see green target area in chart below).
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If this downtrend holds we should still expect days or weeks of interim rally over the next few months. But it is
the longer term trends that have the most to say about lasting market returns, and so far those longer-term trends
have once again turned down. The Canadian TSX is showing similar patterns below with 11,000 being the next
significant downside test. The secular support tested in March 2009 now rests in the 9000 range shown in the
box below, some 25% beneath the recent high of 12,200 in April.
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Attractive re-entry points could hold at the 2™ or primary support lines above. We remain hopeful that a lower
test toward the March 2009 lows will not occur this cycle, as that would suggest that there has been no lasting
economic benefit from the trillions in tax payer money spent in efforts to arrest the global recession. (We are
hopeful; however, this possibility cannot be ruled out). Given the enormous capital deficits and damage to
investor psyche that has already occurred over the past 10 years, a fresh contraction now, even to the 900 range
for the S&P would doubtless create a fresh wave of investor despair and disillusionment with capital markets.

As much as it will be sad to watch the world suffer through another period of significant capital losses ahead,
we should all be aware that history tells us further price contractions are highly likely to play out before this
secular bear period finally ends. Assets today remain generally over-priced. There is just no other way to get to
the final capitulation phase which will take valuations back down to the historic levels needed to finally start the
next secular bull period. The history of investor behaviour has warned us. We stand ready.

On the flip side of risk aversion: the US dollar and long bonds are rallying again

Last month we wrote that we were on the verge of a buy on the US dollar and long bonds. This month it
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happened. The art of investing is to avoid big capital losses, in bear markets. If we can accomplish this, and
hold a few assets that are appreciating while most everything else is dropping we are delighted. Since we left
equity markets in January, we have avoided their losses year to date and made gains on the fixed income and
currency that we hold.

As shown in this next chart of the US dollar Index (updated since we included it a few months back), the triple
bottom (against a basket of other currencies) has held since rebounding at 74.98 in December 2009. As we
suspected would happen, the rebound in the dollar has drained capital out of stocks and commodities in concert.

$USD (US Dollar Incdex (EQDY) INDX @ StockChartscom
Friday 28-May-2010
Open; 85.58 sk PE: A +158%
Hicih: 87.45 Azk Size: EPZ: Cha  +1.35
Lo 85.58 Bit Last: Laszt: 86.71
Prew Cloze: 85,36 Bid Size: SAMAR: “alume: 0
= fuUsD (weekly) 26,71 119.90
i alurne undef 12000

1980 1991 1992 1893 1994 1995 1998 1997 1993 1999 2000 2001 200z 2003 2004 2005 ZOOS 2007 200S 2009 2040

Source: Venable Park Investment Counsel Inc.

Having already rallied 13%, the next significant resistance for the dollar Index lays around 88 in the chart
above. A successful break through that resistance would suggest that a rally back to the 102-105 level is
possible. So long as this greenback rally continues downside risks loom large for equities, commodities and
commodity-linked currencies like the Canadian and Australian dollar. We continue to watch this chart very
closely.

As part of the global risk aversion theme this month, the flight back to the US dollar from other assets and
currencies included a flight back to the US 20-year Treasury Index (as shown in TLT chart below). The break
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out through the 97 level achieved in May suggests that a rally to the 102 may now be in the cards and would
offer attractive upside gains during a falling stock market.
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Ideally, we will be able to wait out the storm in appreciating bonds and the US dollar over the next few months
as risk markets lower to re-price a more realistic level of economic activity in 2H 2010 and 2011. We look
forward to more opportunities once this next phase of re-pricing is complete.

Warm wishes for June. Let’s hope they get the damn oil leak capped so the clean up work can finally start!

Quotes of the Month:

“Givers have to set limits because takers rarely do. ”— Irma Kurtz

"The world is divided into people who do things, and people who get credit. Try, if you can, to belong to the
first class, there is far less competition.” --Dwight Morrow 1873-1931, Businessman, Politician and Diplomat

Don’t forget to visit our market blog www.jugglingdynamite.com for weekly commentary, articles and media clips.
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