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Playing U.S. Fed Interest Rate Policy
Claymore/AlphaShares China Real Estate ETF (TAO-NYSE)
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Last month Chairman Ben Bernanke of the U.S. Federal Reserve, which sets short-term interest rates
in the U.S., indicated the Fed will keep money as "easy" as possible, for as long as possible. We
believe interest rates will likely remain below 1% for longer than anyone believes. This will create
new bubbles - the collateral damage of his efforts to fix the U.S. economy.




So we have to ask the obvious question — if rates do stay low “to0” long where will new bubbles form? One smart
analyst we like to follow believes there's an obvious answer ... Hong Kong.

The Hong Kong dollar is pegged to the U.S. dollar. Because of the specific way the Hong Kong dollar is pegged
(through a "currency board"), Hong Kong is stuck with whatever the U.S. policy is on interest rates. Of course U.S.
interest-rate policy might not always be the right policy for Hong Kong. If Hong Kong and China are soaring, low
interest rates in Hong Kong might not make sense. But that currency board is a "straightjacket" for Hong Kong.

Will Hong Kong try to get out of the straightjacket? Apparently not. Asked about it earlier this summer, the Hong
Kong Monetary Authority responded: "We have no plan to alter the USD/HKD peg as the currency regime has been
effective."

Whenever the U.S. Federal Reserve has dramatically cut short-term interest rates to well below long-term interest
rates, there's been a strong affect on the Hong Kong stock market's performance. Specifically, when the spread
between short-term interest rates and long-term interest rates was wide — that is, when one-year Treasury bond
rates were more than two percentage points below 10-year Treasury bond rates, 40 years of historical data
suggests a strong correlation that one can take an advantage of.

Obviously past performance is no guarantee for future returns - but it’s the logic that's most important here. Whether
it's appropriate to make an investment decision is beyond the scope of this report, as there are simply too many
variables and unknowns involved. Still, especially for our American cousins, this may offer another way to hedge
U.S. dollar weakness.

So, let’s take a look at what history tells us. Over the last 40 years the Fed cut rates to these low levels four times ...

The spread got wider than two points in late 1970. For those who bought into the Hong Kong stock market when the
spread got wide, they enjoyed an eight-fold gain in 27 months.

The Fed cut rates again in late 1984 and in mid-1991. In both of those cases, if you'd bought when the spread got
wide, you'd have made three times your money in Hong Kong stocks — again in three years or less.

The spread got wide again in mid-2001 after the tech-wreck. In that case the market didn't bottom until 2003, but
then it did go on to double.

Date of Signal Gain Months
11/30/1970 717% 27
9/28/1984 293% 36
5/31/1991 221% 31
7/31/2001* 13% 31

*For the last signal, the market didn't bottom until 2003.

So, in three out of four cases, you'd have made about three times your money, and as much as seven times your
money, in three years or less.

In the last year the U.S. interest-rate spread has widened to a record amount. In April of this year, the spread went
to around 3.5 percentage points. A month later, the Hong Kong stock market hit a low for the year and has rallied.

While you could buy the overall Hong Kong stock market, the best value in Hong Kong appears to be in property
stocks. Hong Kong property companies aren't like U.S. property companies in that they aren't heavily indebted.
Hong Kong's stock market has always been dominated by property-heavy conglomerates.

These Hong Kong developers are in a unique position. They can borrow money at ultra-low U.S.-type interest rates
because of their currency system, and they put that money to work in the world's fastest growing economy. Right
now, most Hong Kong property developers are trading at a 30% discount to net asset value.

One interesting way to play the sector is through a basket of these developers through an exchange-traded fund
called the Claymore/AlphaShares China Real Estate Fund (TAO-NYSE) — pictured on page one. The stocks in this
fund are cheap. According to Bloomberg, the average price-to-earnings ratio of the portfolio is 7.65.



Technically, we see a long base being formed with the key 80-week longer term moving average (MA) offering
strong rising support — now at US$16.00. Price is above all our key MAs and is nearing the top of the one-year
trading range. A move through US$20 would suggest a breakout move to test historical highs from early, pre-crash,
2008.

It might not be the most obvious trade - that a high-return, low-risk way to take advantage of the Fed's forced
interest rate policy is to buy Hong Kong property developers - but it makes perfect sense — and history shows huge
gains are possible.
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