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bottom line
The Dow’s break of its 10-month trendline from the March low indicates that the next major decline is underway. This 
break aligns U.S. equities with a decline in foreign currencies, precious metals, commodities and oil, all of which 
turned down previously. There should be no place to diversify from the intensifying bear market. The sovereign debt of 
several members of the European Union is rapidly declining. This deterioration is the leading edge of the next phase in 
the world-wide credit crisis. The forecasted widening trend in the spread between low- and high-grade debt started in 
January. Safe, short-term debt instruments are the only place for investment capital, as discussed in Conquer the Crash. 
Both gold and silver remain in downtrends that started in early December. The U.S. Dollar Index started a major advance 
last November; it should run for many months.

AnnOUncEmEntS
Don’t miss your opportunity to meet Steve Hochberg and get EWI’s up-to-the minute market forecasts at the upcoming 
World Money Show February 3-6, at the Gaylord Palms Resort in Orlando, FL. Registration is free: www.elliottwave.
com/wave/1002MS. 

You only have a few days left to save $500 on EWI’s classic 10-DVD Educational Video Series with bonus online 
videos and a live Q&A session! The series has been hailed as “the finest Elliott wave material ever produced” and is the 
most comprehensive Elliott wave education available on video. Order the set now and reserve your virtual seat for the 
exclusive, online Q&A session February 16 with EWI Senior Tutorial Instructor Wayne Gorman: www.elliottwave.
com/wave/DVDWebann.

EWI’s friend Dick Diamond holds his popular four-day trading course in Vero Beach, FL, March 7-10. Join a small 
group of traders to absorb all you can from a 40-year veteran trader. Learn more and sign up here: www.elliottwave.
com/wave/DiamondANN.

EWI Instructors Wayne Gorman and Jeffrey Kennedy resume their two-day trading course world tour in April! We’ve 
just scheduled nine new stops on the “How to Trade in a Fast-Moving Bear Market” tutorial, including Chicago, Phoenix, 
Seattle, Sydney, Johannesburg and more. Learn more, see the full schedule and read attendee feedback here: www.
elliottwave.com/wave/EWTutorialTour.
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tHE StOcK mARKEt
The Primary wave 2 peaking process developed over 
the past three months, a far tighter time period than the 
topping process that formed the 2007 all-time high, 
which took over seventeen months to wind through 
various markets. The banks started the current parade 
of countertrend highs this past October, leading the 
charge just as they did back in 2007 when they topped 
in February of that year. But, this time, the rest of the 
markets quickly fell in line. Virtually all assets appear 
to be aligned for the strongest portion of the bear 
market to date, Primary wave 3. The swift turnaround 
reflects the strengthening intensity of the next leg 
lower. Be ready.

Elliott Wave Analysis
The Dow Jones Industrial Average traced out an 
ending diagonal (see text, p. 37) from mid-December, 
culminating at 10,729.90, the high on January 19. Just 
two days later, the index closed decisively beneath 
the uptrend line from the March low on an increase 
in volume and the strongest downside breadth of 
the previous two months. The decline also broke the 
late-November and early-December lows, erasing 10 
weeks’ worth of gains in just three days. Bear markets 
almost always unfold more swiftly than bull markets. 
If the first few days of this one are any indication, the 
next major leg down will be true to form. The break 
of the market’s 10-month uptrend line indicates that 
Primary wave 3 has started. Any near-term bounce 
should remain well beneath last week’s top and lead to 
even lower prices.

Elliott waves often unfold in Fibonacci proportion 
to each other in price, time or both. For instance, the 

January 19 Dow top occurred at the level where, within 
wave (Z), wave C is .618 times the length of wave A 
(minus 3 points). (See chart above.) The Primary wave 
2 high in the Dow Jones Transportation Average on 
January 11 occurred at 4265.60, a .625 retracement 
of Primary wave 1 down. The Dow Jones Industrials 
retraced a .61 (closing) and a .623 (intraday) time 
duration of Primary 1 at last week's high (see Figure 
4 in the January issue of The Elliott Wave Theorist). 
And both gold and silver started major trend reversals 
at Fibonacci proportions to their preceding declines 
that started in January 1980, as shown in Figure 7 
of the January EWT. Not every wave will conform 
to Fibonacci price and/or time relationships. But 
investigating these particular properties of waves 
can be an immense help in providing additional 
evidence of where and when a wave ends and a new 
one begins. Fibonacci price and time relationships at 
different degrees in diverse markets combined with an 
optimistic psychological extreme and a complete wave 
structure to make a compelling case that Primary wave 
2 up peaked on January 19. 

The January 19 date is interesting for another reason: 
It is right between the date of the 10th anniversary 
of the January 14, 2000 top (the start of Supercycle 
wave (a) in nominal terms) and the 30th anniversary of 
the January 21, 1980 top in gold. It seems fitting that 
the start of three of the largest market declines in the 
past 25 years—Cycle wave a from 2000 to 2002, the 
start of gold’s 21-year bear market, and, potentially, 
Primary wave 3 of Cycle wave c—are almost exactly 
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one and three decades apart. The January 2000 to 
October 2002 decline was 38% in the DJIA. The 
percentage decline at the end of Primary 1 was 
54.5%. Primary wave 3 should be larger still. 

In 2007 and early 2008, EWT and EWFF applied 
Elliott Wave Principle’s description of C waves (p.83) 
to the unfolding decline to forecast its severity:

Declining C waves are usually devastating in their 
destruction. They are third waves and have most of the 
properties of third waves. It is during these declines 
that there is virtually no place to hide.

This warning certainly still applies, as the unfolding 
decline is a third wave within a C wave, so it should be 
doubly potent. Most people don’t think it is possible, 
but lightning will strike again, and this time the 
electrifying losses will be even greater than in 2008. 
As you can tell, we are confident in the market’s 
trend. But as much as we see things in place for the 
start of Primary wave 3, the market’s potential is 
probabilistic, always. Please keep this in mind. If there 
is a change to our forecast, we will discuss it here.

All the Same market
Few pundits are prepared for what we anticipate to be 
the extraordinary breadth of the emerging decline. Yes, 
it’s a stock market thing. But one must look beyond 
stocks to the nascent retreat in other markets to capture 
the broader significance of the developing downtrend. 
U.S. stocks are simply playing catch up to the BRICs, 
which made a high on November 18 (S&P BRIC 40 
ETF); to the euro, which topped November 25; to gold 
and silver, both of which topped December 3; to the 
CRB Index of commodities, which topped January 6; 
to an average of European stocks, which made a high 
on January 11; and to the emerging markets, which also 
topped January 11. Last month’s issue began by noting 
that wave 3 would pick up where wave 1 left off, and 
that certainly applies to the all-the-same-market effect, 
which was first discussed in Conquer the Crash (also 
see pgs. 46, 55, 71, 98 and 105 in Mania Chronicles).  
Here’s how EWFF put it as Primary wave 1 was 
starting in November 2007:  

Everything is in place for a sweeping financial reversal 
in which all correlated markets go down together. A 
collective tumble could happen at any time. 

Back in early 2008, it took longer than we thought for 
oil and the CRB to catch up to the decline in the Dow, 
but they subsequently made up for the delay. The S&P 
eventually lost 58% through its March 2009 low, but 
starting in July 2008 crude oil plunged 78% in just five 

months and the CRB fell 59%. The euro, which trades 
opposite the dollar and is in sync with our “collective 
tumble,” also held up until July 2008, after which it 
joined in with a fall of 23% in just three months. In the 
minds of most analysts, commodities are still viewed 
as a sanctuary from the risk of a financial breakdown. 
As one headline puts it: “Commodities Back To 
Euphoria as Gurus Eschew Financial Assets.” The next 
phase of decline will coincide with outright deflation, 
which means the liquidity shortage that accompanies 
this monetary phenomenon will be even more acute 
than it was in wave 1, intensifying the across-the-
board decline. 

Considering the widespread losses in 2008, readers 
may be somewhat surprised that most bearish 
market commentators remain largely unaware of 
the devastating potential of the all-the-same-market 
effect; but this is exactly where the Wave Principle 
says psychology should be given the prevailing wave 
count. In some ways, optimism is even more elevated 
and extreme than it was at the market peaks in 2000 
and 2007. As the January issue of The Elliott Wave 
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Theorist puts it, “This is completely normal for second 
waves (see text, p. 79).” EWT cited the S&P price/
earnings ratio, which closed out 2009 at its highest 
level in 100 years of recorded history. The chart here 
shows two more indexes illustrating a lingering public 
fascination with the baubles and fantasies of the Great 
Asset Mania, the S&P BRIC 40 ETF and the Merrill 
Lynch Luxury Index. Wave 2 carried both measures 
back to within 30% of their late 2007 peaks. The 
persistent demand for luxury stocks shows a massive 
disconnect with the public’s emerging preoccupation 
with thrift (see Deflation & Economy section below). 
The incongruity is perfectly captured in Dubai, where 
“aspirational” consumption rages on even as the 
building boom turns to dust. EWFF pointed out last 
month that Dubai’s bailout “reveals the global breadth 
of the crisis.” On the ground, however, Dubai’s citizens 
don’t see it that way; just 20% say luxury is “over and 
above what you need.” Luxury is “everywhere: the 
main highway is full of billboards advertising luxury 
brands.” 58% of residents say they prefer designer 
items. Nature’s response to this lingering preference is 
the grinding bear market that is rolling Dubai’s way. 
Their stock index declined 77% from a peak in January 
2008 to a low in February 2009 and is already down 
36% after a countertrend rally that ended last October. 
The bear market will extinguish luxury fever once and 
for all for this cycle.     

The BRIC concept is another mania story that refuses 
to die. Analysts everywhere are “uber-bullish” on 
Brazil, Russia, India and China shares that comprise 
the BRIC nations. Goldman Sachs’ “call of the 
decade” is for all four BRIC members to eclipse the 

Group of Seven economically. The folly of this stance 
is captured by a breakdown of the BRIC index, which 
continued to rise through the first part of January 
despite the early departure of its fearless leader, the 
Shanghai Composite. After Chinese shares reversed 
lower last August, EWFF stated that the Shanghai 
price decline reflected a “tell-tale loss of nerve” that 
would “foreshadow the future for global equities.” 
At that time, we noted that it was “obvious to all that 
the engine behind” the rally in Chinese shares was 
a “200 percent year-over-year increase in new bank 
loans.” Now, Chinese regulators are slamming on the 
brakes. According to one state-run newspaper, some 
banks were told to “stop lending for the rest of January 
and that Bank of China, the most aggressive lender 
among large state banks, had switched off its internal 
electronic loan approval system.” This event fulfills 
an expectation from our bearish forecast on China. In 
August, EWFF observed that “the fate of the global 
credit bubble” had come down to a battle between 
“credit-manipulating communists and the fiscal 
conservatism that drives deflation. [Conservatism] will 
win out in China just as it is doing everywhere else 
in the world.” Today, the decline in Chinese shares 
appears to be accelerating. These indexes should 
continue to new bear market lows, with the BRIC 
index close behind. 

The story of Zhang Xuping, a 19-year old Chinese 
man who became a hero for killing his village’s hated 
party secretary, is a small but important socionomic 
hint of the reversal. Xuping’s murder trial “cast a harsh 
light on abuses of power by communist authorities.” 
He received a death sentence, but more than 20,000 
people petitioned the court for leniency. Signs of 
rebellion are also emerging in Russia, where citizens 
are responding to long-standing reports of abuse by 
police. Russia’s interior minister advised citizens 
to practice self-defense, saying: “If the citizen is 
not a criminal who is being detained and has not 
broken any laws, self-defense is applicable here.” 
One shared BRIC trait that is seldom talked about is 
the component countries’ tumultuous political and 
economic histories. The character of these pasts should 
return with the bear market. Making money was 
the focus in the 1990s and part of the 2000s. As the 
BRICs devolve back into conflict and disorder, self-
preservation will become the dominant social concern. 

more Stock market myths
For the benefit of new subscribers, EWFF continues our 
review of some of the most harmful investment beliefs 
(see December issue for others). 
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Myth No. 3—Diversification protects investors from 
losses. EWI dispelled this myth long ago, but it took 
every bit of wave 1, when nearly all markets were 
down 30%-50%, for the idea of diversification to 
finally come under scrutiny. EWFF’s March 2009 issue 
noted the following published remark: “Diversification 
does not really work.” Well, how quickly they forget! 
Thanks to the Primary-degree rally since March, 
the investment journals are filled again with stories 
about the importance of portfolio rebalancing and 
diversification. Here’s the “common sense” approach 
to investing, as published in the January 2010 issue of 
an industry journal:

One question often asked is whether diversification 
works, and the answer is that of course it does. 
Correlation across many asset classes, most surprisingly, 
perhaps, between property and equities, moved close 
to ‘1’ during the 2008 crisis. However, some asset 
classes—gold, timber, real return/index linked bonds 
and relatively short maturity nominal return government 
bonds—delivered positive returns. This reinforces the 
underlying argument for diversification.

We would point out, however, that gold fell along with 
every other financial asset from March to October in 
2008, before rallying into year’s end. The Claymore/
Beacon Global Timber Index Fund was down 68% in 
2008. The concept of diversification is back because 
all markets have been rising, so it seems a safe idea 
again. Diversification’s refurbished image, despite its 
disastrous performance in 2008, is a sign that wave 

3 is starting and ready to take the broadest possible 
cross-section of asset prices lower. 

Myth No. 4—Cash on the sidelines is bullish for stocks. 
This refrain rang like a gong all the way through the 
declines of 2000-2002 and 2007-2009. In February 
2000, when mutual fund cash hit 4.2% (compared to 
3.8% in November, see upper middle in chart on page 
6), EWFF issued its “cash is king” advice. Once again, 
the word on the street is that there is way too much 
“cash on the sidelines” for stocks to fall precipitously. 
This chart shows net cash available to investors plotted 
beneath the DJIA. In December 2007, available net 
cash expanded to a new high, besting all extremes 
since at least 1992, a 15-year time span. Despite the 
presence of this mountain of cash, the DJIA lost more 
than half its entire value over the next 15 months. 
Indeed, as the chart shows, cash remained high right 
as the stock market entered the most intense part of the 
crash in 2008. Available cash does correlate with the 
market’s moves, but the market is in charge, not the 
cash.  

Investor Psychology
As optimism pushed toward extremes in December-
January, the bears scattered. As previously discussed, 
the recent percentage of bearish advisors—and the 
ratio of bears to bulls—was even lower than at both the 
2000 and 2007 market tops. Investors Intelligence’s 
percentage of bullish advisors hit 53.4% the second 
week in January (InvestorsIntelligence.com). This total 
is the highest since the bear market re-emerged in late 
2007. In the fall, EWFF pointed out that several well-
known market bears turned bullish. Most of the few 
remaining bears are tempering their aggressiveness by 
saying the global rally “may end in the second half of 
the year.”

The World Bank raised its global growth outlook and 
the Wall Street Journal’s forecast for 2010 returned 
to the uniformly positive stance that characterized 
its economic surveys through the end of 2007. All 
54 economists in the Journal survey called for GDP 
growth through every quarter of 2010. The average 
forecast is for 3% growth this quarter, 2.9% in Q2, 
back to 3% in Q3 and increasing to 3.1% in the last 
quarter of the year.

Bullish expectations (shown by the top three panels on 
page 6) may not be quite as extreme as they were in 
2007, but adjusted for underlying economic conditions 
(bottom panels), the current psychology probably 
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ranks right up there with the most complacent outlook 
in history. The charts of housing, consumer credit and 
unemployment show the systemically sluggish state of 
the economy. We know that fundamentals always lag 
psychological trends, but the lag is generally only a 
matter of months. It’s been nearly 11 months since the 
outset of the Primary wave 2 rally; by these critical 
economic measures the rebound is barely registering. 
The wide disparity between the hope of investor 
expectations and the reality of economic strength 
shows that the great bear market—already ten years 
old—remains in its early stages. As the next leg down 
matures, hope will turn to despair, and it will become 
impossible to ignore the persistence of the economic 
contraction. 

The same chasm between fundamental performance 
and stock market expectations is visible in other parts of 
the world. In China, for instance, ground reports reveal 
how out-of-whack financial expectations are with street-
level demand. A blog called The Peking Duck described 
Beijing’s “stunningly dysfunctional, catastrophic mall, 
The Place. Fifty percent of the eateries in the basement 
were boarded up. The cheap food court, too, was 
gone, covered up with ugly blue boarding, making the 
basement especially grim and dreary. There is simply 
too much stuff, too many stores and no buyers.” The 
world’s largest mall in southern China is completely 
empty. Most investors do not see past the performance 
of the Shenzhen or Shanghai stock indexes, just as most 

of the buying and selling of U.S. stock indexes remains 
detached from the real economy. We see lots of hope but 
no change in the reality. 

The “Anti-Wall Street Populism” Bomb
It was hard to spot because anti-Wall Street rhetoric 
continued through the bear-market rally, but stalled 
legislative and regulatory initiatives showed that 
Wall Street had gotten off the ropes by the middle of 
last year. But the countertrend rally in Wall Street’s 
fortunes probably peaked in November, when two ex-
Bear Stearns subprime fund managers were found not 
guilty of fraud. At that time, Goldman Sachs’ CEO felt 
sufficiently secure to apologize for Goldman’s role in 
the financial crisis. Lloyd Blankfein said Goldman’s 
bankers “participated in things that were clearly wrong 
and have reason to regret.” Interestingly, Blankfein 
declined to reiterate his apology to the Financial Crisis 
Inquiry Commission on January 13. One sure sign 
of wave 3’s arrival is what happened to the Federal 
Reserve Board chairman over the last three weeks. 
Noting that government was resuming its bear market 
role, the January issue of EWFF called for a blast of 
anti-Bernanke sentiment as part of the transition back 
to a negative social mood. Sure enough, by January 
22, “Bernanke’s nomination appeared in deep trouble 
amid public fury over his role in the financial crisis.” 
Bernanke’s surprise fight for renomination shows that 
hostility is clearly back. We nevertheless concluded as 
follows:
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Social mood is still too elevated to deny Bernanke 
reappointment as head of the Fed in upcoming 
congressional confirmation hearings. But rising 
political tension confirms that his next term will be far 
more stressful than his first. 

Back in January 2008, as the financial sector became a 
bear market focal point, EWFF observed that the seeds 
for a “serious fall” were actually planted back at the 
lows in 2003, when “the largest players in the financial 
industry decided to make up for a slump in trading 
volume by beefing up proprietary trading operations.” 
EWFF labeled the move a “desperate flight to higher 
levels of financial risk” and asserted that “in negative 
mood times” to come, “conflict of interest charges will 
come pouring out.” Goldman’s $16 billion bonus pool 
shows that it escaped the “populist anti-Wall Street 
sentiment” in 2009 but its luck ran out January 21, 
when the U.S. president publicly endorsed “restrictions 
on the proprietary trading done by commercial banks, 
essentially limiting the way banks bet with their own 
capital.” “If these folks want a fight,” said the president 
in announcing the new initiative, “it’s a fight I’m ready 
to have.” 

More important for our timing purposes, it is a fight 
that fits right in with EWFF’s forecast for a financial 
“bloodletting in the next wave lower” (see Special 
Section on Goldman Sachs in the November issue). 
Here’s how the call went out by the president: “When 
you see more and more of the financial sector basically 
churning transactions and engaging in reckless 
speculation and obscuring underlying risks in a way 
that makes a few people obscene amounts of money 
but doesn’t add value to the economy then something’s 
got to change.” Something surely will, as the New York 
Times reports that there is a “new urgency to respond 
to voter anger at Wall Street.” In addition to finally 
moving against proprietary trading desks, government 
is broadening a major insider trading case, advancing 
toward a new tax on banks, issuing subpoenas to 
big banks over collateral debt obligations (CDOs) 
and starting to ask questions about “high frequency 
trading.” All of these issues were raised months or 
even years ago, but the headlong rush to action started 
as wave 3 kicked off. As the stock market rolls lower, 
government will finally succeed in reining in the 
evil speculators, just in time to curtail risk appetites 
and contribute to an acute liquidity crisis. The “star 
attractions” at this year’s Davos financial summit 
are not hedge-fund or private-equity honchos but 
regulators and central bankers. “Bankers are in retreat 

on issues ranging from the size of their companies 
to the size of their paychecks.” Their retreat actually 
started when the bank stocks peaked in February 2007, 
but the accelerated backpedaling signals very clearly 
that the more serious financial scandals and witch-
hunts are on the way. 

tHE BOnD mARKEt
High levels of global debt are both financially 
debilitating and deflationary because they commit 
scarce cash to servicing interest payments. Up until 
now, most sovereign credit defaults occurred in 
emerging-market countries, such as Argentina and 
Russia. The deflationary tide, however, is starting to 
lap up against more developed Eurozone economies. 
This chart shows the value of credit default swaps—an 
instrument similar to an insurance contract that pays 
holders (if they are lucky) in the event of default—for 
Greece, Portugal, Spain and France. In recent weeks 
these contracts have soared, with credit-default swaps 
on Greece’s and Portugal’s debt already surpassing 
the January-March 2009 extremes established in the 
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latter part of Primary degree 1 down. Obviously, 
the market is growing more skeptical that Greece can 
pay its debts, so the cost of protecting against default 
is rising fast. Greece’s budget deficit is 12.7% of 
gross domestic product, and Portugal faces a budget 
shortfall that’s more than twice the European Union’s 
limit. Traders are now buying default protection on 
sovereign debt at a rate of more than five times that 
of specific company bonds. “Greece’s neighbors 
would ‘step in’ to prevent a debt default to avoid ‘a 
problem for the whole of Europe,’” a Tokyo-based 
bond salesman says. Maybe so, but who will step in to 
bail out Portugal, Spain, the next sovereign default or 
the one thereafter? The world is running out of money 
to service its mounting debts, and this chart simply 
depicts the front edge of the next great wave of credit 
contraction, which will sweep into more established 
countries throughout Europe and eventually to the 
United States.  

EWFF’s forecast for the bond market calls for a return 
to widening spreads between low- and high-grade debt. 
The widening started in mid-January, and the trend is 
still in its infancy. For those that own speculative debt, 
this may be the final opportunity to remove it from 
your portfolio and move to the safety of cash or cash 
equivalents, as outlined in the January EWT.

GOLD & SILVER  
The precious metals remain in sync lower. Gold broke 
under its support line from the October 2008 low on 
log scale. It remains slightly above this support when 
drawn on arithmetic scale, but that too should be 
breached as the pattern continues to subdivide lower. 
The popular belief that gold’s next great rally leg is 
right around the corner remains evident in shopping 
mall banners that advertise its luster as well as radio 
and TV ads that continue to assure listeners that gold 
will skyrocket, with the U.S. dollar falling to near 
zero. “Rising inflation bodes well for gold,” says the 
latest issue of Business Week. The article adds that 
“ballooning interest on U.S. government debt will 
bring a lower dollar, and gold tends to move opposite 
to the dollar.” The man on the street, who heard 
nothing about gold when it was selling for $255/oz., is 
now fully apprised of gold’s ancient appeal.  

Silver has traced out a small-degree first and second 
wave from the wave (2) top at $19.49. These waves 
are just part of a larger decline that should last through 
2010. As discussed in EWT, the earliest time period 
for a silver low based on fixed time cycles is 2011. 
Only a rise above $19.49 would change our outlook.

U.S. DOLLAR
The dollar has been doing well. The 74.17 low on 
November 26 was tested in early December, which 
coincided with the top in gold and silver. The dollar’s 
initial five-wave rise from November ended at 78.45 
on December 22. The subsequent pullback was 
complete by January 13, which coincided with the top 
in the NYSE Composite Index. The dollar has pushed 
higher since, while stocks and precious metals have 
declined, in line with EWFF’s forecast (see They All 
Fall Down chart on page 3). These trends should last 
through 2010. Only a break of the dollar’s November 
low would change the forecast.

tHE EcOnOmY & DEFLAtIOn
The home sales, consumer debt and unemployment 
figures shown in the chart on page 4 make it very 
clear that the economy is still, more or less, flat on its 
back. Unemployment rose in 43 states in December, 
a sharp increase from November when 36 states 
said unemployment was down. Four states, South 
Carolina, Delaware, Florida and North Carolina, 
reported record high rates of unemployment, while 
New Jersey’s rate hit a 33-year high. “In another 
nationwide trend, California and Michigan saw 
their jobless rates stabilize even as they continued to 
bleed jobs.” The reason is that frustrated workers are 
now falling out of the unemployment tally as they 
abandon job searches. Nationally, 600,000 people 
were wiped off the unemployment rolls in December. 
Consumer debt is crashing. Credit card loans fell at 
a 38.9% annualized rate in January. Existing home 
sales plunged in December and confidence among 
home builders dropped in January. As the renewed 
downtrend in social mood tugs the fundamentals even 
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lower, expectations for 3% growth in 2010 will come 
to be viewed as wildly optimistic.  

Economic sluggishness is consistent with the global 
deflationary predicament discussed in the December 
issue of The Elliott Wave Theorist. This chart of 
total U.S. M3 plus private credit confirms that 
the threat is very pronounced. M3 is the broadest 
monetary aggregate, as it includes large time deposits, 
institutional money funds, short-term repurchase 
agreements and other large liquid assets that are not 
included in M2. For whatever reason, the Federal 
Reserve stopped issuing M3 figures in 2006, but 
private entities continue to produce the time series. 
Adding to this number, total bank, consumer, 
commercial and real estate credit produces a measure 
that captures the economy’s anemic capacity for 
generating new credit. The negative effects of the 
downturn in social mood will surely grab hold faster 
this time than in late 2007/early 2008, because 
deflation has a running start, as depicted in this 
chart. The year-over-year rate of change in this broad 
measure of money plus credit peaked with the Dow in 
late 2007 and turned outright negative in mid-2009. 
The CPI rose steadily through 2009, reflecting some 
reflationary strength brought on by Primary wave 2. 
But M3 plus credit’s steady slide into negative territory 
through the latter part of 2009 shows the tremendous 
underlying deflation that permeates the economy.  

The chart is a measure of inflation and deflation. 
But no matter how persistently house prices fall and 
income declines or disappears, worries about inflation 
and even hyperinflation persist. The sentiment must 
be a last vestige of inflation, because it prevails even 
as a US News study finds that consumers are “cutting 

back on or living completely without” many staples. 
According to the “new mentality,” many people have 
decided they have “too much debt, and the banks 
won’t lend me the money anyway.” To safeguard 
essentials, Americans are giving up goods and services 
once thought essential such as television, home 
phones, newspapers, new cars and health care. In 
January, outraged Americans slammed on the brakes 
on the seemingly unstoppable health care reform. The 
reform came very close to passing because so many 
politicians reside in the old trend where free spending 
earned the loyalty of voters. But after the bear market 
hit in 2007, voters morphed into savers. Subscribers 
will remember that it was back in September, as wave 
2 first slowed its ascent, that the public began to 
vociferously object to the health care bill. At that time, 
EWFF stated that a “debate over ‘universal health care’ 
is the perfect place for the optimistic psychology of a 
Grand Supercycle degree peak to have its last stand” 
and added that the plan hit “a buzz saw that can only 
be described as the emerging fury of a bear market.” 
In late January, President Obama used the very same 
“buzz saw” term to describe its recent setback. It is no 
coincidence that it came as wave 3 down took hold 
and Massachusetts’s Republican candidate made up 
20 points in 20 days to win the seat of Teddy Kennedy, 
the most notorious tax-and-spender of the last 40 
years. 

One way or the other, politicians will get with the 
trend because government coffers are another area 
where the rebound barely registered. In fact, the first 
three quarters of 2009 were the worst on record for 
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state tax collections. This unprecedented breakdown 
in state and local revenue, which EWFF forecast in 
the January 2009 issue, is shown on the chart on the 
previous page of quarterly revenues. The average 
municipal bond price rallied back to within 3 cents 
of par, but the percentage of insured municipal bonds 
reflects the underlying deterioration. The total is down 
from 60% in 2007 to just 9%. Recent downgrades 
to California, Arizona and Illinois are the front edge 
of the Great Muni Bond Blow-up. State deficits 
will surely surpass the $350 billion shortfall now 
generally estimated for 2010, as states and cities 
battle deteriorating tax revenues and pension fund 
destruction. To make matters worse, public pension 
funds, such as the one run by the State of Wisconsin 
Investment Board, just approved a plan to borrow up to 
20% of its total assets to buy more bonds. Eventually, 
public pension payouts will have to come down. After 
bottoming at just under 5% in October, the Bond 
Buyer Muni Bond Yield is at 5.39%. It should head 
much higher, certainly beyond the October 2008 peak 
of 6.78%. The city of Chicago just saved about $2 
million by cancelling the big July 4th fireworks. Many 
cities will cut more basic services, but the defaults will 
come anyway. 

cULtURAL tREnDS  
One of the most important political results of a bull 
market is the trend toward political freedom. The 
beneficial effects of a Grand Supercycle bull market 
were first shown on page 272 of The Wave Principle of 
Human Social Behavior. This updated chart of liberal 
democracies and the Dow shows what happened as the 
wave b rally from 2002 to 2007 produced one more 
all-time peak in the Dow Jones Industrial Average: 
The number of countries Freedom House classifies as 
“free” rose to a new all-time high of 90. But just as 
stocks struggled higher in the 2000s, the number of 
liberated democracies slowed dramatically. A slight 
tick down, from 90 to 89 “free” countries in 2009, 
confirms what we said here last month: The social 
effects of the bear market are mostly still to come.  

Like the internal economic and market weakness 
that marred the Dow’s record run into 2007, political 

freedom deteriorated substantially even as the record 
total arrived that year. According to Freedom House, 
2009 was “marked by intensified repression against 
human defenders and activists in 40 countries.” It 
was the fourth straight year of increased repression, 
“the longest stretch of civil rights setbacks” in 40 
years. The number of electoral democracies also 
peaked in 2005/2006 at 123, and repression escalated 
in Iran, Venezuela, Russia and Vietnam. In 2009, 
several countries, such as Bahrain, Jordan, Kenya 
and Kyrgyzstan, which “had been registering positive 
trends,” entered declines. Freedom House reports 
that “the most powerful authoritarian regimes have 
become more influential in the international arena 
and more uncompromising.” Here again, a coincident 
social indicator confirms that a reversal is in place. By 
the end of the last bear market of Supercycle degree 
(in inflation-adjusted terms), the free world was 
challenged by one authoritarian regime after another, 
as Mussolini, Hitler, Japan’s military, Stalin and Mao 
gained control over vast portions of the planet. The 
latest pullback from freedom is a small step in that 
direction.  

WINDY WINTER RAIN...
MY SILLY BIG UMBRELLA

TRIES WALKING BACKWARD
—SHISEI-JO


