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The best economist is one who can explain
very well what he doesn’t know

“We used to think that revolutions are the cause of change.
Actually it is the other way around: change prepares the
ground for revolution.”

Eric Hoffer

“The price of apathy towards public affairs is to be ruled by
evil men.”

Plato

“Worse than apathy is defeatism. The defeatist recognizes
the problem that the apathetic person doesn’t see, yet has
convinced himself that there is nothing he can do and
therefore washes his hands of all responsibility.”

Laurence Overmire

“When the same man, or set of men, holds the sword and
the purse, there is an end of liberty.”

George Mason

“Whenever a people ... entrust the defense of their country
to a regular, standing army composed of mercenaries, the

power of that country will remain under the direction of the
most wealthy citizens.”

A framer of the Constitution

“Anyone who has ever struggled with poverty knows how
extremely expensive it is to be poor.”

James Baldwin



INTRODUCTION

The historian Will Durant wrote:
“The relative equality of Americans
before 1776 has been overwhelmed
by a thousand forms of physical,
mental, and economic
differentiation, so that the gap
between the wealthiest and the
poorest is now greater than at any
time since Imperial plutocratic Rome.
In progressive societies the
concentration (of wealth) may reach
a point where the strength of
numbers in many poor rivals the
strength of ability in the few rich;
then the unstable equilibrium
generates a critical situation, which
history has diversely met by
legislation redistributing wealth or by
revolution distributing poverty.”
Durant’s The Lessons of History
appeared in 1968. (A mere 102 pages
in length, I consider it one of the best
history books ever written, along
with another very short book,
Jérome-Adolphe Blanqui’s Résumé de
Ihistoire du commerce et de I'industrie.)
President Abraham Lincoln wrote

in 1864:

[ see in the near future a crisis
approaching that unnerves me
and causes me to tremble for the
safety of my country. As a result of
the war, corporations have been
enthroned and an era of
corruption in high places will
follow, and the money power of
the country will endeavor to
prolong its reign by working upon
the prejudices of the people until
all wealth is aggregated in a few
hands and the Republic is
destroyed. I feel at this moment
more anxiety for the safety of my
country than ever before, even in
the midst of war. God grant that
my suspicions may prove
groundless.

Oswald Spengler’s Der Untergang
des Abandlandes was first published in
1918. According to Spengler, the
Western world was then living in the
wintertime of the Faustian
civilisation. Spengler believed the
Faustian civilisation to be one where
the populace constantly strives for

the unattainable — making Western
man a proud but tragic figure, for,
while he strives and creates, he
secretly knows that he will never
reach his actual goal.

My point in quoting the above is
to acknowledge that “gloom and
doom” is not a new phenomenon; it
has always existed to some degree.
But this fact should not distract us
from trying to navigate through the
current economic and financial
minefield with the aim of preserving
our capital. Thankfully, we have
experts such as US Agriculture
Secretary Tom Vilsack and economist
Paul Krugman to provide us with
practical solutions to our current
problems. According to Mr. Vilsack,
the reason why so many people are
on food stamps is because the
administration has done such a great
job of helping the states get the word
out about the decades-old program.
He further pointed out that “when
you talk about the SNAP program
(Supplemental Nutrition Assistance
Program) or the food stamp program,
you have to recognize that it’s also an
economic stimulus. Every dollar of
SNAP benefits generates $1.84 in the
economy in terms of economic
activity. If people are able to buy a
little more in the grocery store,
someone has to stock it, package it,
shelve it, process it, ship it. All of
those are jobs. It’s the most direct
stimulus you can get in the economy
during these tough times.”

I think Vilsack is really on to
something meaningful. I would
suggest that if all my readers — in
fact, the entire US population —
used SNAP stamps to buy
Champagne, caviar, and marijuana,
the prevailing mood of gloom and
doom would disappear instantly. The
economy would expand, and even
boom, as consumer sentiment — in
particular, about future expectations
— would soar (see Figure 1). And I
am not joking, since this is what Mr.
Krugman is also suggesting (see New

York Times, August 12, 2011):

Check out the opinion page of
any major newspaper, or listen to
any news-discussion program, and
you're likely to encounter some

self-proclaimed centrist declaring
that there are no short-run fixes
for our economic difficulties, that
the responsible thing is to focus
on long-run solutions and, in
particular, on “entitlement
reform” — that is, cuts in Social
Security and Medicare. And when
you do encounter such a person,
you should be aware that people
like that are a major reason we'’re
in so much trouble. [Bertrand
Russell: “A stupid man’s report of
what a clever man says is never
accurate because he unconsciously
translates what he hears into
something he can understand” —
ed. note.]

For the fact is that right now
the economy desperately needs a
short-run fix. When you're
bleeding profusely from an open
wound, you want a doctor who
binds that wound up, not a doctor
who lectures you on the
importance of maintaining a
healthy lifestyle as you get older.
When millions of willing and able
workers are unemployed, and
economic potential is going to
waste to the tune of almost $1
trillion a year, you want policy
makers who work on a fast
recovery, not people who lecture
you on the need for long-run fiscal
sustainability.

Unfortunately, giving lectures
on long-run fiscal sustainability is
a fashionable Washington
pastime; it’'s what people who
want to sound serious do to
demonstrate their seriousness. So
when the crisis struck and led to
big budget deficits — because
that’s what happens when the
economy shrinks and revenue
plunges — many members of our
policy elite were all too eager to
seize on those deficits as an excuse
to change the subject from jobs to
their favorite hobbyhorse. And
the economy continued to bleed.

What would a real response to
our problems involve? First of all,
it would involve more, not less,
government spending for the time
being — with mass
unemployment and incredibly low
borrowing costs, we should be
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rebuilding our schools, our roads,
our water systems and more. It
would involve aggressive moves to
reduce household debt via
mortgage forgiveness and
refinancing. And it would involve
an all-out effort by the Federal
Reserve to get the economy
moving, with the deliberate goal
of generating higher inflation to
help alleviate debt problems
[emphasis added].

short-term stimulus fail to
mention that raising the debt
ceiling by $900 billion permitted
the administration to increase
current spending.... What we
need most is confidence in our
future. That calls for:

e Reducing corporate tax rates
permanently to encourage

asset”. (Krugman must have been an
advisor to Fannie Mae, Freddie Mac,
AIG, Lehman, Countrywide
Financial, etc.)

However, as Allan Meltzer (see
Wall Street Journal of August 12,
2011) argues:

Advocates of more short-term

stimulus make several
fundamental mistakes. One is
excessive attention to near-term

data and neglect of the longer
term. The Fed almost never
discusses the longer-term
consequences of its actions. That’s
a mistake. Short-term forecasts,
including theirs, are subject to
large errors.

Certain economists demand
more stimulus at every
opportunity. They castigate the
president for agreeing to budget
cuts and predict terrible
consequences. Yet any current
spending reductions are small, and
their effect will be like a rounding
error in gross-domestic-product
figures. Most of the budget
reductions are in the future and
may or may not occur after the
2012 election. Proponents of

Krugman is the same economist
who wrote: “If we discovered that
space aliens were planning to attack
and we needed a massive buildup to
counter the space alien threat and
really inflation and budget deficits
took secondary place to that, this
slump would be over in 18 months.
And then if we discovered, oops, we
made a mistake, there aren’t any
aliens, we’d be better.” In 2001, he
was a leading proponent of creating a
housing bubble to get the economy
moving, and in 2009 he argued that
“a new bubble now would help us out
a lot even if we paid for it later”. He
also opined that “the overall level of
debt makes no difference ... one
person’s liability is another person’s

investment (paid for by closing
loopholes).

¢ Agreeing on long-term
reductions in entitlement
spending.

e A five-year moratorium on
new regulations affecting energy,
environment, health and finance.

e An explicit inflation target
between zero and 2% to force the
Fed to pay more attention to the
medium term and to increase
public confidence that we will not
experience runaway inflation.

Krugman makes a good point

when he says: “When you’re bleeding
profusely from an open wound, you
want a doctor who binds that wound
up, not a doctor who lectures you on
the importance of maintaining a
healthy lifestyle as you get older.”
Unfortunately, the US economic

Figure 1 Consumer Sentiment Index, 2000-2011

Source: Ed Yardeni, www.yardeni.com, University of Michigan Survey Research Center
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system isn’t bleeding profusely from
an open wound; rather, it is suffering
from an almost complete disability
because of repeated Krugman-type
“quick fixes” over the last 15 years or
so, which were designed to treat the
symptoms of disease instead of
thoroughly healing it. As Meltzer
argues, policy makers, and in
particular the Fed, devoted excessive
attention to near-term data and
neglected — and still do neglect —
the long-term consequences of their
expansionary monetary policies.
Krugman also seems to have
neglected the long-term
consequences of “more, not less
government spending for the time
being” (higher fiscal deficits) and of
the Fed “generating higher inflation
to help alleviate debt problems”. I
should add that Dallas Fed president
Richard Fisher is another critic of US
fiscal policies: “I think I have made it
pretty clear today that [ believe what
is restraining our economy is not
monetary policy but fiscal
misfeasance in Washington.”

Sadly, the socialist Obama, the
money printer Bernanke, and
Keynesians such as Krugman will
likely have their way, since even
Republicans seem to be attacking
those politicians who are displaying
any common sense, such as Texas
governor and presidential candidate
Rick Perry who has “dared” to
criticise Mr. Bernanke’s monetary
policies. Speaking recently in lowa,
he told the audience: “If this guy
prints more money between now and
the election, I dunno what y’all
would do to him in [owa, but we
would treat him pretty ugly down in
Texas. Printing more money to play
politics at this particular time in
American history is almost
treacherous ... err ... treasonous in
my opinion.”

As can be expected in morally
superior and politically correct
Anmerica, a former Bush White House
aide asked Perry to issue a retraction
and an apology. (The Bush clan,
including Karl Rove, don’t belong to
Mr. Perry’s fan club.) Naturally,
President Obama also criticised Perry,
after finishing a round of golf and
installing a teleprompter in the

caddies’ daytime room to prove his
solidarity with the working American
population, upon which Perry
retorted: “Yesterday, the President
said I needed to watch what I say. |
just want to respond back, if [ may.
Mr. President, actions speak louder
than words. My actions as Governor
are helping create jobs in this
country. The President’s actions are
killing jobs” (as quoted in the always
informative and entertaining King
Report, kingsupport@arborresearch.
com).

I think that most businessmen, and
Allan Meltzer, would agree with the
view that cumbersome and growing
regulation is stifling business. Meltzer
wants a five-year moratorium on new
regulations affecting energy, the
environment, health, and finance.
What the US really needs is a 50% cut
in government spending, far less
regulation, and simplification of the
murky commercial laws (including tax
laws) in all sectors of the economy.
Jamie Dimon, CEO of JP Morgan
Chase, also expressed his concerns to
Mr. Bernanke: “I have this great fear
that someone’s going to write a book
in 10 or 20 years, and the book is
going to talk about all the things that
we did in the middle of a crisis that
actually slowed down recovery.” [ am
certain that someone will write such a
book, and that it won’t be very
complimentary in its views on the
Fed, the US Treasury, the SEC,
Congress, and the last two Presidents.

Personally, I wonder why Perry
should apologise to anyone.
Additional money printing will
weaken the US dollar even more and
boost commodity prices, which will
in turn be detrimental (treasonous)
to US military power and prestige
around the world.

There are many reasons to be
extremely concerned about the over-
regulated and over-indebted
countries of the developed world, and
about their ill-conceived economic
policies, which may possibly “fix”
problems in the short run but will
also have unexpected and unpleasant
longer-term consequences. | have
explained in the past how easy
monetary policies have contributed
to the growing wealth and income

inequality. Dhaval Joshi of The Bank
Credit Analyst argues that “evidence
suggests that QE cash ends up
overwhelmingly in profits, thereby
exacerbating already extreme income
inequality and the consequent social
tensions that arise from it.... The
shocking thing is, two years into an
ostensible recovery, [UK] workers are
actually earning less than at the
depth of the recession. Real wages
and salaries have fallen by £4bn.
Profits are up by £11bn. The spoils of
the recovery have been shared in the
most unequal of ways....” This
inequality has likely contributed to, if
not caused, social unrest. (Joshi
points out that real wages — adjusted
for inflation — have fallen in both
the US and UK, where QE has been
a key tool for boosting growth. In
Germany, meanwhile, where there
has been no quantitative easing, real
wages have risen.)

[ should mention that there are
many reasons why, throughout
history, there have been periodic
outbursts of social unrest. However,
the underlying reason is always
economic — that is, as Durant noted,
when the concentration of wealth
reaches a point where the strength of
numbers in many poor rivals the
strength of ability in the few rich,
what then follows is a redistribution
of wealth “by revolution distributing
poverty”.

A vyear ago, [ wrote about my very
smart friend Daniel Herr who,
because of his concerns about social
unrest in large urban agglomerations,
had just moved from Chicago to
Sioux, in South Dakota, where he
had bought some farms (see GBD
report of September 2010). [ have
repeatedly recommended owning
some property (farmland, timberland,
plantations, etc.) in remote areas, not
only as a store of value but also as a
“safe house” if social unrest should
break out. My friend Mac Overton
has informed me that, according to
the Chicago Federal Reserve,
farmland values in the Seventh
Federal Reserve District had climbed
at the end of the second quarter of
2011 by 17% from their level of a
year ago (see Figure 2 and Table 1).
According to the Chicago Fed, “at 17
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Figure 2 Year-over-Year Changes in Seventh District Farmland
Values, by Quarter, 2001-2011
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Table 1

Percentage Change in Dollar Value of “Good” Farmland

TOP: April 1, 2011 to July 1, 2011

BOTTOM: July 1, 2010 to July 1, 2011

April 1, 2011 July 1, 2010
to to

July 1, 2011 July 1, 2011
lllinois +3 +19
Indiana +5 +21
lowa +3 +20
Michigan +3 +12
Wisconsin +4 +8
Seventh District +4 +17

August 2011

Source: The Agricultural Newsletter, from the Federal Reserve Bank of Chicago,

percent, the year-over-year increase in
the value of District farmland for the
second quarter of 2011 was the largest
recorded since the 1970s”. This
increase in farm values compares well
with US stock prices, which are down
over the same period. According to
Opverton, “since the beginning of
2000, farmland prices in the Seventh
District (Illinois, Indiana, lowa,
Michigan and Wisconsin) are up over
150%. So for legacy farmers, they
have become increasingly wealthy.
However, for those wanting to invest
nowl,] yields on farms are compressing
and are increasingly reliant on future

grain prices. In real price terms, farm
prices are nearing the peaks that they
saw in the late 1970s, but this time
farmers and the bankers appear to
have been much less aggressive in
bidding up prices via leverage. For
example, the loan to deposit ratio for
agricultural banks currently is at 70%
versus 78% in 2006.”

[ am not writing here about
farmland because of the potential for
future capital gains on the
investment, but because I think that
investors need to focus far more on
“safe” investments in a world where
social, political, and geopolitical

tensions are rising. Grant Noble, who
publishes regular, courageous (I am
always worried that some evil
politician will “take care of him”),
and entertaining missives about
political and economic trends in the
US (gnoble@shcglobal.net), recently
had this to say about the potential for
unrest in the US:

When have major riots started by
blacks occurred in America?
Precisely at the time Black
Expectations were at their highest
and then dashed. The riots in
1943 in Harlem, Detroit and Los
Angeles came during the greatest
advance of blacks since the Civil
War. The riots of 1965-68 started
with the highest income blacks in
Los Angeles and after the Civil
Rights and “Great Society”
legislation. The 1992 Los Angeles
riots finished off what the Watts
riots of 1965 had started — wiping
out the greatest concentration of
home owning blacks in the
country. 20 years of a black mayor
to 1972-92 had done nothing to
improve the lot of L.A. Blacks. A
black President has failed and
now the consequences will be felt
in every black area of the country.
“The Man” made Obama fails, not
his foolish policies. It’s time to
lash out and take what is
rightfully ours since the system
doesn’t work.

Perry argues that the President’s
actions are killing jobs, and Meltzer
urges the Fed “to pay more attention
to the medium term and to increase
public confidence that we will not
experience runaway inflation”.
Personally, I don’t think that the
economy is ailing because the public
is concerned about inflation. The
post-Second World War low for ten-
year Treasuries would suggest that the
public and investors fear a worsening
economy and deflation, but not
inflation (see Figure 3). However, |
agree with Meltzer about a loss of
confidence by the public in paper
assets, and in particular in equities
compared to hard assets. This may
seem like a contradictory statement,
because the record-low yield on
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Figure 3 David Rosenberg was Right: 60-Year Lows for Ten-Year Treasury Yield
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Figure 4 iShares $ High Yield Corporate Bond Fund, 2007-2011
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Figure 5 Sotheby’s Holdings, 2007-2011
Sothebys Holdings Inc. (BID) nvse
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Treasuries would suggest that there is
too much confidence in future
returns from government bonds. But
the record-low yields on longer-term
Treasuries (note, however, that the
30-year US Treasury bond yield is at
3.39%, up from the record low of
2.53% on December 8, 2008) may
relate precisely to a loss of confidence
in other paper assets. Investors are
liquidating bank deposits, money
market mutual funds, equities,
corporate bonds, etc. and, encouraged
by the Fed’s promise to keep short-
term rates close to zero until 2013,
they are rushing into ten-year
Treasuries. For example, lower-quality

corporate bonds have broken down as
Treasuries continued to rally (see
Figure 4). Similarly, my art-dealer
friend Kenny Schachter points out in
an excellent update about the art
market the poor performance of
Sotheby’s stock compared to the
buoyancy in the art market and
compared to the company’s record
earnings (see Figure 5). In the
October 2009 GBD report entitled
“When Assets Become Cash”, |
explained that assets would replace
cash as a store of value. (As an aside,
[ took issue at that time with the
negative views of Jon Najarian, who
maintained that gold, then selling at

* ok ok

a tad below US$1000, was a lousy
investment from a longer-term
perspective.)

What I like about Kenny is that
he is not a “financial man”. (His
background is in law.) In other
words, he has plenty of common
sense and looks at the world from a
practical point of view. Therefore, he
is not interested in beating a stock
index in relative terms, but strives
instead for capital preservation in
absolute terms. Since he is also far
more erudite and eloquent than I am,
[ shall allow him to share here his
views (with which I largely agree, I
should add).
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Gold and Picasso: Going Topless

Kenny Schachter, e-mail: mailto:schachter@mindspring.com

Sotheby’s (BID), the world’s largest
publicly traded auctioneer, said
second-quarter earnings rose 48% for
its best quarter ever, though the share
price is, at the time of this writing,
down over 40% since May 2011. It
has been repeatedly pointed out that
about every time the shares
experience such a decline (and
precipitous may be too gentle a
description in this instance), a spike
in the same direction for the art
market in general is all but certain.
That would not seem to portend a
happy fall season for the upcoming
spate of auctions, fairs, private treaty
sales, exhibits, etc, etc. More like a
happy fall in the loopy prices seen in
the market of late, like the purchase
for $250 million of a Cezanne
painting, The Card Players. Throw in
the downgrading of the USA — how
they deserve even an AA+ beggars
belief — if I performed as badly,
surely I'd struggle for a B—; the
imminent collapse of Europe; and the
summer sacking of the UK in riots
that witnessed mass pillaging and
worse. It was always clear that if
widespread hardship rendered people
unable to buy food, they’d ultimately
take it. Rice was among the items
depicted in the arms of London
looters. Thus, all the ingredients
would seem to be in place for the
ideal recipe for the death knell of the
art market as we know it.

Guess what? Not for the sake of
being a gratuitous contrarian, but I
am still bullish for the upcoming
2011-12 art market and foresee
records tumbling, not to the
downside but rather falling upwards
as new highs will be achieved before
there is any palpable correction.
Talking about fundamentals, the
factors fueling the recent frenetic art
market activities are only becoming
magnified in the face of such
worldwide jitters and uncertainty.
Shares? If 500-point intraday swings
don’t make you queasy, I am sure
there are some strategic opportunities
on the horizon. Currencies? I don’t
think anyone in their right mind

would proffer a guess as to the short-
term gyrations we are about to
experience, other than the Swiss
Franc seems poised to continue to
behave like a balloon freshly filled
with helium. Property? Still a mixed
bag, with only the best of the best in
the top regions performing, and there
are fewer top regions by the day.
Commodities? A whipsaw
investment not for the unwary as
speculation mounts about the
sustainability of China’s continued
growth, pressure on demand, and
spiraling costs. Interest rates seem to
reside full time in the doldrums,
unless you find zero an exciting
number. Cash is going to earn
negative returns for the next two
years according to Bernanke’s
statement last week, and bonds can’t
go much higher — and there is no
sovereign default risk with Picasso. In
a macro sense, the USA appears to be
morphing into the new Japan,
according to Bill Gross (more or less),
who runs the world’s biggest bond
fund at Pacific Investment
Management Co., quoted on
Bloomberg.com. Such a grim scenario
gives new meaning to the “gloom”
and “doom” in the title of the Gloom,
Boom and Doom Report, which
perhaps should consider dropping the
“boom” in favor of a few extra
heaping portions of “gloom” and
“doom”.

But every cloud has a gold lining,
if you are an art collector or holder of
physical gold, which seems to have
been going topless all summer.
Where will it stop? I can imagine
$2,400 to $2,800 an ounce in the
short term, in the same fashion as |
can comfortably accept that sooner
rather than later the $250 million
Cezanne record will be eclipsed,
pushing further into the clouds the
stratospheric value placed on
unrepeatable trophy art. Gold equals
Picasso, and Picasso = gold. Picasso is
the measure of value against which
all else in the art market is compared,
not to mention Warhol hasn’t been
faring too badly either, thank you

very much. Let us put to rest the
notion that art is an erudite,
unknowable, illiquid vehicle seen as a
frivolous pursuit of the wealthy to
impress their friends. Previously I
would have said it was a pastime led
by the Greenwich, Connecticut
hedge fund elite, but markets and
investigations have pretty uniformly
battered them all of late. Art is a
store of value, a systematic,
objectively (for the most part)
measureable asset class viewed in
such a way by more and more
collectors, investors and institutions,
even. As a whole, art has never been
as liquid, global and covetable as it is
now, from China to Brazil, New York
(still) to Russia, and India and
Europe (still). These are good times
for art and will continue to be so, for
at least the next year or two. Barring
some unforeseen, unspeakable
tragedy, all things art will trend up,
but even a cataclysmic event can add
to art’s allure. People want art so
badly nowadays they are literally
prepared to steal it; there’s been a
spate of art thefts, it’s that desirable.
Some rather curious art world
manifestations (shenanigans?) that
have come to light recently are the
notion of a Special Purpose
Acquisition Company (SPAC) to list
on the London Exchange’s AIM,
somehow involving art works and
SplitArt, an actual art exchange to
buy and sells shares in specific works
of art. In their own (not entirely
convincing) words: “SplitArt will
operate the first regulated market for
art, indeed the company is in the
application process to obtain its
license from the CSSF (financial
sector supervisor of Luxembourg) and
thus establish an electronic trading
platform for art securities (MTF
Multilateral Trading Facility) that
will offer a wide audience access to a
new transparent and potentially
liquid market with low transaction
costs.” [ am not so sure how many
people would be lining up to have
their Picassos fractionalized like a
time share in Florida, but one you
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can’t use for holidays. But stranger
things have happened. Also, there
are more and more funds with
tangible collectibles as the core of
their holdings, like cars and wine,
and more banks willing and eager to
jump on board, from lending facilities
to advisory services. These are all
telltale signs of a maturing market

In the same way that Kenny
Schachter sees the fact that Sotheby’s
stock has sold off, despite record art
prices, as evidence of a loss of faith in
paper assets, gold investors have been
puzzled by the poor performance of
gold shares compared to the price of
physical gold (see Figure 6). But upon
closer analysis, the underperformance
of gold equities, and in particular of
gold exploration companies, is logical
(see Figure 7). Investors are buying
physical gold as an insurance against
a complete systemic collapse. In a
complete implosion of the financial
system, gold exploration companies
will not be able to raise the necessary
capital to develop their deposits.
Companies will delay new projects,
thus reducing additional supplies.
Lower additional gold supplies will be
supportive of the physical gold price
but negative for the exploration
companies. | agree with the majority
of gold investors that gold shares are
now inexpensive compared with the
gold price. And therefore, existing
gold and silver producers will at some
point increase their acquisition
activities and take over gold
exploration companies instead of
spending funds on their own
exploration activities. However, from
my involvement with exploration
companies, my sense is that for now
the large, and currently highly
profitable, mining conglomerates are
in no hurry to acquire exploration
companies and that they will wait for
further stock price declines among
exploration companies. This is one
reason why I doubt the S&P 500 will
decline to 400, as the super-bears
maintain. Corporate America is
currently extremely cash rich (see
Figure 8). Now, I am not saying that
cash in the corporate sector and

with wider breadth and acceptance
than at any prior stage in history. In
my estimation, the plethora of new
art initiatives, even the far-flung and
unorthodox, is ineluctable evidence
of the concept that art is more, much
more, than a pretty picture. In effect,
art is flying off the shelves faster than
electronics in a London melee. We

* ok ok

are in an age of art’s rising economy;
call me the voice of “boom” amidst
the chorus of “gloom” and “doom”.
The right art is a safe harbor in
today’s rocky waters and a great
place to dock cash.

www.RoveCars.com
www.RoveTV.net

Price, 2007-2011

Figure 6 Performance of Newmont Mining Relative to Physical Gold
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among wealthy individuals won’t
continue to increase for some time.
(Private banks around the world are
loaded with cash.) At some point,
with zero interest rates, cash will flow
back into new businesses and into
assets. However, given the poor
global economic outlook, I doubt
that corporations and investors will
look at starting many new businesses
or increase their capital expenditures.
Much more likely is that the cash-
rich corporate sector will acquire
existing businesses through mergers
and takeovers for cash at relatively
depressed valuations in order to
reduce capacity and competition and
allow the merged companies to
increase prices.

The big question, however, is
whether there will be a time when
investors who have a heavy exposure
in hard assets will need to convert
those hard assets into equities. I don’t
think we have reached that point yet,
by any stretch. Sure, there will come
a day when gold, silver, and Picassos
will be significantly overvalued
compared to equities. But if I look at
the performance of gold compared to
the S&P 500, I actually think that
the move out of equities into gold is
in its infant phase and that it could
last for several more years (see
Figure 9). In this respect, it is
important to understand that
individual investors have grown
increasingly disenchanted by the
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Figure 7 Gold Exploration Companies ETF Relative to Gold Price,
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corruption and irregularities in the
securities industry. I am always
somewhat sceptical about
whistleblowers. But so many of them
have come forward reporting abuses
at the rating agencies, security firms,
sub-prime lenders, and even the
Securities and Exchange
Commission, that there must be at
least some truth to all the allegations.
An article by Matt Taibbi in the
August 17, 2011 issue of Rolling Stone
is a damning indictment of the SEC.
After all, the SEC is supposed to
safeguard the integrity of the
financial sector and protect investors
from abuses. Individual investors also
suspect market manipulation, and are
infuriated by what they perceive to
be excessive executive compensation,
and by the close relation between
Wall Street, the lobbyists, and
Washington. Unmistakably,
individuals’ enthusiasm for equities,
which accompanied the bull market
of the 1980s and 1990s and was
followed by some apprehension and
misgivings between 2001 and 2007,
has been replaced by distrust of, and
disgust with, the entire financial

Figure 8 Non-financial Corporations’ Liquid Assets as a Percentage of Short-term Debt, 1952-2011
70 70
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sector. Therefore, as I indicated
above, the move into tangible assets
could last for quite some time. Still,
we need to be mindful that at some
point a move back into equities and
real estate will occur.

Regular readers of this report will
remember my friend George
Karahalios, who warned about the
US real estate market in 2006 and
2007, and recommended purchasing
gold at the time. (I last discussed his
views in the June 2011 GBD report
after [ visited with him and his
entrepreneur friends in Laguna
Beach.) George is neither teaching at
a university nor working at one of the
Federal Reserve banks, which endows
him with common sense and business
acumen. He is also a deep thinker
and is extremely smart. According to
him, buying into the gold argument
took him “a few years to become
comfortable with because gold can be
a very emotional investment until a
person intellectually recognizes what
makes gold so valuable. Conversely,
selling gold is equally an intellectual
endeavor because owning gold
becomes an emotional obsession for
many investors. Not for me!

As a pure businessman and
private investor, | have no
compliance department to whom I
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Figure 9 Gold Price Relative to the S&P 500, 1980-2011
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must answer or vested interest which
I must protect. Instead, my mind and
my spirit are directly connected to
my agnostic pocketbook.”

In the following report (well
worth a read), George contemplates

* ok ok

When Is Gold Too Precious?
Plotting a Future Gold Exit Strategy

George Karahalios, e-mail: moveoverwarren@yahoo.com

The discipline of successful investing
includes not only the courage and
patience to lay stakes near bear
market bottoms when assets can
linger far below their intrinsic value,
but also the preparedness and
conviction necessary to sell assets
when they surpass fair worth, often at
climatic tops. Far too many investors
are one-dimensional, committing
themselves to just a single asset class
which they cannot rationally analyze
because they have become too
emotionally attached. Logical
investors realize that dreams rarely
materialize as scripted and are often

derailed by unforeseen circumstances.
In the gold bug’s dream, the
perfect time to sell gold will be easy
to spot: while humanity is starving
itself to death through its own
ineptness, society will have
righteously dedicated a vast amount
of its resources to procuring every
viable ounce of gold and silver from
beneath the earth’s surface. In
relation to gold, everything would be
astoundingly cheap. Gold would be
recognized as the ultimate currency,
providing gold bugs with both an easy
exit from gold and a closure to a
lifelong pursuit of justice — a justice

the circumstances that would push
him to part with his gold, and
identifies why it is so important to
have an exit strategy in a world of
“money-printing maniacs”.

that would be administered against a
corrupt fiat monetary system that
painstakingly punishes frugal savers
in favor of free-spending debtors,
hard-working producers in favor of
lavish consumers, and honest laborers
in favor of crony capitalists, elitist
politicians, and sundry special
interests sporting their agendas.

THEORETICALLY THINKING

While today’s dogmatic political,
economic, and monetary leaders
might yet deliver to gold bugs their
ultimate fantasy, investors would be
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better served by considering precisely
what drives capitalists to own gold
and by charting a reasoned exit
strategy for when those circumstances
might change. Before making a gold
investment, it is paramount to
embrace the belief that gold is a store
of value, as evidenced by thousands
of years of history in which gold has
been used as money. To believe
otherwise would suggest that gold is
just another speculative gamble
which can randomly boom and bust,
as Fed Chairman Bernanke recently
implied in an exchange with
Congressman Ron Paul.
Congressman Paul retorted that it
is curious that it is central bankers,
who are in the business of money,
that have historically been among
the greatest hoarders of gold. Fed
Chairman Bernanke coyly dismissed
this peculiar stock-piling behavior as
mere “tradition,” perhaps like
something that might be found in a
superstitious ritual. Yet social
scientists sometimes recognize
tradition as a source of knowledge —
wisdom handed down from
generation to generation as a survival
technique. It is no coincidence that
gold has been recognized as money
over time because it demonstrates the
inherent qualities of an ideal
currency: classically this has been
defined as any good that serves as a
unit of account which is easily
identifiable, is a good store of value
in the sense that it is not easily
replicated, and is a generally accepted
medium of exchange in transactions.
While intermittently central
bankers appear to be Houdini-like in
their ability to deceive the public
into embracing a particular fiat
money as that medium, it is other
goods that function as better inter-
temporal stores of value. When the
fraud of an easily created fiat money
is finally exposed, nothing has
restored public confidence to the
banking system better than gold and
silver for these are the time-tested
monies of the free market. This fact
has not been lost on money-peddling
central bankers who engage in the
“tradition” of hoarding gold to ensure
the ultimate survival of their trade.
When might the relative value of

a “stable” money dramatically
increase?! The answer is self evident
— during times in which everything
else proves unstable! Many disruptive
actions or conditions can induce
unrest in the world: war, natural
disaster, plague, famine, or even mass
psychosis (some religions). Also,
money can gain appeal when
politicians meddle with the free
market through excessive taxation,
massive regulation, and invoke
special purpose subsidies. Most of
these shenanigans are hard to hide;
though sometimes they do occur in
conjunction with exogenous events.

[t is only when resource
misallocation occurs on a
monumental scale, usually through
perpetual money printing, that the
value of money can become totally
mispriced. This is because capitalists
cannot clearly decipher between
healthy, real demand for a product or
service and the illusory demand
induced by money-printing episodes.
A money-printing escapade becomes
particularly dangerous when a macro
circumstance evolves and masks the
resource misallocation — something
like today’s currency wars.

If a debt bubble is allowed to form
as a consequence, the stage is then
set for additional money printing
designed to alleviate the
unsustainable debt burden. Further,
this weakens the morale of the
population and makes people
extremely susceptible to the
disruptive actions cited above
because a weakened culture is less
prepared to handle exogenous events
and may resort to desperate actions
such as laying the blame elsewhere,
persecuting specific peoples, or even
to going to war against foreign
competition. Anything is tried in
order to alleviate the immense pain
brought about by excessive mal-
investment. Such a virtual cycle only
works to further reinforce the allure
of truly stable money —
traditionally, that money has been
gold.

This is not to say that a fiat-based
monetary system like Bretton Woods
cannot succeed. In theory, a tightly
regulated environment in which the
money supply grows at a controlled

rate might replicate the advantages of
a gold standard yet retain the
flexibility necessary to employ
national trade strategies against
competing nations who might
attempt to tweak free market forces.
As long as the money supply grows at
a rate commensurate with true
economic growth, incomes should
increase at a rate proportionate to the
growth in debt, and consequently,
the level of debt will be very
serviceable. Unregulated fractional
reserve banking offers temptations to
lenders, rulers, politicians, and
cronies which the human animal
simply cannot resist — especially
when the chief regulator (the Fed)
becomes derelict in its duties by
either miscalculating or turning a
blind eye. In the end, poorly
regulated fiat monetary systems can
spin out of control, spawning debt-
pyramids that result in a chaotic
series of asset bubbles and busts that
torment the average household.

TODAY’S ECONOMIC AND
POLITICAL REALITIES

Debt is now the cornerstone of every
relationship — relations among
family members, vocational groups,
local citizenry, equity and bond and
commodity markets, and now even
relations among nations! In the
Western world the problem is now
very clear: there is simply not enough
income to service the debt burden. In
the US in particular, the debt-to-
GDP ratio will soon approach 400%,
and that’s excluding tens of trillions
of dollars of potential entitlements
owed. In lieu of tackling the problem,
the US government has chosen to
prop up bad debt, run huge deficits,
and redirect valuable capital to itself
at a time when the country
desperately needs effective
investments. As a consequence,
things more like money (M1) are in
short supply relative to things that
foster debt (John Williams’
reconstructed M3), and in response
the Fed feels compelled to intervene
with an arsenal of monetary weapons
(things that make you ask, “WTF?”).
Fed Chief Bernanke denies that he is

monetizing the debt and promises to
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shrink the Fed’s balance sheet at an
“appropriate time” (apparently
sometime after mid 2013). By
refusing to purge the debt, he is left
with no other option but to print
because it’s all about the debrt, stupid!

Currently, the debt pyramid is
cracking throughout the EU where
the banking system is on the verge of
collapse. The bank balance sheets are
laden with questionable sovereign
obligations from fellow EU members
like Portugal, Ireland, Spain, Greece,
and now Italy — all of whom are
overleveraged and unable to repay.
Unlike the US where there is both a
complete political, economic, and
monetary union, the EU is made of
disparate members who are united
only by a common currency. So while
the US Fed is usually quick to print,
sometimes the ECB dithers as
economically responsible members
such as Germany contemplate the
benefits of bailing out its profligate
monetary allies. As sovereign risks
increase, the interest rates demanded
of these nations by the marketplace
increase too. The situation is further
complicated now that the credit
agencies are under pressure to address
deteriorating ratings a priori, rather
than to dishonestly rubber stamp
AAA as had been the practice.

These bond market flare-ups have
not gone unnoticed by the equity
markets where many indices have
corrected by 15-20%. This is
particularly a threat to US economic
growth because an asset-dependent
economy made up of paper shufflers is
likely to falter if the equity markets
swoon too much. Eventually, the
ECB caved and now believes it has
forcefully responded to stem the
crises with the equivalent of a
sovereign-bond sinking fund of nearly
450 billion Euros (the US version of
a TARP), while the US Fed has
pledged near-zero interest rates for at
least two more years. If the ECB has
underestimated the size of the
sovereign bailout or is slow to act,
markets could swoon yet again — not
a comfortable political position for a
Fed pressured by Tea Party types who
push austerity and create dissent
among Fed members!

Mr. Bernanke does not find

himself to be alone in his difficulty of
restraining free market forces which,
if unleashed, could potentially
annihilate, in a domino-like collapse,
the highly integrated global banking
system. Today’s circumstance was
brought about by a global, top-down
intervention into the free market by
Eastern governments that pegged
their currencies to create jobs,
Western politicians who foolishly
expanded the size of the welfare state
and allowed debt to pile up, and a
remiss or corrupt chief regulator in
the Fed who routinely printed. To
keep the peace, Eastern governments
remain committed to a strategy of
overproducing and stockpiling their
products in spite of a waning
demand, while Westerners must
constantly inject liquidity to stave off
burdensome debt obligations.

Sadly, the debt pyramid was
foreseeable. Thomas Hoenig,
president of the Kansas City Fed,
warned in a 1996 speech in Davos,
Switzerland about the dangers of
deregulating and expanding the
federal safety net to include too-big-
to-fail institutions that were trading
highly leveraged derivatives and
structured finance vehicles. While
former Fed Chief Alan Greenspan
was busy accepting the accolades
associated with the early benefits of
an inflation, Ben Bernanke was
studying the Great Depression and
expanding his interventionist’s bag of
tricks. Free market purists insist that
the jig is up, thanks mostly to the
bond vigilantes who are now
demanding world austerity. Studied
historians know that a determined
monetary magician will not stop
printing until he is physically
removed from the stage.

If necessary, the Fed can engage
in what Bernanke has described as
“interest rate targeting,” meaning
that bond rates will be suppressed by
any means necessary. This would be a
nameless QE which is potentially
unlimited should it require the Fed to
purchase bonds from a market fraught
with active vigilantes who are sure to
pressure rates higher in response to
deteriorating credit quality or
looming inflation. If, in spite of the
Fed’s money printing, economic

activity remains weak, Bernanke has
warned us that he can increase the
velocity of the money pool by
charging interest on deposits held at
the Fed. A true Keynesian might
believe that this would work to stir
economic activity by encouraging the
banks to lend out their reserves to
consumers and businesses instead of
hoarding them at the Fed. As the
economy picked up, ideally wages
would increase faster than the debt
burden. What better way to create
wage inflation than to actually force
it upon the marketplace? At first,
expansionary monetary policies are
sure to be a gold bug’s best friend. But
what if something changes, like if
interest rates were to rise in earnest
— then what?

Investors who haven’t any macro-
economic knowledge are ill-prepared
to properly value assets in today’s
complicated world. US equities look
to be a relative bargain when valued
by traditional metrics that do not
account for the prevalent macro risks
(in nominal dollars everything may
be cheap). Delta-neutral traders
mistakenly believe themselves to be
hedged, but their problems emerge
when bailouts are slow to materialize
and counter-party contracts fail.
Under this circumstance, gold could
spike, perhaps temporarily as a safe-
haven asset, but would rebound once
the inevitable bailouts proliferated
throughout the system, stoking
inflationary fears. Unimpeded, the
final act of these central banks might
be to collapse not only their
respective economies but also their
respective currencies. Care to guess
the future price of gold?

THINGS CHANGE:
IDENTIFYING A GOLD TOP

At the peak of a typical bull market
rational thinking is a rarity among
the participants. Investors often judge
the future by extrapolating a past
trend when in fact what the future
brings is “change.” Gold is
particularly difficult to value because
— if it is truly money in the sense
that it preserves purchasing power —
it is worth the most during frantic
times. Chaos precipitates the change
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necessary to end gold’s fortunes, but it
can also elicit wacky policy responses
that can further propel the gold price.
Thus, gold investors can be torn
between trying to distinguish
whether their emotions are
symptomatic of a normal top that
eventually occurs in most markets or,
instead, are indicative of a
sustainable gold advance.

Gold die-hards salivate at the
prospect of a disintegrated world.
Admittedly, if central bankers are
given carte blanche, all of the
prerequisites to a gold bug’s dream
could be in place. Nonetheless, gold
investors would be well-served to
monitor the conditions that routinely
define bear market bottoms and bull
market tops — a combination of both
price and circumstance. Extremely
low valuations and improving
fundamentals can mark bear lows,
while absurd valuations and
deteriorating conditions often
characterize bull highs. Markets turn
on a dime for good reason — because
s*** happens!

If gold is not considered to be
money because it is not regularly used
as a medium of exchange, then at
least it can be considered the rich
man’s store of value — portfolio
insurance — a hedge against
depreciating currency and general
instability. The price of financial
insurance can explode when
disequilibrium occurs in a market.
Today’s macro policy of “financial
repression” (negative real interest
rates) works to misallocate resources
by diverting monies to failed business
models, starving the economy of its
future growth potential. In addition,
governments find themselves
constantly intervening in all markets
in hopes of preventing the collapse of
the very disequilibrium fostered by
their misguided policies.

A government that reversed
course by adopting more laissez-faire
policies would empower the private
sector, shrink itself, and build a
strong foundation for future growth.
This could be accomplished by a
combination of tax cuts, removal of
regulatory burdens, tort reform, the
minimization of transfer payments,
and the privatization of government

services. Society could agree to limit
government expenditures to some
mutually acceptable percentage of
GDP. Further, such a government
would find it unnecessary to
perpetually tinker with the money
supply in order to juice the private
sector. This would be a true threat to
instability and therefore the gold
price! Thus, if I were to sense a
change in the political winds likely to
embrace such proactive policies, |
would posthaste position one foot
next to the nearest gold exit in
anticipation.

This doesn’t mean that more
socialism necessarily fuels a higher
gold price. In fact, as we have
recently learned, a crony-capitalist
nation whose policies only reward the
wealthy and those connected to the
government indeed are a boon to gold.
For this reason, some socialist nations
tend to have stronger currencies than
money-printing capitalists run
amuck. A more productive socialism
that redirects funds from entitlement
programs to infrastructure projects
might actually mitigate some
economic pain, restore some stability,
and perhaps even slow the gold bull
market. The danger is that
infrastructure-socialism can escalate
into a more permanent centrally-
planned economy which generally
results in slower growth and is bad for
the relative value of fiat currencies.

Another threat to gold comes not
from the adoption of sane economic
policies, but rather from oppressive
governments that might confiscate
gold. For the first time in modern
history, governments hold less gold
than the private sector and could
institute a high gold tax to capture
lost gains. Note that this may not end
the gold bull market per se as more
competitive countries might not
punitively tax gold, but depending on
a person’s country of citizenship, a
threatened high tax rate on gold
might call for a premature exit.

A world in which production and
consumption are more balanced by
region might reduce tensions and
lessen the possibilities for war. In an
idealistic environment, productive
economies create peaceful solutions
to resource scarcity. On the other

hand, if the developing world
continues its rapid growth and
squeezes the price of natural resources
while the still powerful West clings to
backwards economic and monetary
policies, war tensions might escalate,
and gold as a store of value might
become even more appreciated.

Contrary to what Mr. Bernanke
might insinuate, gold is not just
another collectible such as baseball
cards or tulips but a stable store of
value over very long periods of time.
The problem is that it is difficult to
define what constitutes a fair relative
price for gold since many of the
world’s other assets have short shelf-
lives: cities decay and often are
superseded by other power centers;
businesses regularly come and go as
evidenced by the revolving
components of equity indices; and
fiat currencies rarely survive for more
than a few hundred years.
Nevertheless, it is easy to define gold
not by analyzing its nominal value
but by judging its worth relative to
other potential opportunities. If other
markets offer ample value, then by
definition, gold is potentially
expensive (overpriced).

TOMORROW’S
OPPORTUNITIES

Lost in all of the confusion generated
by today’s debt crises is the progress
made by man through his
accumulation of knowledge and his
ability to innovate. Modern man
spends much less time procuring food
and shelter and therefore is better
prepared to endure mal-investment
than his predecessors. Paradoxically,
this cushion diminishes the necessity
for gold as catastrophe insurance but
also enables poor macro policies to
manifest themselves (which pressures
gold higher).

When at least part of the world
recognizes the danger of participating
in a debt pyramid scheme and weans
itself from its reliance on money
printing and other forms of
intervention, the great gold trade will
likely subside, and other options
should be considered. This does not
mean that gold will necessarily fall in
nominal terms, but better global
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opportunities would present
themselves. Since I accept that
today’s highly unusual macro
imbalances will gradually resolve
themselves, I have identified future
opportunities in the order in which I
believe they will emerge.

Whereas physical gold is an
investment with no counterparty
liability, gold mining companies are
businesses that generally profit from
an increased gold price. In today’s
chaotic world, gold in the ground
trades at a steep discount to the
intrinsic value of gold in hand. If
enough calm and rationality persists
long enough to allow gold miners to
execute on their business strategies,
gold equities should greatly appreciate
relative to gold itself. When
temporary stopgap measures are
instituted — such as additional QE —
gold shares often shoot up in price, but
then vacillate back and forth if these
measures create additional systemic
instability that causes all equities to
suffer. Thus, it is not unusual for gold
shares to spike twice—both before and
long after the metal ends its run.

Many potential gold equity
investors fear that these companies
are controlled by hucksters, which is
always a concern, but their most
pressing challenge is that many gold
companies are run by engineers with
little financial background and who
sometimes make poor choices. Gold
mining is a capital intensive business,
and when the marginal cost of
mining increases in conjunction with
the gold price, both banks and equity
underwriters demand high risk
premiums. A rising market usually
creates its own liquidity. As the price
of gold escalates more than enough to
offset the mounting costs of removing
it from the ground, the miners’
potential cash flow increases and
liquidity should find its way to the
mining stocks. Eventually, companies
will opt for better debt terms from the
banks or else issue corporate debt
directly to bond investors rather than
serially dilute their own shares.
History tells us that there are various

conditions when gold shares can
trade at fire-sale prices relative to the
metal — just prior to the onset of a
new gold bull market when share
discounts linger from the memory of
the previous gold bear (2000), when
disruptions to global equity markets
suppress all share prices (2008), and
sometimes well into a gold bull
market when the economic viability
of the mining business strongly
improves (late summer/fall of 20117).
It has been difficult to identify
with precision how, when, or even
which part of the world will emerge
the least scathed from the grand
resource misallocation caused by our
interactive central planners.
Regardless, any resumption in the
strength of world growth most
certainly would lead to an increased
commodity demand. In particular,
the markets for oil and uranium are
very supply constrained due to
declining reserves or man’s refusal to
permit production. Natural gas is
likely to see increased demand as the
substitution effect out of expensive
oil gains momentum. Agricultural
and base commodities also will offer
compelling value, particularly if
bought during crises when the
relative price of gold spikes. The
beauty of investing in commodities
over general equities is that they are
generally negatively correlated to
financial assets because rising
commodity prices are an important
cost component of corporate
profitability. More importantly,
commodities can thrive in a
fractured, yet advancing world.
Once global growth achieves a
more healthy footing, any remaining
gold holdings can then safely be
converted into equities, especially
companies that are poised to gain
from the demand generated by
vibrant emerging markets, though
early on the commodity sector might
offer better risk-adjusted reward.
Aside from commodity stocks, global
tech companies, whose costs are
often not affected by rising
commodity price, might prove the
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most beneficial equity investments.
When the locations of emerging
power centers become more clearly
defined, supply constrained real
estate investments in these areas
should offer reasonable value. Finally,
if and when money printing subsides
as a strategy to deal with excessive
debt, investment grade bonds in
reliable companies should be enticing
as their values will probably not yet
reflect the stability offered by
economies wise enough to make the
tough decisions.

Over the next 12—-18 months I
expect the global debt crisis to
perpetually re-erupt unless massive
bailouts ensue. Either way, I expect
the gold price to exceed US$3,000.
At that point gold will have achieved
close to fair value relative to the
future prospects of other assets if the
world were to have righted itself. (I
know gold enthusiasts claim that gold
is under-valued by multiples relative
to the total level of existing credit in
the system, but, then again, what
asset class isn’t?) More likely, I
believe that the adjustment process
will take additional years, perhaps
even many, and gold could ultimately
spike to absurd levels against all fiat
currencies before finally settling back.
If [ happen to sense an inflection
point at which some part of the world
is about to adopt more rational
policies that could benefit alternative
assets, or that governments are on the
verge of taking steps that could limit
gold’s potential, I will convert my
gold into the better opportunities
that [ have identified, perhaps in the
order discussed.

Until the debt has dwindled to a
manageable level, I certainly would
rather camp in these investments
than risk putting a dime’s worth of
my gold into reproducible fiat
money! However, just in case it is the
gold bugs who realize their righteous
dream of a humanity starved for gold
and it is I who miscalculates, I shall
preserve just enough of the physical
metal to last me the rest of my life. It
wouldn’t take much.
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As | indicated above, I also have
entertained the thought of when |
might wish to liquidate some of my
gold. However, | am not optimistic
that global growth will achieve a
healthier footing anytime soon.
Maybe following a period of
turbulence, with some sectors of the
global economy inflating while others
deflate, and following another world
watr, the global economy will expand
solidly as was the case in the 1950s;
but then, who knows for certain what

Why Diversify?

the next few years will bring in terms
of asset performances? For now, gold
remains the most desirable and least
risky asset in a world of inflated asset
prices.

In recent reports I have stressed
the importance of diversification, and
I had Michael O’Higgins write in the
April report about the MOAR
Return with Less Risk — a simple
asset allocation method that includes
the holding of four different asset
classes, including intermediate

k ok ok

Updating “MOAR Return with Less Risk”

Michael B. O’Higgins, O’Higgins Asset Management, Inc.
300 71st Street, Suite 425, Miami Beach, FL 33141, USA;
e-mail: moh@ohiggins.com; tel: (305) 861-1883; cell: (305) 458-6636; fax: (305) 861-9852

Five months ago, in the April 1, 2011
issue of the Gloom, Boom & Doom
Report, | wrote an article entitled
“More Return with Less Risk” in
which [ described the MOAR
(Michael O’Higgins Absolute
Return) strategy, a simple asset
allocation method which has,
historically, produced relatively high
returns with very low volatility by
spreading assets over four different
asset classes: undervalued global
stocks (“Dogs of the World”),
physical gold, intermediate Treasury
notes, and long-term Treasury bonds,
and rebalancing annually.

Generally, each sector is allocated
25% of the MOAR portfolio, except
in years following a losing year for the
equity portion of the strategy when
an additional 15% points — 5
percentage points taken from each of
the other three portfolio sectors — is
allocated to the equity portion,
giving it 40% of the total portfolio.

For example, in 2009, following
the equity portion’s loss of 47.59% in
2008, its weighting was bumped up to
40% of the portfolio for the coming
year. As a result of the Dogs of the
World returning a robust 65.18% that
year, MOAR was able to produce a
27.49% gain in 2009 in spite of the
substantial loss in the 40% that was
in long and intermediate US

Treasuries. The rationale for this
tilting toward equities is that stocks
tend not to decline for more than one
year in a row. Should consecutive
down years in equities occur,
however, the weighting is further
increased by 15%-point increments
each year, although, interestingly,
since 1971, that hasn’t happened.
Since 1971, this investing
approach would have produced
compound average annual returns of

13.70% versus 10.05% for the S&P

Treasury notes, long-term Treasury
bonds, gold, and depressed equities
around the world, and rebalancing
annually. At the time, some of my
readers were surprised that Michael’s
strategy included long-term
Treasuries. (I also suggested then that
yields would move lower, although I
didn’t anticipate that ten-year note
yields would decline below 2%).
However, as Michael shows below,
this strategy has paid off.

500, with only four mildly losing
years ranging from —5.32% in 1981 to
-0.71% in 2008 compared to the
S&P’s nine losing years, some of
which, such as 2008, were as large as
—37% (see Figure 1).

At the time that the above-
mentioned article was written, it
seemed that the most likely
consequence of the US Federal
Reserve’s second round of
quantitative easing (QE2) would be
continued economic growth and

2011
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Figure 1 MOAR vs. S&P 500, December 31, 1971 to August 18,
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rising inflation, which would benefit
our stocks and gold but hurt our
bonds, since interest rates would
probably rise, especially when the
Fed’s bond buying program was ended
in June. Instead, both our bonds and
gold have skyrocketed while our
stocks have gotten killed. The net
result has been positive, however,
with our MOAR portfolio generating
a total return since March 31, 2011,
of 10.95% versus a loss of 13.97% for
the S&P 500 (see Table 1).

Interestingly, MOAR’s March 31
through July 31, 2011 superior
returns were achieved with much
lower downside volatility than the
S&P’s, with its worst month (June)
losing 1.84% compared to the S&P’s
—11.75% so far this August (see
Table 2). In the recent high-volatility
collapse of August 2011, the
comparison has been ever more
favorable (see Figure 2). So, while it
is clear that the MOAR strategy has
worked well since 1971 and has been
working well lately, why should we
expect it to perform well in the
future? In other words, as the title of
this article asks: “Why Diversify” in
this way?

One reason is that, as smart as we
may be or think we are, we really
don’t know what the future holds for
the US or global economies, in
general, much less for any particular
investment sector. In fact, even if we
“knew” what would happen in the
future, we couldn’t predict how it
would impact the various investment
sectors or the vehicles within them.
Let me give you some examples.

Suppose that your crystal ball had
told you on December 31, 1999 that,
for the next 11-1/2 years through July
of 2011, the US Consumer Price
Index (CPI) would rise at an average
annual rate of 2.5%. Would you have
expected the price of gold to rise by
465% while the inflation-adjusted
S&P 500 fell by almost 32% over the
same period (see Figure 3)?

Or how about the same crystal
ball telling you on January 31, 2006
that the price of gold was going to
more than triple from $569/0z to
$1824/0z today? Would you have
expected the stock price of Newmont

Mining (NEM), the world’s second-

Table 1 MOAR Portfolio
3/31/2011 8/18/2011
% owned Return
TLT 25% 92.13 112.09 21.67%
IEF 25% 93.01 105.19 13.10%
GLD 25% 139.86 177.72 27.07%
EWK 5% 14.11 12.22 -13.37%
EWQ 5% 26.93 21.61 -19.75%
EWI 5% 18.58 13.33 -28.23%
EIRL 5% 21.20 18.96 -10.58%
EWP 5% 42.42 34.69 -18.22%
Return 10.95%
DJIA 12,319.73 10,990.58 -10.79%
S&P 500 1,325.83 1,140.65 -13.97%
MSDUWI 1,341.98 1,147.86 -14.47%
Average -13.07%
Source: O’'Higgins Asset Management
Table 2  Monthly Downside Performance
S&P 500 MOAR
May -1.35% -0.38%
June -1.82% -1.84%
July -2.15% 2.58%
August 1 thru August 18 -11.75% 4.38%
Source: O’Higgins Asset Management

Figure 2 MOAR vs. S&P 500, August 1, 2011 to August 18, 2011
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Figure 3 Gold vs. CPl and S&P 500, December 31, 1999 to July 31, 2011
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Figure 4 Gold vs. Newmont Mining, January 31, 2006 to August 18, 2011
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Table 3 MOAR Sector Components, December 31, 1971 to
August 18, 2011

YEAR EQUITIES* (%) LT BOND (%) INT. BOND (%)  GOLD (%)
1972 22.16 5.69 5.16 46.99
1973 19.64 -1.11 4.61 66.98
1974 -3.80 4.35 5.69 72.27
1975 70.10 9.20 7.83 -23.71
1976 40.80 16.75 12.87 -4.10
1977 4.50 -0.69 1.41 22.64
1978 1.70 -1.18 3.49 37.01
1979 9.90 -1.23 4.09 126.55
1980 40.50 -3.95 3.91 15.19
1981 0 1.86 9.45 -32.60
1982 37.40 40.36 29.10 14.94
1983 36.10 0.65 7.41 -16.31
1984 12.60 15.48 14.02 -19.19
1985 37.80 30.97 20.33 5.76
1986 27.90 24.53 15.14 18.96
1987 11.10 —2.71 2.90 24.53
1988 18.40 9.67 6.10 -15.26
1989 10.50 18.11 13.29 -2.19
1990 -15.20 6.18 9.73 -4.60
1991 61.90 19.30 15.46 -7.75
1992 23.20 8.05 7.19 -5.28
1993 34.30 18.24 11.24 16.80
1994 8.60 -7.77 -5.14 -1.92
1995 30.50 31.67 16.80 1.02
1996 21.83 -0.93 2.10 -5.01
1997 12.65 15.85 8.38 -21.39
1998 15.18 13.06 10.21 -0.28
1999 96.17 -8.96 -1.77 -0.09
2000 -0.18 21.48 12.59 -5.47
2001 11.08 3.70 7.62 2.46
2002 -8.62 17.84 12.93 24.77
2003 66.66 1.45 2.40 19.37
2004 36.71 8.51 2.25 5.54
2005 29.14 7.81 1.36 17.92
2006 33.26 1.19 3.14 23.15
2007 22.07 9.88 10.05 30.98
2008 -47.59 25.87 13.11 5.77
2009 65.18 -14.90 -2.40 24.41
2010 3.03 10.14 7.12 29.52
8/18/2011 -12.55 19.75 12.60 28.11
Annualized 19.40 8.81 7.98 .88

* Equity portion comprised of “Dogs of the Dow” through 1995; “Dogs of the World”
thereafter
Source: Ibbotson Associates/Morningstar

largest gold producer, to decline by
5.5% (see Figure 4)? More recently,
in the 8-1/2 months since

December 6, 2010, the price of gold
went up by 28% while NEM dropped
7.9% and the broad-based gold
mining ETE, Market Vectors Gold
Miners (GDX), dropped 6.3% (see
Figure 5).

Market veterans can surely
remember the 1973-1974 bear
market when the DJIA’s earnings rose
50% and the Dow dropped almost
50% in price, or the 1987 crash when
stocks plunged 43% and earnings
didn’t miss a beat, or 1999 when the
stocks of companies that actually
made money declined 2% while
profitless companies’ stocks rose 82%.

Another reason to diversify is
that, going back to 1971, it is quite
rare — i.e. 31% of the time — for all
four sector components of the
MOAR strategy to have positive
returns, and since 1971, at least,
there have been zero years when
every sector declined. Over 95% of
the time, at least half of the sectors
have gained (see Table 3).

This reminds me of the story
about the guy who correctly
anticipated the onset of World War 11
and, seeking the safest place in the
world in which to sit out the
upcoming disaster, chose the
remotest place he could find: the
island of Guadalcanal. Since the
future and its investment
consequences are unknowable,

DIVERSIFY!

* ok ok
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[ fully agree with Michael’s
conclusion about diversification and,
as [ have explained before, my
preferred asset allocation is
approximately as follows: gold and
gold-related equities (20-30%),
equities (30—40%), real estate,
including REITs and property funds
in Asia (20-30%), and cash and
bonds (20-30%). Near-term equities
are oversold and a rebound from
around the 1100 level on the S&P
500 is likely. However, as I have
explained in earlier reports, a new
high above the May 2, 2011 high at
1370 for the S&P 500 is most
unlikely. In fact, investors who have
a heavy exposure to equities should
reduce positions on a rebound in
stock markets around the world. (I
have about a 25% exposure to
equities — mostly in Asian high-
yielding stocks.) The question is, of
course, the following: Michael
O’Higgins suggests an annual
rebalancing of the portfolio.
Therefore, should we consider

S&P 500 Large Cap Index ($SPX)

Figure 10 S&P 500, 2007-2011
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Figure 11 S&P 10-Year Compound Annual Return, 1835-2011
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shifting some money out of Treasuries
and cash and into equities? After all,
the S&P is down 18% from its May 2,
2011 high (see Figure 10). Moreover,
if we look at the S&P ten-year
compound annual return from 1835
to 2011, it is probable that the S&P
will return — in US dollar terms —
between about 5% and 10% annually
for the next ten years (see Figure 11).
So, compared to the long-term return
potential from long-dated US
Treasuries, equities would seem to be
reasonably attractive. (I advise selling
long-term US Treasuries.) Therefore,
[ suppose that a gradual shift from
Treasuries into equities is advisable
even if some further weakness in
equities is likely. The only problem
with this view is that the recent sell-

Figure 12 Hewlett-Packard, 2003-2011
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upside would seem — for now at least
— to be limited to between 1250 and
1350 on the S&P 500 (see
Figure 10). Of course, it is also
disconcerting that the stock of an
important company such as Hewlett-
Packard has broken down below its
March 2009 low (see Figure 12).
Maybe Albert Edwards will be right
after all!

Very near term gold is overbought
and could correct by around $100 to

$150. But, as a friend of mine pointed
out, there is no bubble in gold —
only a bubble in money printing,
fiscal deficits, and deception by
government and its agencies on a
global scale. In addition, my readers
might be interested to know how
many e-mails [ receive from investors
who ask me what to do since they
have already sold their gold....
George Karahalios is much
younger than I am. At 65, I doubt

that I need to look at an exit strategy
for my large physical gold position.
(There are more important exit
strategies that nature will force upon
me sooner or later....) However, if
one day [ could buy the Dow Jones
with between half an ounce and an
ounce of gold [ might consider a
major reallocation shift regardless of
what the economy looks like (see
Figure 13).
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