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Monday, July 11, 2011
Euro Gold

(Photo: REUTERS)
A gold bar carrying the Euro sign is seen during the European Central Bank's Euro Exhibition
organised by the Romania's Central Bank in Bucharest March 10, 2011.
A little over a week ago on "Snapshot Day" (Thurs., June 30), the Eurosystem MTM party began with
the CB rendition of "Whoop, There It Is" –-> Gold: EUR 1,043.382 per fine oz. – promptly followed
by a dip down to EUR 1,022. Of course it has now recovered and is up at the all-time high in the EUR
1,100s. And even though this wasn't the all-time high quarterly snapshot in EUR terms, it was only 1%
under the previous ATH and it was the first ever quarterly close over $1,500.
Then on Wednesday the ECB released its quarterly ConFinStat (Consolidated financial statement) for
the Eurosystem. Here are the top two lines from that statement (my emphasis):
In the week ending 1 July 2011 the increase of EUR 12.6 billion in gold and gold receivables (asset
item 1) reflected quarterly revaluation adjustments.
The net position of the Eurosystem in foreign currency (asset items 2 and 3 minus liability items 7, 8
and 9) decreased by EUR 0.6 billion to EUR 176.6 billion.
In other words, the decade-long trend continues, with the Line #1 asset gold floating upward while the
Line #2 asset, foreign currency, sinks downward.
Value and Volume
Now, the ECB puts out a ConFinStat every single week, 52 weeks out of the year. And every week it
makes quantitative volume adjustments, like net increases or decreases in both gold and foreign
currency reserves. But it only makes qualitative or value adjustments on four of those 52 statements.
This is when the ECB marks its reserves to what the market says they're worth. The MTM party! And
for the last 12 ½ years the trend has been that, proportionally, the Eurosystem's gold reserves have been
rising while their foreign currency reserves (mostly dollars) have been falling. Here's the chart:

Page 3

Yet if we look at those reserves only quantitatively by volume, the opposite is true. Foreign currency
reserves (again, mostly dollars) have grown over 12 ½ years in volume, from roughly $260 billion to
$310 billion from a dollar-denominated perspective. Meanwhile the Eurosystem's gold reserves have
fallen, again, only quantitatively, from 402 million ounces to 347 million ounces in volume.
This view, the volume-only view, is the fundamental modus operandi of the $IMFS that praises
quantitative (voluminous) expansion and "growth" while ignoring qualitative (value) degradation. The
reason is that governments and central banks can only print volume, not value. Think about this for a
moment.
A clear example, of which I'm sure you are all aware, is that the official US monetary gold stockpile is
still held on the books at $42.22 per ounce. But would you believe that this arcane (some would say
moronic or worse) treatment of national reserves is actually codified in the official guidelines
governing global central bankers operating under the $IMFS?
It's true! Since 1993, the last word in international reserves has largely gone to the IMF as set forth in
the Fifth Edition of its Balance of Payments Manual which can be found on the IMF website here.
Under 'Structure and Classification' you'll find chapter XXI: Reserve Assets, paragraph 444 on
Valuation (my emphasis):
Valuation
444. In principle, all transactions in reserve assets are recorded at market prices—that is, market
exchange rates in effect at the times of transactions, market prices for claims such as securities, and
SDR market rates as determined by the Fund. Monetary gold transactions are valued at the market
prices underlying the transactions. For valuation of stocks of reserve assets in the international
investment position, market prices in effect at the ends of appropriate periods are used.
In other words, the IMF guidelines are out of step with modern best practices insofar as they lamely
prescribe that reserve assets be recorded at the market price in effect at the time of the transaction that
acquired them. Hence, there is no provision for periodic MTM adjustments to provide a rational
reassessment of the evolving market-health of the balance sheet.
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Recognizing this particular valuation/accounting shortcoming (along with "a few" others), the ECB has
been at the institutional forefront implementing useful deviations. Essentially acknowledging the IMF's
own admissions of ambiguity within the manual, the ECB tactfully says, "the definition of reserve
assets included in the 5th edition of the IMF Balance of Payments Manual leaves some room for
interpretation," setting the stage for its own definitive refinements as put forth in its "Statistical
Treatment of the Eurosystem's International Reserves" formally published October 2000 and found on
the ECB website here.
So, from this volume-only view loved by the $IMFS, here's what a chart of the Eurosystem's gold
would look like:

But from the volume times value view (which ldo makes tonnes more sense and also assists the little
guy deciphering the monetary mess), here's the true picture:

A different view, wouldn't you say? Do you remember this quote from ANOTHER?
"Know this, "the printers of paper do never tell the owner that the money has less value…"
The funny thing is that writing this post made me want to go look up that quote. It was written on
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5/26/98, six months before the euro launched as a unit of account and 42 months before the ECB
launched its euro medium of exchange. Now yes, of course, at that time (1998) no printers of paper
currency told you their product was losing value. The dollar was still showing gold on its books at
$42.22. But here's what I started to think about: Today, the printer of the euro, the ECB, tells all the
owners that the money it prints has less value in gold… once every quarter! And not only that, but it
encourages people to save in gold through system-wide mandates. Dang, now that's quite a 'something
different' when you really stop to think about it!
You see, there are two fundamental differences between the euro and the dollar that most Westerners
simply can't grasp, no matter how many times you try to explain their significance. Wim Duisenberg,
the first ECB president, stated them pretty clearly in this 2002 speech:
"The euro, probably more than any other currency, represents the mutual confidence at the heart of our
community. It is the first currency that has not only severed its link to gold, but also its link to the
nation-state. It is not backed by the durability of the metal or by the authority of the state. Indeed, what
Sir Thomas More said of gold five hundred years ago – that it was made for men and that it had its
value by them – applies very well to the euro."
There's a lot in that one paragraph, but the two fundamental differences with the dollar are the severed
links to gold and the nation-state. Hopefully I have sufficiently addressed the former above. I will now
try to explain the significance of the latter.
Choices
Homo sapiens generally tend to focus on the minutiae of any situation, or else on what everyone else is
saying about it. And in the case of the euro, that would be "the debt" or "Greece". Somehow most
people always seem to miss the giant big-picture elephant tromping about the room. And in this case,
that elephant is the euro's severed link to the nation-state. When Duisenberg said this was a "first", he
meant it. And Milton Friedman also said it in 2001 (my emphasis):
"The one really new development is the euro, a transnational central bank issuing a common currency
for its members. There is no historical precedent for such an arrangement." [1]
In the world of currencies, there are many varieties. The way a nation chooses to manage its currency
relative to the world outside its boundaries can have a wide range of effects and consequences, ranging
from long-term stability to periodic hyperinflation. If you want a hard currency, then, ideally, you want
it managed by someone else—a disinterested third party. Here's Milton Friedman again:
"A hard fixed rate is a very different thing. My own view has long been that for a small country, to
quote from a lecture that I gave in 1972, “the best policy would be to eschew the revenue from money
creation, to unify its currency with the currency of a large, relatively stable developed country with
which it has close economic relations, and to impose no barriers to the movement of money or prices,
wages, and interest rates. Such a policy requires not having a central bank.” [Milton Friedman, Money
and Economic Development, (Praeger,1973), p.59] Panama exemplifies this policy, which has since
come to be called 'dollarization.'"
Currency instability is a common problem for smaller nations. The hard fixed exchange rate described
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above is one way a small country can share the same currency stability enjoyed by larger nation-states.
This is in contrast to the (dirty) floating exchange rate among most large, modern economies or the
pegged rate of countries like China today, where a central bank uses brute force to try and overpower
the normal market adjustment mechanism in order to maintain its desired valuation peg.
Bretton Woods was a pegged system, and one of the characteristics of pegging seems to be the buildup
of market pressure that must be periodically released through a currency crisis like we saw in 1933,
1971 and again in the 90s with Mexico and East Asia. The market wants what the market wants, and
trying to fight a force as powerful as that always ends in tears for someone. But sometimes the market
simply bypasses the choices of the currency manager by using secondary media of exchange.
There are many examples over the last century where the dollar was used by the marketplace as a hard
currency in conjunction with a local, unstable currency. Even today it is a common practice in small
nation-states for the dollar to be the market's longer term store of value circulating in concert with the
local medium of exchange, which you only want to hold for the short term. And this is an example of
how the market force, or the demand side of the currency equation, fights back against profligate
nation-state printers.
As I explained in Big Gap in Understanding Weakens Deflationist Argument, the value of any currency
is determined by a kind of tug-of-war between supply and demand. The demand side is the marketplace
and the supply side is the printer. This was true even when gold was the currency. If the market demand
for gold was rising faster than it could be pulled out of the ground, the value would rise and the
circulation velocity would slow, often causing a slow-down in the economy sometimes resulting in
recession or even depression. This tends to lead to monetary revolt and the re-emergence of easy
money.
The point is, all the market wants is a stable currency, not too hot, not too cold. It is like a sleeping
giant. Give it a stable currency and it will keep sleeping. Wake it and you (the printer) will lose control
of the value of your currency and everything else you try to control. The market is the demand side of
the equation. And the market is by far the more powerful of the two sides in this tug-of-war. If this isn't
making sense, please read my post linked in the paragraph above because I'm not going to explain it all
here.
To summarize, there is a whole menu of options for the aspiring money printer to choose from when
stepping into the supply side shoes of the monetary game. And as a supply sider, his job is providing a
service to the demand side, the market, which wants one thing and one thing only, a stable currency.
And if he wants to keep his job, he'd better give his clients what they want, because if they wake up to
an unstable currency, they can easily take the reins of control away from him. So if his mandate is—or
evolves into—anything other than a stable currency, he will not be long for this monetary world. And
one last thing; instability means quick changes both up and down. The client doesn't want drastic
inflation or deflation.
The Debt
Most of you already know this quote from FOA:
"My friend, debt is the very essence of fiat. As debt defaults, fiat is destroyed. This is where all these
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deflationists get their direction."
Now that's not the whole quote, of course. But that's enough to warrant some extra thought. Just think
about it for an extra few seconds before continuing onward. And then next I want to jump from that to
this; chapter 82 from The Triumph of Gold by Dr. Franz Pick, written in 1985:
"82. How currencies die
As currencies become more and more devoid of substance, they perpetuate their existence through their
multiples. The milreis replaced 1,000 reis, and the bilpengoe tried to substitute for a billion pengoe.
The conto was worth 1,000 escudos. The Greek talent was equal to 6,000 drachmae or 36,000 obols. In
Java, the bahar was good for 100 million candareens. In India, the nil replaced one hundred billion
rupees…
Some coins were flattened to the point where they were as thin as a sheet of paper, or actually chopped
up into strips, or cut into bits of all sizes and shapes. Some were punctured and the holes then plugged
with inferior metal.
These strategems did not and will not save currencies, which are all doomed by the passage of time."
He's talking about debasement. Debasement is not monetary expansion through credit expansion.
Debasement is the base money behind the credit being expanded in volume by the supply side as its
only possible response to value degradation coming from the demand side. Note in particular the last
line: "doomed by the passage of time." And here is some more FOA from 2000 which I reposted in
Freegold in the Proper Perspective:
"...Our dollar has had a usage period that corresponds with the society that interacts with it. Yes, just
like people, currencies travel through seasons of life. Even gold currencies, in both metal and paper
form have their "time of use". Search the history books and we find that all "OFFICIAL" moneys have
at one time come and gone with the human society that created them. Fortunately, raw gold has the
ability to be melted so it may flow into the next nation's accounts as "their new money".
This ebb and flow of all currencies can be described as their "timeline". We could argue and debate the
finer points, but it seems that all currencies age mostly from their debt build up. In a very simple way
of seeing it, once a currency must be forcefully manipulated to maintain its value, it is entering the
winter of its years. At this stage the quality of manipulation and debt service become the foremost
determinant of how markets value said money. Suddenly, the entire society values their currency wealth
on the strength and power of the state's ability to control, not on the actual value of the money itself.
Even today our dollar moves more on Mr. Greenspan's directions than from the horrendous value
dilution it is receiving in the hands of the US treasury.
This is where the dollar has drifted into dangerous waters these last ten or twenty years. If you have
read most of Another's and my posts, it comes apparent that preparation has been underway for some
time to engineer a new currency system. A system that will evolve into the dollars slot once it dies.
Out here, in deep water, we can feel what the Euro makers are after. No one is looking for another gold
standard, or even something that will match the long life and success of the dollar. We only know that
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the dollar's timeline is ending and a new young currency must replace it. No great ideals, nor can we
save the world! But a reserve currency void is not acceptable.
Now look back to shore and watch the world traders kick ankle deep water in each other's faces over
the daily movements of Euros. From here, up to our necks in blue water, you ask "What the hell are
they doing?" I'll tell you. They are trying to make $.50 on a million dollar play! Mostly because they
are seeing the chess game one move at a time. (smile) Truly, their real wealth is in long term jeopardy.
Our dollar has already entered a massive hyperinflation. Its timeline is ending and there will be no
deflation to save it..."
And a little more from Franz Pick:
"85: Few people understand the concept of currency debasement
This process of debasing the currency to pay for government deficit spending has been going on for
centuries. The Egyptians did it, the Greeks and Romans did it. Countless other nations have done it.
Now it's going on all over the world. The process of monetary inflation – and its result, soaring prices
– is a simple concept. Adam Smith understood it, as did John Stuart Mills, David Ricardo, and other
classical economists.
But, alas, today few people understand the concept. Instead, thanks in large part to the writings of
John Maynard Keynes, higher prices are laid at the feet of excessive labor wage demands, greedy
corporations, Arab oil sheihs, and the disappearance of anchovies off the coast of Peru. Mon Dieu!
The media – woefully ignorant of currency theory – propagandize these stupid explanations, and the
public is left totally in the dark as to the real cause."
And to complete FOA's quote at the top of this section:
"My friend, debt is the very essence of fiat. As debt defaults, fiat is destroyed. This is where all these
deflationists get their direction. Not seeing that hyperinflation is the process of saving debt at all
costs, even buying it outright for cash. Deflation is impossible in today's dollar terms because policy
will allow the printing of cash, if necessary, to cover every last bit of debt and dumping it on your
front lawn! (smile) Worthless dollars, of course, but no deflation in dollar terms! (bigger smile)"
Saving the Debt
Now I want to talk about "the process of saving debt at all costs, even buying it outright for cash"
because this is something they are doing in Europe as well, and, therefore, is one of the arguments the
euro critics use to claim that the euro is no different—or even worse—than the dollar. Should we be
surprised or shocked that they are doing this in Europe having read A/FOA all those years ago? Well,
no. Unless, like many, you didn't really understand what you read.
In my 2009 post Gold is Money – Part 2, I wrote, "And it was always known, but has now been proven,
that the system will be saved at ANY cost." When I wrote that I was discussing the dollar and the dollar
system, aka the $IMFS, aka Wall Street. But this applies to any monetary and financial system. The
system always takes political precedence over the currency. The currency will always be debased if that
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is needed to keep the system functioning nominally. This is nothing new and it should not be
surprising, yet it's apparently very surprising to 99.9% of all financial analysts.
Politicians and central bankers can only expand the monetary base in volume. They cannot expand its
value. And at the first sign of systemic trouble, this is what they do. They do this because to not do it
would make them redundant. A void, a vacuum of empty space with no politicians or CBs would do
nothing which would allow our money, credit, to collapse down to its base, so the politicians and CBs
have to do something to distinguish their fine selves from nothingness. Sure, they talk the hard money
talk during normal times, but at the first sign of systemic trouble they print. Here's one more chapter
from Franz Pick, 1985:
"83. The pious pronouncements to hold the money supply in check will not be kept
The fellows in the central bank make pious pronouncements about fighting inflation and holding the
money supply in check. But they panic immediately when they see signs of distress-borrowing in the
banking system, as debtors, many of whom are corporations having interest payments larger than their
pre-tax profits, try to keep their enterprises from going under.
Although the Federal Reserve system makes a lot of noise about controlling the money supply and
reaching monetary targets, it is at times difficult to understand just what exactly they are controlling.
Be that as it may, they will in time revert to form and resume the process of what is coyly referred to as
"reliquifying the economy."
This will lay the groundwork for another cycle of currency destruction, which could assume
unprecedented dimensions. Though "to deflate or not to deflate" may be the question, the only answer
to America's growing financial and economic malaise is to debase."
The point is that the Eurosystem's response (volume expansion) to its current systemic threat (the debt
crisis) is not surprising. Does this mean the euro will collapse (experience hyperinflation)? No.
Because, for one reason, it has severed the link to the nation-state. The euro is behaving perfectly
predictably in maintaining the nominal performance of its system through expansion, but it cannot be
forced to fund the future government profligacy of the PIIGS through volume-only expansion.
That link is severed.
But the dollar, on the other hand, is nominally on the hook not only for the debt mistakes of the past,
but for all future dollar-denominated liabilities, obligations, entitlements and promises of the biggest
debtor in all of history, on top of a debt mountain that is probably another $100T in size depending on
your measurement criteria. That's a big difference. The dollar is an old currency in the winter of its
life, linked to the greatest profligate debtor the world has ever known. The euro is a young currency
that has severed its link to the nation-state. The ECB can save its own system, but the member states
cannot force it to fund perpetual profligacy.
Here are a few simple principles that will save you the hassle and embarrassment of constantly being
surprised by the actions of politicians and central bankers. They will never sacrifice the system to
preserve the value of the currency. But they will always sacrifice the currency to save the system. And
there is a very simple formula for how they do it.
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There are four players to keep in mind; the debtors, the savers, the banks and the printer. They never
print and give the money directly to the debtors to pay off their debt. Instead they print and give the
money to either the creditors (banks) or the savers (e.g. pension funds) in exchange for the older bad
debt which they then put on the public balance sheet to socialize the lost value.
So they "bail out" the banks and the savers nominally, which in turn (through currency debasement)
actually bails out the debtors and screws the savers. The banks come out even because they only
require nominal performance. But the retirees and pensioners that require real performance at the
supermarket get screwed.
It is important to understand the difference between nominal and real. Nominal means you get the
number you expected. Real means you get the purchasing power you expected. Nominal expansion is
volume-only expansion which is all the politicians and central bankers can do. Real degradation is the
value degradation that goes along with nominal expansion or debasement. The banks don't mind this
because they only require nominal performance and their CEO's are comfortably seated at the business
end of the printing press where they can turn their personal share of the bailout into real returns.
So now that you know what is, and always has been, perfectly predicable and expected, perhaps you
will not be so surprised at the news coming out of Europe. Instead, far more interesting is the news
coming out of Washington DC.
A Fairy Tale Expanded
Now I'm going to share with you an analogy that I think will help as we compare and contrast the EU
and the USA from a currency perspective. As I have discussed on several occasions, the pure concept
of money which maintains continuity from thousands of years ago when it first emerged until today, is
the common knowledge of the relative values between real goods and services conceptualized and
symbolized by a shared and agreed upon unit. And currency, in the context of the pure concept of
money, is nothing more than the clearing system for the trade of real goods and services.
As a foundation for this analogy, please read A.E. Fekete's "A 'fairy' tale" from a speech he gave in
2008 (pdf) which I have used on a few occasions:
A ‘fairy’ tale
Let us look at another historical instance of clearing that was vitally important in the Middle Ages: the
institution of city fairs. The most notable ones were the annual fairs of Lyon in France, and Seville in
Spain. They lasted up to a month and attracted fair-goers from places as far as 500 miles away. People
brought their merchandise to sell, and a shopping list of merchandise to buy. One thing they did not
bring was gold coins. They hoped to pay for their purchases with the proceeds of their sales.
This presented the problem that one had to sell before one could buy, but the amount of gold coins
available at the fair was far smaller than the amount of merchandise to sell. Fairs would have been a
total failure but for the institution of clearing. Buying one merchandise while, or even before, selling
another could be consummated perfectly well without the physical mediation of the gold coin.
Naturally, gold was needed to finalize the deals at the end of the fair, but only to the extent of the
Page 11

difference between the amount of purchases and sales. In the meantime, purchases and sales were
made through the use of scrip money issued by the clearing house to fair-goers when they registered
their merchandise upon arrival.
Those who would call scrip money “credit created out of nothing” were utterly blind to the true nature
of the transaction. Fairgoers did not need a loan. What they needed, and got, was an instrument of
clearing: the scrip, representing self-liquidating credit.
The Modern European Fair
Now imagine if you will a giant fair with dozens of E-Z Up tented booths and tables full of
merchandise, kind of like a swap meet at your county fairgrounds. As Fekete says, you show up at the
fair with your goods and services for sale, your E-Z Up tent, your table and your shopping list. But
when you arrive you must first check in with the fair operator to pick up your scrip money. I imagine
the husband then works the booth while the wife goes shopping.
At this particular fair we are imagining, let's call it the Eurosystem, when you register with the fair
operator you pay a small fee, deposit your gold for safekeeping during the fair and also for publication
of your amount of gold to the other fair participants, and you are issued your scrip money for trade at
the fair. But your scrip money is not a receipt for your gold. It is simply the clearing system for trade at
the fair, so you are issued an amount consistent with the goods and services you brought to market.
There are a wide variety of booths at this fair. To give you a bit of a mental image, there's a large booth
called Germany where you can buy fast cars and good beer! (I know, a strange combination.) There's
another one with a fancy custom tent called France. There you can buy funny hats and cheese. And then
there are smaller booths, one is called Greece. At Greece you'll find a table loaded with stacks of
colorful vacation brochures.
Our fair, however, is a little different than Fekete's fair above. What we've seen over time at our fair is
that some of the smaller booth operators like Greece took home more goods and services than they
brought to market. And they did so on credit. Large operators like Germany, it turns out, gave Greece
some extra goods in return for promises to pay later, and those promises were denominated in units of
scrip money from the fair.
After some time, it became apparent that Greece could never pay back the debt at full value. This
realization actually threatened the system, I mean the fair. So what the fair operator decided to do was
to buy those promises to pay from Germany at face value, with newly printed scrip. This kept Germany
in the game although it did devalue the scrip since now there was more of it than there were goods at
the fair. But this was fine because the fair operator published a ConFinStat in which he told all the fair
participants that the fair's scrip money was now worth less.
Those, like Germany, that had actually saved some income in promises to pay denominated in scrip,
and then found those promises severely devalued by the recognition they would never be paid back at
full value, received a nominal gift of the same number loaned to Greece, even though it was now
devalued. Those that had not saved in scrip, but instead had cleared with gold at the end of each fair,
simply carried on trading at the new, lower value of the scrip. You see, the fair operator, we'll call him
the ECB, did not participate in the fair itself, primarily because he had severed his link to any specific
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booth operator. His only job was providing scrip, announcing its value, and maintaining the system, I
mean the fair, even if it came at the cost of debasing the scrip money.
Back Across the Pond
Now in your mind's eye I want you to take a bird's eye view of this fair, looking down on all the
colorful tents, and then zoom way out as if you were using Google Earth, spin the globe and zoom back
in on a different fair "across the pond." We'll call this fair the USA.
On the surface, this new imaginary fair looks very similar to the other one. There are many different
tents, tables, goods and services, buyers, sellers, debtors, creditors and, of course, a fair operator who
we'll call the Fed/USG. And that's the first difference you'll probably notice, probably because I will
point it out. The Fed/USG is not only the fair operator, but also a participant, just like Sy Sperling. At
this fair, the link is not severed.
Here are a few more differences. The fair operator is not only a participant, but he is also the biggest
debtor this fair or any other throughout all of human history has ever seen. He is literally printing up
scrip to buy things from the fair. He is not only funding his ongoing (perpetual) trade deficit by printing
and spending scrip, but he is also paying the interest on his past debt by printing scrip. And whenever
his creditors start to worry about him paying his debts, he simply prints more scrip to buy back the
promises to pay at face value. And he does all this without ever telling the fair participants that his scrip
now has less value.
But it gets worse. This fair operator is truly cashing in on the reputation of his forebears. He's emptying
his bank of credibility like there was no tomorrow. You see, for a long time his scrip has been used as
the inter-fair clearing system instead of gold. So he is not only able to purchase goods and services with
his freshly printed scrip within his own fair, he is also able to shop at far away fairs with his printed
scrip, simply on the basis of squandering past credibility. And don't think this isn't getting noticed. Ooh
baby, you better believe it is getting noticed!
But it gets even worse! The other participants at this fair include a wide variety just like the
Eurosystem, including a large surplus vendor called Texas where you can buy ten gallon hats and
concealed carry permits. There's also a large deficit/debtor vendor booth called California where you
can pose on a fake wave while someone takes your picture. But these participants don't have to deposit
any gold when registering, mainly because the fair operator confiscated the gold from their economies
78 years ago and hid it away out of sight. (Note: gold does not have to be in the hands of the state itself
to benefit the economy in its stabilizing role in clearing.) So, unfortunately, they don't have any gold
unlike the participants at the Eurosystem fair.
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Some of the participants in the USA fair, like California, have lots of debt just like Greece. But unlike
the ECB, the Fed/USG can't really deal with that right now because it has its own debt problems it is
dealing with (printing away). Here's a thought… The USA states are republics not unlike the
Eurosystem participants, and certainly as large. What would happen if the Fed/USG just gave that gold
it confiscated 78 years ago to the states? Then the District of Columbia, with its modest population of
gentlemen busily trying to distinguish themselves from nothingness, could just default on its ridiculous
debt and unfunded liabilities. I, for one, would call that move "distinguished!"
Believe me, I know I'm fantasizing here. Remember? This is an imaginary world of fairs and E-Z Ups.
But just think about it. We could still have the scrip (common currency) we are all used to (see: Mises'
Regression Theorem here), the US dollar. The Fed's mandate could be modified to "only a stable
currency" giving the marketplace the one and only thing it wants. Instead of "End the Fed" we could
"End the Fed/USG". Doesn't that sound nice?
And in such a fanciful utopia as I am imagining right now for the dollar fairgrounds, one could
rightfully proclaim that the dollar had joined the euro in severing its links to both gold and the nationstate. But, of course, this is just fantasy. Such a thing could never happen by choice of the printer, the
supply side, because the USG is so large today that it literally forms its own giant parasitic organism,
fighting for survival. In the EU, however, there is no such thing.
Quarterly Reflection
Over the latest quarterly cycle we have witnessed several curious advances in Europe. To name just a
few, on May 24th the European Parliament's Committee on Economic and Monetary Affairs agreed
unanimously to allow gold to be used as collateral in clearinghouses. [2] And then on June 7th the ECB
encouraged investors to buy new Greek bonds to replace maturing securities with two separate
unnamed European officials saying investors may be given collateral as one possible incentive to roll
over the debt when it matures. [3] And finally, on "Snapshot's Eve", June 29th, we learned that China's
SAFE (State Administration of Foreign Exchange) is actively doing all it can to transfer billions of its
dollar-denominated holdings into euros. [4][5]
The monetary plane is changing. The signs are everywhere. Euro gold just broke EUR 1,100 today.
Here's what it looks like in dollars:
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Tuesday, January 1, 2002 - Launch of euro transactional currency
Friday, February 8, 2002 - GOLD ABOVE $300
Monday, December 1, 2003 - GOLD ABOVE $400
Thursday December 1, 2005 - GOLD ABOVE $500
Monday, April 17, 2006 - GOLD ABOVE $600
Tuesday, May 9, 2006 - GOLD ABOVE $700
Friday, November 2, 2007 - GOLD ABOVE $800
Monday, January 14, 2008 - GOLD ABOVE $900
Monday, March 17, 2008 - GOLD ABOVE $1000
Monday, November 9, 2009 - GOLD ABOVE $1100
Tuesday, December 1, 2009 - GOLD ABOVE $1200
Tuesday, September 28, 2010 - GOLD ABOVE $1300
Wednesday, November 9, 2010 - GOLD ABOVE $1400
Wednesday, April 20, 2011 - GOLD ABOVE $1500
Do you think this is the top? Do you think gold is expensive at $1,550? Do you think gold is just
another commodity and will therefore collapse back to its 2002-2005 range if the economy tanks?
Think again.
On timing, look up. It's already begun. But here is, I think, the question you should be asking yourself.
It comes from John Rubino with a couple of Freegold edits from me [in brackets]: "Do you wait until it
[the rapid RPG-Freegold revaluation] is underway at the risk of missing the discontinuity [gap up,
punctuation, phase transition, etc.] that growing imbalances make likely, or do you load up on precious
metals [sic—only physical gold IMO] and short Treasury bonds now, and just accept the fact that the
coming year might be dominated by delusion?" [6]
Do you remember my "Orbital Launch Pattern" from Gold: The Ultimate Un-Bubble? "For all you
technical analysts out there plotting and planning your eventual exit from gold before the blow off
phase, I have a new pattern to introduce to you. I call it the Orbital Launch Pattern, or the Inverted
Waterfall. In this pattern there is no blow off! It looks something like this..."

Feel free to reflect on this while you enjoy the music below!
Sincerely,
FOFOA
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[1] One World, One Money?
Robert Mundell and Milton Friedman debate the virtues—or not—of fixed exchange rates, gold, and a
world currency.
[2] Bid to Use Gold as Collateral Advances (WSJ)
[3] Trichet Gives First Signal Endorsing Greece Bond Rollover (Bloomberg)
[4] It's Official: China Is The "Mystery" Daily Buyer Of Billions Of Euros (ZH)(WSJ)
[5] I also discussed these stories in this comment under the last post.
[6] Bondholders Should Be Under No Illusions (Rubino)
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Saturday, May 5, 2012
Inflation or Hyperinflation?

Whilst discussing the demise of the Canadian penny in front of a Congressional panel, Fed Chairman Ben Bernanke
demonstrates that "transactional currency is simply a notional, purely symbolic token medium of exchange, much more
replaceable, resource-efficient and environmentally friendly than mining stupid metals for stupid coins."
(NotReal News)

Remember my post around this same time last year titled Deflation or Hyperinflation? At that time, the
debate between deflation and hyperinflation was all the rage, and so I wrote a post to a prominent and
long-time deflationist named Rick Ackerman, who later stopped by in the comments. In fact, most of
my hyperinflation posts have been written in the context of the deflationists' arguments.
I can't say that the debate has shifted from deflation to inflation over the last year, but it sure seems that
the arguments coming across my desk these days are for rising inflation with the exclusion of
hyperinflation. My position hasn't changed. But this does give me the opportunity to present my
position against a different premise, that of inflation without currency collapse. I would guess that
some of you will have a completely different view of hyperinflation by the time you finish this post. If
so, please let me know in the comments.
But first I need to make it clear once again that this hyperinflation discussion is not about timing. It’s
about how it all ends, and it’s better (for a saver) to be a decade too early than a minute too late. The
other side (whoever it may be) often tries to make the debate about timing. It is not about timing and I
don't do timing, but that doesn't mean the end is far away. If anything, it's overdue in the same way a
big earthquake can be overdue. In 'Deflation or Hyperinflation?' I wrote:
The whole point of the [hyperinflation] debate is about the denouement, the final outcome of this 100year dollar experiment. It is about the ultimate end, and the debate has been going on ever since the
70s when the dollar was separated from gold and it became clear that there would be an end. The
debate is about determining the best stance someone should take who has plenty of net worth. And I do
mean PLENTY. People of modest net worth, like me, can of course participate in the debate. But then it
can become confusing at times when we think about shortages or supply disruptions of necessities like
food. Of course you need to look out for life's necessities first and foremost. But beyond that, there is
real value to be gained by truly understanding this debate.
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Here is FOA on timing, from a post in which he specifically predicted dollar "hyper price inflation":
Timing?
We, and I, as physical gold advocates, don't need timing for this position! Timing is for poor, paper
traders. We are neither and our solid, long term, one call over several years to hold physical gold will
confirm our reasoning. There is no stress for me to own this ancient asset as it is in a good proportion to
all my other wealth.
There is no trading an economic system whose currency is ending its timeline. Smart, quick talking
players will joke at our expense until fast markets and locked down paper gold positions block their
"trading even" move into physical at any relative cheap price. Mine owners will see any near term
profits evaporate into a government induced pricing contango that constrains stock equity with forced
selling at paper gold prices.
My personal view
They will, one day in the future, helplessly watch their investments fall far behind a world free market
price for physical gold. Further into the future, one day, mines will make money on the last thousand
per ounce price for gold; only the first $XX,000.00 of price will not be available to them.
Yup, that was back in October of 2001. Bad timing? How have your mining stocks done lately? I know
of one FOA reader who went "all in" with gold coins that year to the tune of somewhere around $400K.
He had just retired from his previous life as a trader. Today his golden nest egg is worth $2 million,
and he has been living off of it for most of that time! So much for bad timing, eh?
My argument for hyperinflation is FOA's argument. So you'll see me use FOA's terms. You'll see me
quote a lot of FOA. And you'll see me restate the same call he made back in 2001. His call was clear
and unchanging. His argument wasn't wrong then and it is even more pressing today, which I will
explain. And just to be clear about FOA's call, here it is from that same post:
"While others call, once again, for a little bit of 5, 10, 15% price inflation, that lasts until the fed can
once again get it under control,,,,,,,,, I call for a complete, currency killing, inflation process that runs
until the dollar resembles some South American Peso!"
"Complete, currency killing" hyperinflation is a one-time event. In a moment I'll explain the reasoning
behind this call and why it still stands. But first, let's take a look at a couple of the "inflation but not
hyperinflation" arguments that have come into my sights.
"An Adult Approach"
In An Adult Approach – II (Defining Relative Real Value) Lee Quaintance and Paul Brodsky of QB
Asset Management (or QBAMCO) laid out a nice argument for what sounds a lot like FOA's front
lawn dump but without the "complete, currency killing" hyperinflation. In it, they explained that the
process of "re-collateralizing unreserved credit" which began in 2008 will likely end with all of the
assets backing today's bank money being replaced with new base money.
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In other words, US dollar monetary base (today at around $2.6T) will be increased to cover and replace
today's US bank assets (almost $20T). But they aren't predicting that the entire money supply will
become base money, as happens during hyperinflation. Instead, they think that as credit money has all
but been replaced with base money, "bank animal spirits will once again take over and we will have a
new leveraging cycle." They provided the following conceptual illustration to help us visualize what
they are projecting:

Then they ask (and answer), "Will the lines meet or cross? We don’t believe so…" I'm going to give
you a longer excerpt, but I wanted to highlight this point first, because it is where my view differs from
their view. The lines meeting and crossing is exactly what it looks like during hyperinflation, when
bank credit disappears (because price inflation is running too hot to issue credit at any practical interest
rate) and the entire money supply becomes base money in amounts which overtake the previous
amount of credit money. The lines meeting and crossing could look something like this conceptual
illustration (by DP):

Here is part of FOA's famous front lawn dump:
"My friend, debt is the very essence of fiat. As debt defaults, fiat is destroyed… hyperinflation is the
process of saving debt at all costs, even buying it outright for cash… because policy will allow the
printing of cash, if necessary, to cover every last bit of debt and dumping it on your front lawn!"
So their thesis is that the Fed buys almost all of today's bank assets (debt) for cash, but then during this
process the banks, now almost fully reserved, start lending again and a new credit cycle begins without
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a systemic collapse. And what this will do to prices is deliver "a higher General Price Level" and "a
CPI rate higher than the rate at which the GPL rises." I emailed with Paul about this call being much
more tame than some things he has written in the past and he wrote back that he thinks my
hyperinflation projection is "a very fat-tailed event" while they are "trying to be much more moderate
in [their] projections."
I hope to show in this post that avoiding this "fat-tailed event" is the most unlikely scenario. It is not
just about the gap between unreserved deposits and base money and bank levering/de-levering cycles.
It is about a currency that has reached the end of its timeline when the removal of structural
support (an FOA term) meets the largest spending/dollar-emitting machine the world has ever
known. But first, here's a more complete excerpt from their paper, or you can read the whole thing at
the link:
Magnitude of the Problem
Central bankers struck a match under the global economy in 1981 and it continues to burn.
The match began to burn their fingers in 2008 when the process of “re-collateralizing”
unreserved credit got underway.

The familiar graph above shows the increase in USD base money that began to de-lever the
US banking system in 2008. Though we have written in the past about total dollardenominated debt exceeding $50 trillion, all of that debt does not have to be paid down.
(Most of it is fully-reserved because its creditors are not levered.) But there is an
identifiable portion of dollar–denominated debt issued by highly levered creditors – banks.
We believe the debt-to-money gap that must and will be greatly reconciled in short order is
the ratio of bank assets to the monetary base. As the graph below shows, the US Monetary
Base was only 13% of US Bank Assets on December 31, 2011.The banking system is the
source of unreserved credit and is on the hook to use its collective balance sheet to be the
transfer mechanism for economic stimulation through monetary policy. And as they have
already demonstrated repeatedly, monetary policy makers feel the need to de-lever the
banking system today so it may then extend credit to the rest of the economy tomorrow.
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Of course, the US banking system is not alone. According to the Financial Stability Board,
worldwide bank assets (including US bank assets) were approximately $95 trillion in
October 2011 (USD terms). Meanwhile the IMF reported that as of December 2010 the
global supply of base money was approximately $12 trillion (USD terms). These figures
put the worldwide proportion of base money-to-bank leverage roughly in line with the US.
Given: 1) the exorbitant leverage currently in the global banking system, 2) current
negative real output growth in developed economies, 3) current negative real interest rates,
4) uniformly poor monetary, fiscal and demographic conditions across most developed
economies, and 5) already wary populations beginning to get restless; we have difficulty
imagining that global banks, labor, savers, politicians and investors will be able to endure
current conditions much longer before demanding the financial reset button be pressed to
complete bank de-levering.
We provide the graph below merely to make it easier to conceptualize the nature of such a
de-levering, as we see it. (This is not necessarily a prediction of timing or magnitude.) The
takeaway is that base money (in the form of physical currency in circulation) and bank
deposits will have to rise at a much steeper rate than bank assets until the banking system is
more fully reserved. (At some point we think bank animal spirits will once again take over
and we will have a new leveraging cycle.)

The graph above illustrates the forces behind a high-tech jubilee. The burden of repaying
past systemic debt will have been greatly reduced through base money inflation, (that shifts
the GPL [General Price Level] higher, including revenues and wages), while the integrity of
systemic debt remains intact (nominally). The integrity of the banking system will also
remain intact, as would the creditworthiness of most debtors.
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So we anticipate the sum of physical currency and bank deposits to continue to rise to
stimulate nominal GDP growth and the ratio of bank credit-to-base money to contract
further. Will the lines meet or cross? We don’t believe so but we do think the gap will
narrow substantially before bank assets can grow materially again. Thus, we expect the rate
of change of the General Price Level to equal the rate of change of the sum of physical
currency and bank credit LESS some accommodation for productivity gains. It is reasonable
to expect:
1) A higher General Price Level
2) A CPI rate higher than the rate at which the GPL rises
3) Levered asset inflation rates that very likely will be nominally positive but negative in
GPL terms and, even more so in CPI terms
"Merely Strong Inflation"
Another "inflation but not hyperinflation" post which crossed my path the other day was Get Ready for
'Hot' Inflation by Gregor Macdonald. In it he writes:
Ideological deflationists and inflationists alike find themselves both facing the same
problem. The former still carry the torch for a vicious deflationary juggernaut sure to
overpower the actions of the mightiest central banks on the planet. The latter keep
expecting not merely a strong inflation but a breakout of hyperinflation.
Neither has occurred, and the question is, why not?
The answer is a 'cold' inflation, marked by a steady loss of purchasing power that has
progressed through Western economies, not merely over the past few years but over the
past decade. Moreover, perhaps it’s also the case that complacency in the face of empirical
data (heavily-manipulated, many would argue), support has grown up around ongoing
“benign” inflation.
If so, Western economies face an unpriced risk now, not from spiraling deflation, nor
hyperinflation, but rather from the breakout of a (merely) strong inflation.
After reading his post, I asked Gregor in a comment and a tweet:
"With our government’s budget deficit at twice the rate of the trade deficit, and with the drop-off in
foreign CB support for our government debt, how can we possibly have “merely strong inflation”?"
Here was Gregor's reply:
"Because the subject is so vast, and because I'd like to make a comment that is useful, I'll just respond
briefly to FOFOA on his remarks regarding my present concern for a strong inflation, and my lack of
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concern for a spiraling deflation or hyperinflation...
So, while there are many components required to foster/create/spark either strong inflation or
hyperinflation--which have been discussed and articulated historically in the corpus of work done on
the subject--there is in my opinion one factor, and one factor alone, that *must* be present in all
hyperinflations. And that factor is the social, behavioral component in which the users of the currency
*must* cross a tipping point where they are inclined to effectively throw the currency away, in
exchange for any other good or currency, at some notable rate of speed. Without this behavioral shift,
without this social decision, without the psychological change in perception that leads to this type of
crowd behavior, there will be no hyperinflation.
So, you won't find me predicting USD-zone hyperinflation or even the risk of such any time soon,
because the requisite social-psychological shift is a large and heavy object that needs a collapse in
confidence to move from its current state of inertia.
Instead, I am genuinely concerned with a breakout of strong inflation, owing to a convergence of very
large global trends: primarily the reaching of the Lewis Turning Point in non-OECD countries, and the
relentless advance of resource scarcity. OECD currency users, meanwhile, from Japan to Europe to the
US remain largely trapped within their currencies and their sovereign bonds, and will remain trapped
in these until they aren't.
True, nothing goes on forever. Wake me when the managers of trillions of OECD pension assets panic
out of their own currencies, and their own sovereign bonds, and I will finally be willing to entertain the
risk of hyperinflation in OECD currency zones: EUR, JPY, USD. Perhaps this happens sooner than I
anticipate. But I wager that it happens much later than most anticipate.
G"
There are three good points in Gregor's reply which I want to address, so I'll just list them out right
here:
1. A psychological tipping point must be present in all hyperinflations. Me: But is this masspsychological tipping point the cause, or simply a visible effect (symptom) that is sometimes mistaken
as the cause? A loss of consciousness is also present in all deaths.
2. A social-psychological shift is a large and heavy object that needs a collapse in confidence to move
from its current state of inertia. Me: Is it really so large and heavy to move? Or is it, as I wrote in this
post, something that "can stop on a dime and reverse course 180 degrees overnight, from greed to fear,
based on a single news item"?
3. "Wake me when the managers of trillions of OECD pension assets panic out of their own currencies,
and their own sovereign bonds." Me: They may well panic out at some point, but again, will that be a
cause or an effect? I will show that it is 100% effect and that, if that's what you're waiting for until
you're willing to entertain the risk of hyperinflation, you will be a day late and a dollar short to make
any preparations that were contingent upon entertaining the risk.
There's one other item that I want to mention because it also contributed to my decision to write this
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post. And that is this "no hyperinflation" wager offered up by someone in the MMT camp:
The United States will not experience hyperinflation (defined by 3 consecutive months
of 6% Month over Month inflation according to the Billion Prices Project
measurement of MoM inflation) from April 17th 2012 to April 17th 2017.
Many people claim the United States will experience hyperinflation, because of a massive
increase in the monetary base. The monetary base has shown a huge increase as you can see
at FRED under BASE, http://research.stlouisfed.org/fred2/series/BASE
The bulk of the increase in the monetary base happened in late 2008. This prediction gives
nearly 9 years for hyperinflation to occur in the United States - many times any reasonable
"long and variable delays" between monetary base increases and inflation could logically
be linked.
Other people point to so called Quantitative Easing as a trigger for hyperinflation. The first
rounds of QE happened in early 2009. This prediction gives 8 full years for the
hyperinflationary impacts of QE to manifest in the United States.
Modern Monetary Realism (www.monetaryrealism.com) and Modern Monetary Theory
(www.moslereconomics.com) both say there will be no hyperinflation due to the increase in
the monetary base. MMR and MMT claim inflation is not likely at all. High inflation might
be caused by either vastly higher energy commodity prices due to supply constraints or
increases in the notional value the government pays for goods and services. The large
increase in the cost of oil has not caused runaway inflation as of April 25, 2012, simply
because it was not large and sustained enough. There has been no large increases in the
values paid by the U.S. government through April 2012.
Since neither of these two circumstances has happened or are likely to happen in the U.S.
during the next 5 years, there will be no hyperinflation in the U.S. as defined by the above
prediction for the next 5 years.
Aside from the fact that it would be silly to take the hyperinflation side of a dollar-denominated bet, as
I wrote in the comments, I am also not interested in taking this bet because it is a timing bet and I think
that sends the wrong message. But I did want to mention it because it makes some specific points
which are relevant to this post.
1. That "high inflation" might be caused by supply constraints (similar to the effect of resource scarcity
which Gregor mentioned) or increases in the notional value (I think he meant price) the government
pays for goods and services.
2. That because there have been no large price increases from 2008 through 4/25/2012, they are
unlikely during the next five years.
I will show you that he is looking at the wrong things in saying that if base money creation in 2008
didn't cause price inflation yet, then it won't for the next five years. There are some important
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differences between today and 2008. For example, the federal budget deficit in 2008 was "only" $438B
while the trade deficit was much larger at $698B. And in 2007 the federal budget deficit was even
smaller, at 23% of the trade deficit. The 2007 budget deficit was only $162B while the trade deficit was
$696B. Today that situation is reversed. So prior to 2009, the foreign sector was supporting the sum
total of both the US private and government sector deficits, leaving some room for the private sector
and foreign support to contract while the government sector expands. And that is exactly what
happened.
Today the federal budget deficit is more than twice the trade deficit, and the foreign sector is supporting
less than half while Fed printing supports the rest. Additionally, there are signs today that foreign
support is waning even more. I will get to those later, but this is the very recipe for hyperinflation
which FOA described, only an order of magnitude worse than in 2001 when he was writing. So anyone
who wants to take that silly bet will only lose because the dollars they'll win will be virtually worthless.
A/FOA's Call
In his final month of full posts, from 10/3/01 through 11/3/01, FOA countered both the deflationists and
the inflationists (who he grouped as the "hard money thinkers") in his drive to explain how the dollar
reserve system will end in hyperinflation. Here's a quick sampling from that last month to show you
what I mean:
FOA 10/3/01 - For decades hard money thinkers have been looking for "price inflation" to show up at a
level that accurately reflects the dollar's "printing inflation". But it never happened! …
That "price inflation" never showed up because the world had to support its only money system until
something could replace it. We as Americans came to think that our dollar, and its illusion of value,
represented our special abilities… Oh boy,,,,,, do we have some hard financial learning to do.
FOA 10/25/01 - Somewhere in the 1970s era I was exposed to the thinking of several different
deflationists. It seemed that all of their conclusions came to the same end: that dollar deflation would
rule the day, no matter what... Deflation was always the final outcome.
FOA 10/3/01 - The relatively small goods "price inflation" so many gold bugs looked for will be far
surpassed and the "hyper price inflation" I have been saying is coming is now being "structurally" set
free to run.
FOA 10/9/01 - Dollar hyperinflation and super high gold prices are closer than many think.
FOA 11/2/01 - The evolution of Political will is now driving the dollar into an end time hyper inflation
from where we will not return. That is our call. Bet your wealth on the other theorist's call if you want
more of their last 30 years of hard money success.
Get the point? Good. Now one other thing is that, as I am explaining what I learned from FOA, FOA
was explaining what he had learned from Another:
FOA 10/3/01 - A number of years ago, I began to learn from some smart people about the real political
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game at hand and how that would, one day, produce the final play in our dollar's timeline. Indeed, you
are hiking that trail with us today; us meaning Euro / gold / and oil people. All of us Physical Gold
Advocates that have an understanding about gold few Americans have ever been exposed to.
Now that you know the A/FOA position (hyperinflation camp, not inflation, not deflation), the A/FOA
call ("hyper inflation from where we will not return. That is our call."), and the pedigree of the A/FOA
message ("us meaning Euro / gold / and oil people… few Americans have ever been exposed to"), let's
get on with the details.
Structural Support
FOA 10/3/01 - Our recent American economic expansion has, all along, actually been the result of a
worldly political "will" that supported dollar use and dollar credit expansion so as to buy time for
Another currency block to be formed. Without that international support, this decades-long dollar
derivative expansion could not have taken place. Further, nor would our long term dollar currency
expansion produce the incredible illusion of paper wealth that built up within our recent internal
American landscape.
The relatively small goods "price inflation" so many gold bugs looked for will be far surpassed and the
"hyper price inflation" I have been saying is coming is now being "structurally" set free to run.
Why "structurally", why now?
For years now, "politically", the dollar system has had no support! Once again, for effect,
"Politically NO", "Structurally Yes"!
For another currency block to be built, over years, the current world economy had to be kept
functioning. To this end the dollar reserve system had to be structurally maintained… Truly, the recent
years of dollar value was just an illusion. An illusion of currency function and value, maintaining the
purpose of holding the world financial and economic system together for a definite timeline. Politically,
the world does not hate America; rather they hate the free lifestyle our dollar's illusion value brought us
yesterday and today.
If our dollar is going to fall so fast and so far in value that it will be called "hyperinflation", then the
dollar must be tremendously overvalued today, right? In fact, and these are FOA's words, "Dollars
have no value at all except for our associating remembered trading value with them." A barrel of crude
oil isn't worth $100 because a one hundred dollar bill has a value equal to a barrel of oil; rather we
remember that a barrel of oil will trade for the same amount of natural gas that also relates to those
same 100 units. Money is an associated value in our heads. It's not a physical item.
Yet for the last 30+ years, the fully fiat dollar, a purely symbolic token currency, has been behaving as
if it actually is an item of value equal to the real goods and services the US has received through its
perpetual trade deficit. Understanding how this was even possible is the only way to understand how it
will end.
FOA 10/25/01 - I mean that our whole dollar landscape has now become just a trading asset arena: it's
now evolving away from any meaningful currency use to trade for real goods. It can head in no other
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direction because our local economic structure, the USA economic base, cannot possibly service even a
tiny fraction of the buying power currently held in dollars worldwide.
FOA 10/5/01 - The game is to let the US economy suffer from its own bloated expansion by moving
slowly away from supporting foreign dollar settlement with CB storage. This is more than enough to
end the dollars timeline as we are already stretched to the leverage limit. They know that Greenspan
has but one policy to use and that will be super printing. He is doing it now, right on que!
And here we find the key to the kingdom: "supporting foreign dollar settlement with CB storage."
All currencies have the value of whatever they can buy. In a sense, they get their value from price tags
offering prices denominated in their unit. But this MoE (medium of exchange) usage demand is not
enough for the dollar. It is not enough that foreign goods are priced in dollars. The dollar requires
another kind of usage demand: SoV (store of value) usage.
The reason for this is simple. The US is the only originator of new dollars and the US has run an
unending trade deficit for 37 years, so the US has been exporting an unending stream of dollars for 37
years. To some extent, that pool of external dollars can circulate outside of the US as long as some
foreign goods, like oil, carry a dollar price tag. But that is not enough.
Without foreign CBs supporting this system of foreign dollar settlement by mopping up the unending
glut of dollar emissions, the market price mechanism would collapse the US trade deficit in a heartbeat.
Now I've got to make an important point about stock and flow here. We need not be concerned about
the stock of dollars held by these foreign CBs, which today stands at more than $5T. The real danger is
the unstoppable flow of dollars. No one needs to dump their dollar holdings to collapse the dollar. In
fact, they won't dump and I don't expect them to dump, at least not until collapse is well underway.
All they need to do is to slow down mopping up the gushing, unending flow. Here's how fragile the
dollar actually is. It is supremely overvalued because its SoV arena, its "trading asset arena" as FOA
termed it, simply dwarfs the MoE arena where all currencies get their value. But what threatens the
dollar's massive overvaluation most clearly and presently today is only that tiny, marginal portion of the
flow: the deficit portion or the unstoppable net-emission of dollars.
Trillions of dollars circulate (change hands) every day, and orders of magnitude more sit idle in
investments. But the real threat to all of it is the net-emission of dollars which must be mopped up
(stored) by someone. This is the structural support that holds the whole system together: foreign CBs
perpetually gorging themselves on Treasuries. It's not that they might sell their stock of Treasuries. The
real threat is that they might slow or stop their rate of accumulation relative to our rate of emission.
Big Danger in a Little Marginal Flow
What do I mean by "marginal flow"? Well, first there's something you need to understand about flow.
Stock and flow are not directly comparable because while stock is a measure of units, flow is a measure
of units per time. We can look at the ratio of stock to flow over a period of time, but I'm not even
interested in that in the case of the dollar. With dollar flows, we have the prices of goods and services
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which are far more relevant to the marginal (deficit) flow of dollars than any measure of the total stock
of dollars.
I'm also not really interested in the flow of dollars within the monetary plane of "investments".
Investments within the monetary plane change price regularly, sometimes with great volatility, yet
without crashing the entire global monetary and financial system. But that real stuff in the physical
plane, stuff like food, energy, medicine and industrial inputs, is (remarkably) relatively stable on its
dollar price tags over time (at least compared to currencies going through hyperinflation). So we don't
need to picture the dollar flow as a portion of the entire dollar stock, we can instead picture it as a flow
of real goods and services as long as we focus on the goods and services portion of the BOP. And we
also know that government spending (the federal budget) is all on goods and services in the physical
plane, not on "investments" in the monetary plane.
So what do I mean by "marginal flow"? The US is the dollar's home, its creator and its legal tender
zone. Most everything here carries a dollar price tag. But the US also trades with the world outside of
its own currency zone, and in so doing it emits dollars. Last year the US spent $2.66T abroad, but we
also took back most of those dollars by selling our stuff abroad. In fact, we took back $2.1T of the
$2.66 we sent out. So netting it out, we net-emitted $560B last year. That's 560B dollars created here in
the dollar creation zone and sent out into the non-dollar (homeless dollar) zone. That's marginal
(deficit) flow. But there's more.
Before I get to the "more", let's reduce this to an easier time-frame. In a stable currency (like the
dollar), the prices of necessities like food, energy, medicine and industrial inputs don't change much
over a one-year time period. But prices can change overnight, and that's what I'm predicting. So I'm
going to start quoting these annual statistics in daily flow amounts, by dividing the annual number by
365. That, of course, includes weekends and holidays. And while our beloved monetary plane closes
down for weekends and holidays, the physical plane of necessities runs 24/7.
So looking at it as a daily flow, last year the US in aggregate emitted about $7.3B per day to the world
outside of its boundaries and took back in only $5.8B. So the US is a net-emitter of about $1.5B per
day. But there's more. In 2009, the federal budget deficit overtook our trade deficit in dramatic fashion.
As I said earlier, in 2007 the federal budget deficit was only 23% of the trade deficit. In 2008 it was
63%. And in 2009 it jumped to 367% of the trade deficit. In 2010 the federal budget deficit was 259%
of the trade deficit, and in 2011 it was 232%.
You don't see this comparison very often, budget deficit to trade deficit. And the actual percentages
don't really matter much. What matters is that it went over 100%. What matters is that, since 2009, the
US government (USG) is a net-emitter of more dollars than the US in aggregate emits to the outside
world.

So what? Well, the USG emits about $9.8B per day while it takes in revenue of only about $6.2B. So
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the USG is a net-emitter of $3.6B per day. That's the marginal flow I'm talking about. And there's big
danger in that daily flow of $3.6B.
In 2008, the US in aggregate (private sector and public sector combined) net-emitted $1.9B per day to
the outside world. This is like a broken water main that cannot be shut off, and must be mopped up by
someone. But that year the USG only gushed $1.2B per day. So the foreign mess we created was only
63% attributable to the USG. The other 37% came from private sector deficit spending. But ever since
2008, that broken water main gushing dollars abroad is 100% attributable to the USG alone. And not
only that, but it's now spilling out here at home, on our own front lawn!
The USG today is spending $3.6B more than it is taking in, each and every day. That's a big mess of
dollars flooding out of the USG. $1.5B per day is flooding outside of our zone while $2.1B is staying
right here on our front lawn. This is all flow. It is ongoing and unstoppable. And it all must be mopped
up by someone. And by someone, I mean either the foreign sector, the domestic private sector or the
Fed buying up US Treasuries. $3.6B per day, an unstoppable, unending broken water main gushing out
dollars. Marginal flow!
Don't be fooled by the misdirection. QE, twist, whatever; it's not about interest rates or helping the
economy recover. It's 100% about disguising and managing this uncontrollable, unstoppable mess. It's
more like a broken sewer line than a water main now that I think about it.
Sure, the Fed needs to keep interest rates from rising. Because what happens when interest rates rise?
The value of the entire $35T bond market starts to collapse and bond holders panic. The Fed doesn't
want that, so don't bet on them letting interest rates rise. But as I said, I'm not worried about the stock
of dollars. I'm worried about this broken sewer line we call the federal budget deficit which means no
one has to sell a single bond. In fact, someone has to continuously buy $3.6B more each and every day,
including weekends and holidays.
And if prices start to rise as they do in a 'hot' inflation, I propose to you that the USG will not cut back
in real terms. So if prices were to rise by, say, 10%, the USG net-emittance of dollars would rise by
10% to $3.96B per day. And because the trade deficit is 100% attributable to the USG ever since 2008,
the trade deficit would also rise 10% to $1.65B per day. The USG will not be outbid for goods priced in
dollars. Price is what determines who gets a scarce good, and the USG will not be deprived. They even
said so in a recent Executive Order! And where are goods and services prices discovered? In the minds
of investors with pensions and IRAs, or at the margin where dollars flow?
"Supporting foreign dollar settlement with CB storage"
For decades up until today, foreign dollar settlement has been supported by foreign CBs storing the glut
of dollars emitted by the United States, just as FOA said. And by "support", he meant keeping dollar
prices stable in the face of a glut of dollars coming out of the US, but to the detriment of the living
standard of their own population.
This lack of dollar price inflation to match the monetary expansion of the dollar over the last 30 years
has fostered many crazy economic theories to explain how the dollar can't collapse. In fact, most all
economic theories today have some explanation or another describing the miracle of the magical dollar.
But what they all miss is the political component which supported the dollar for all these years by
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mopping up that marginal (deficit) flow.
CB storage works, surprisingly, by duplicating the glut of dollars abroad. The CB mops up the dollars
and then duplicates them by sending them back to the US public and private sectors (in proportion to
each sector's deficit attribution, today 100% USG, 0% private sector) so they can be spent again, and
also keeping those same dollars in CB reserves as a debt of the United States. Since 2009, it's all
attributable to the USG, so every day, as a billion-plus dollar glut piles up, the foreign CB sends it back
to the USG and also stores it in its own vault with a new billion-plus in Treasuries.
But in order to do this, that foreign CB needs to duplicate it again in its own currency. So the foreign
CB prints an amount of its own currency needed to buy up the dollar glut, thereby transferring the
monetary inflation to its own population and keeping the dollar price tags from changing. No (or low)
dollar price inflation. Foreign dollar settlement continues. Support!
Not understanding the political element of foreign CB support is why low dollar price inflation has
confounded an entire generation of hard money thinkers. And yet, again today, having finally given in
to the miracle of the magical dollar theories, they will be once again confounded as the dollar collapses
in hyperinflation upon the removal of that support. But fear not. FOA and I are here to help!
FOA 10/3/01 - For decades, hard money thinkers have been looking for "price inflation" to show up at
a level that accurately reflects the dollar's "printing inflation". But it never happened! Yes, we got our
little 3, 4, 8 or 9% price inflation rates in nice little predictable cycles. We gasped in horror at these
numbers, but these rates never came close to reflecting the total dollar expansion if, at that moment, it
could actually be represented in total worldwide dollar debt. That creation of trillions and trillions of
dollar equivalents should have, long ago, been reflected in a dollar goods "price inflation" that reached
hyper status. But it didn't.
That "price inflation" never showed up because the world had to support its only money system until
something could replace it. We, as Americans, came to think that our dollar and its illusion of value
represented our special abilities; perhaps more pointedly our military and economic power. We
conceived that this wonderful buying power, free of substantial goods price inflation, was our god
given right; and the rest of the world could have this life, too, if they could only be as good as us! Oh
boy,,,,,, do we have some hard financial learning to do.
Over the years, all this dollar creation has stored up a massive "price inflation effect" that would be set
free one day. Hard money thinkers proceeded to expect this flood to arrive every few years or so; the
decades passed as those expectations always failed. Gold naturally fell into this same cycle of failed
expectations, as the dollar never came into its "price inflationary" demise.
A number of years ago, I began to learn from some smart people about the real political game at hand
and how that would, one day, produce the final play in our dollar's timeline. Indeed, you are hiking that
trail with us today; us meaning Euro / gold / and oil people. All of us Physical Gold Advocates that
have an understanding about gold few Americans have ever been exposed to.
Our recent American economic expansion has, all along, actually been the result of a worldly political
"will" that supported dollar use and dollar credit expansion so as to buy time for Another currency
block to be formed. Without that international support, this decades-long dollar derivative expansion
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could not have taken place. Further, nor would our long term dollar currency expansion produce the
incredible illusion of paper wealth that built up within our recent internal American landscape.
The relatively small goods "price inflation" so many gold bugs looked for will be far surpassed and the
"hyper price inflation" I have been saying is coming is now being "structurally" set free to run.
Why "structurally", why now?
For years now, "politically", the dollar system has had no support! Once again, for effect,
"Politically NO", "Structurally Yes"!
For another currency block to be built over years, the current world economy had to be kept
functioning. To this end the dollar reserve system had to be structurally maintained; with its IMF
agenda intact, gold polices followed and foreign central bank support all being part of that structure.
Truly, the recent years of dollar value was just an illusion. An illusion of currency function and value,
maintaining the purpose of holding the world financial and economic system together for a definite
timeline. Politically, the world does not hate America; rather they hate the free lifestyle our dollar's
illusion value brought us yesterday and today.
Now that the Euro block is passing a point where the Euro currency is viable; this same past dollar
support that built America's illusion wealth will now fall away. In its place we will see the beginnings
of a currency war like no other in our time.
This very change in structural dollar support is the same change that has been impacting our fed's
actions for over a year now. This change is the difference between my call for super price inflation and
the endless calls past hard money thinkers have made. Their on again / off again goods "price inflation"
outlook is based on the same failed analysis that expects price rises because the fed was into another
"printing money faster" cycle. I point out that that cycle has come and gone many times without a price
inflation anything close to our total, long term, dollar creation.
Further
To this end, I have been calling for a hyper inflation that is being set free to run as a completed Euro
system alters Political perceptions and support. That price inflation will be unending and all
encompassing. While others call, once again, for a little bit of 5, 10, 15% price inflation, that lasts until
the fed can once again get it under control,,,,,,,,, I call for a complete, currency killing, inflation process
that runs until the dollar resembles some South American Peso!
[…]
Greenspan will not embark on a dollar building policy again! Even if he changes his mind about
leaving. Unlike our past inflation cycles, he has only one act to follow because he must support the
internal economic dynamics of this country as its dollar falls from reserve status. There will be no
inflation "cycle" on this go around. The creation of a competing Euro currency block has changed his
policy dynamic.
The fed has cut rates below perceived price inflation levels already and will cut again and again; even
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in the face of real, published, soaring, official statistical CPI. The die has been cast and the game is in
process.
That was written in October, 2001. So what happened? It's simple really. From my post, Moneyness,
the black dividing line is right around October, 2001:

People like to say that A/FOA got it wrong, because the timing didn't seem to play out
exactly as they inferred it would. But I would like to proffer another view. Perhaps FOA
was unaware of the lengths to which the PBOC was prepared to go in supporting the dollar
and the US trade deficit over the next decade.
China was admitted into the World Trade Organization on December 11, 2001, one month
after these posts. And it wasn't until 2002, after FOA stopped posting, that China really
began to ramp up its trade with the US and to purchase US bonds in size [mop up the
deficit flow of dollars keeping dollar prices low and stable]. From '99 to '01 China's
Treasury holdings were flat at around $50B, but from 2002 they began a parabolic rise that
has now ended and is once again flat.
So if China has backed off from supporting the dollar today, in the same way that the
European CBs had backed off right when FOA wrote these posts, well then perhaps they
are more relevant today than the day they were written.
Here is Ben Bernanke from a speech in 2005 noticing the shift in dollar support from "industrial
countries" (Europe) to "developing countries" (China) which took place sometime "between 1996 and
2004":
The collective current account of the industrial countries declined more than $441 billion
between 1996 and 2004, implying that, of the $548 billion increase in the U.S. current
account deficit, only about $106 billion was offset by increased surpluses in other industrial
countries. As table 1 shows, the bulk of the increase in the U.S. current account deficit
was balanced by changes in the current account positions of developing countries,
which moved from a collective deficit of $90 billion to a surplus of $326 billion--a net
change of $416 billion-- between 1996 and 2004.
Of course in 2005 the federal budget deficit was only $317B while the trade deficit was $708B. So the
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foreign sector was still supporting the sum total of the US public and private deficits by mopping up the
entire glut of dollar net-emissions to the tune of $708B per year, or $1.94B per day. And this would be
a good time for me to put down a common myth propagated by Ben Bernanke as well as, well,
everyone else.
It is a myth that QE is a result of the Fed's concern for the economic outlook or even about keeping
interest rates down. That's just what they want you to be focused on, rather than the real reason for QE.
Notice that QE began at the same time as the federal budget deficit overtook and surpassed the trade
deficit. Not only that, but the amount of QE matches close enough for government work the difference
between the budget deficit and the trade deficit.
It is also a myth that QE is sterile money creation because (as they like to say) it is all just sitting on the
banks' balance sheets as excess reserves held at the Fed rather than circulating in the economy. In fact,
it is ALL circulating in the economy because the USG spends that money into the economy.
Government dollar emissions simply come with bank reserves. If you don't understand this, please go
back and review my banking system model in Peak Exorbitant Privilege.
So if you're watching "economic indicators" and Treasury market figures and interest rate curves trying
to guess if there will be more printing, aka QE3, you should instead ask yourself if the USG will cut a
quarter of all its spending habits this year, or ever. That would be roughly equivalent to cutting all of
Medicare, or all of Social Security, or all of defense spending, or a third of each, just to give you an
idea of how much they are printing.
What we have today, in essence – nay, in reality – is the USG running a daily deficit of $2.1B against
its own economy and another $1.5B per day against the rest of the world. FOA explained that what this
means in essence – in reality (when you are the printer of the global reserve currency) – is the fleecing
of the standard of living of someone else:
FOA 2/26/00 - So, dollar hyper inflation never arrived and gold did not make its run because world
CBs bet your productive efforts on supporting the dollar reserve. In the process, the US standard of
living was raised tremendously on the backs of most of the worlds working poor. But this is not about
to last!
FOA 3/10/00 - My point was that their actions can only be justified from a position of "buying time"…
Their Central Banks support polices were a decision to waste their citizen's productive efforts in a
process that held together a failing currency system.
FOA 4/19/01 - What changes is the recognition of what we do produce for ourselves and what we
require from others to maintain our current standard of living… We will come to know just how
"above" our capabilities we have been living. Receiving free support by way of an overvalued dollar
that we spent without the pain of work.
FOA 7/16/01 - The American dollar has bought its makers a lifestyle that is at odds with this new thrust
in money use. A reserve currency today must allow its value to be set solely upon its money function
[MoE arena], not its function of retaining wealth [SoV arena]. Use trends today are forcing money
creation policy and money values to be determined by wealth outside the official money realm. All the
while the dollar holders are fighting to stop this from happening.
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FOA 7/20/01 - For years American lifestyles encouraged its political system to protect their banking
/debt credibility at all costs; so we could buy others' real goods without sending real wealth to pay for
it. We did this in the only way we knew how; in body, mind and spirit, our political economic purpose
promoted the dollar and its debt to be as good as gold and a substitute for real wealth holdings. Even a
substitute for real wealth to be held in reserve behind other currencies!
FOA 10/5/01 - Even the third world didn't want to hear it. They figured that any return to a hard money
system would hark back to a time they remembered well. These guys suffered during the early century
and no one was going to tell them that the gold standard wasn't at fault. The US is today, and was then,
robbing them blind but the situation seemed, to them, that this new dollar standard was building them
up. Looking at it all,,,,, we robbed the Japan life style standards the most. All to buy us an almost free
standard and they loved it.
FOA 10/8/01 - We managed this threat with help from our Euro friends; somehow thinking they
enjoyed and wanted our fleecing their lifestyle to the same degree we did it to the rest of the world.
Their cooperation, we will find out, was but a structural policy that bought time; time for a dollar
replacement to be made.
FOA 10/26/01 - Again; this all works as long as the world "buys into" using our dollars. As I said; an
expanding fiat works to grow the economy thru expanding credit buying power because the fed can
support the system with credit creation that has no "inflation premium". That lack of premium only
exists as long as Americans can exchange free credit for real physical goods. Once this perception
changes it's over. Once the world understands that it's not local US goods that stands behind dollar
growth, but less expensive foreign goods,,,,,,,,,, the stage is set for our "supporters" to sell to
themselves! Making themselves
"lifestyle rich". All they need is Another currency unit.
Here's the bottom line, and the absolute correct way to view the USG's deficit spending today. Starting
in 2009, the US private sector was no longer "fleecing lifestyle" from the rest of the world through the
exorbitant privilege of its currency (a privilege which began in 1922 and peaked in 2005). Beginning in
2009 the USG started fleecing lifestyle from its own economy (in addition to the rest of the world)
while ironically calling it "economic stimulus". This is the meaning behind these shocking images from
2009, which I first used in my 2009 post, No Free Lunch:
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Global resources are being fleeced by the USG at the rate of $1.5B per day, while American resources,
above and beyond the normal "internal revenue service," are being fleeced at the rate of $2.1B per day.
The foreign resource fleecing is being enabled by foreign CBs (mostly China up until recently) buying
Treasuries, and the local resource fleecing is enabled mostly by QE, but also partly by your pension
fund manager buying you some of those tasty yield-free Treasuries.
It is no wonder at all that the stock market is doing relatively well given the unstoppable domestic
sewage – I mean dollar – leak that is the USG's deficit spending. Unfortunately (for everyone) the stock
market doesn't sterilize the sewage against goods and services price inflation the way the Treasury
market does. The dollars just flow right through the stock market to the sellers.
But as I wrote above, it doesn't really matter what percentage of the trade deficit the budget deficit is,
just that it's over 100%. As long as it's over 100%, the entire trade deficit is 100% nominally
attributable to the USG, which means if we get some "hot inflation" either the USG will have to give
up some of its consumption in real terms, or else defend its "lifestyle" with the printing press, right
there at the margin where prices are discovered.
I don't expect this inflation to originate inside the US. In fact, as long as foreign CBs are structurally
supporting the dollar reserve system by mopping up our $1.5B per day outflow, the American people
are getting a pretty good deal on their own fleecing. I mean, even though we are being fleeced of $2.1B
per day in "lifestyle" by our own government (in addition to taxes), for that fleecing we are actually
receiving $3.6B per day back in government. ROI! So even though government is terribly wasteful,
our wasteful government is still being subsidized by y'all! "Life is so fucking good I can taste it in my
spit."
And because the US private sector deficit spending in aggregate has contracted to well below zero
since 2008, I have a hunch that a lot of the fat has been cut out of the "basket" of US imports. The trade
deficit has dropped from $698B in both 2007 and 2008 to $500B in 2010 and $560B in 2011. I bet all
of that ~$130B drop has come from private sector consumption reduction (private sector crashing its
living standard). In fact, the "private sector consumption drop" is probably greater than ~$130B and the
USG has made up some of it by expanding its consumption. But the USG doesn’t consume cheap
consumables from Walmart. The USG consumes important stuff… stuff we generally call necessities.
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Looking at the top imports from 2008 as well as the fastest growing imports of significance (say, over
$5B per year at least), the top "necessities" are oil, medicinal preparations, petroleum products, coal,
fertilizers and pesticides, food oils, oil field equipment, feedstuff and foodgrains, unmanufactured
steelmaking materials, industrial organic chemicals, and semifinished iron and steel.
Again, this is just a hunch, but that's probably a good list of things to watch for price increases that
could quickly turn hyper when the USG refuses to be outbid… if and when the foreign CB "structural
support" slows down and the rest of the world stops exporting necessities to the USG for nothing but
paper that will soon be worthless. So now that we know what to watch for, let's take a look at the state
of that "structural support" today.
The US Treasury puts out a list of Foreign Holders of Treasury Securities. The latest update, which was
put out on April 30th, covers Treasury holdings through February 2012 and shows each month for a
whole year, in this case beginning in February 2011. The top row is China because China has the most
Treasuries. And looking across for the year we can see that China's holdings are pretty flat, except that
they peaked at $1.3T in July and then dropped all the way to $1.178T in February.
It looks like Japan (line 2) really picked up the slack though, buying $205B in Treasuries from
February to February. I guess we better hope that Japan keeps running a trade surplus! Oops…
Japan Swings to Trade Deficit
4/19/12—Japan swung back into a trade deficit in March as a steady rise in energy imports
outweighed a rebound in automobile exports after last year's flooding in Thailand.
But fear not! Zero Hedge is on the case:
2/29/12 - Best advice: keep a track of that Chinese trade surplus. If it becomes a deficit (just
like Japan did recently), that is the first signal that things are changing dramatically from an
international flow of funds perspective. It also means that unless the US finds subtitute
demand, most likely from within, the only remaining buyer will be the entity that already
has the largest holding of US paper - the Federal Reserve.
That last year of Treasury data, from Feb. to Feb., shows that the increase in foreign Treasury holdings
covered the trade deficit for that year. If we look down at the last line, grand totals, and subtract Feb.
2011's total from Feb. 2012's we come up with an increase in "structural support" of $633.3B. And if
we add up the monthly trade deficit for those same months we come up with $565.5B. Once again,
close enough for government work. So I guess it's a good thing someone's still propping up the dollar.
But wait! Here's another one from Zero Hedge only ten days later:
China Posts Biggest Trade Deficit Since 1989
3/10/12 - In addition to all the US election year propaganda and delayed after effects of
central banks injecting nearly $3 trillion in liquidity to juice up the US stock market,
something far more notable yet underreported has happened in 2012: the world stopped
exporting. Observe the following sequence of very recent headlines: "Japan trade deficit
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hits record", "Australia Records First Trade Deficit in 11 Months on 8% Plunge in
Exports", "Brazil Posts First Monthly Trade Deficit in 12 Months " then of course this:
"[US] Trade deficit hits 3-year record imbalance", and finally, as of late last night, we get
the following stunning headline: "China Has Biggest Trade Shortfall Since 1989 on Europe
Turmoil."
[…]
China total imports and exports - whoosh:

China trade balance by region - whoosh:

China trade with the US - whoosh:

China trade with the EU - whoooooooooooooooooosh:
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However, definitely no whoosh here:

Oh, and let's not forget this particular whoosh:

...Is it starting to make sense now?
You can nitpick that data all you want, but one thing is as clear as an azure sky of deepest summer. This
is a very different picture from the China of 2002 embarking on a "parabolic rise" in US dollar
"structural support". In fact, even though it is true that some combination of Japan, oil exporters,
Caribbean banking center, Taiwan, Switzerland, Russia, Luxembourg, Belgium and Ireland (to name a
few) managed to cobble together the necessary support last year, the dollar is now living off of a willynilly support system rather than the "structural support" it enjoyed for the last 30 or so years. If FOA
was here, he'd probably say something like this:
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The relatively small goods "price inflation" so many gold bugs looked for will be far surpassed and the
"hyper price inflation" I have been saying is coming is now being "structurally" set free to run.
Of course "hot inflation" is coming! But how long will it last? How long can it last without the
structural support of foreign CBs mopping up the dollars the USG will be printing in order to defend its
own "lifestyle" in real terms? How far can prices rise without hitting that hyper feedback loop at the
margin where prices are discovered? The USG is net-emitting $3.6B per day today, and the problem is
that the USG is not an economy. It is a consumer and a printer. So the daily net-emission of global
dollars is now backed, not by an economy, but by the largest consuming entity ever known to man!
Lee and Paul are correct that the commercial banking system will soon be fully reserved. But I don't
think those new reserves will come directly from the Fed in exchange for bank assets. Now that the
government deficit has surpassed the trade deficit, all foreign support is Treasury buying, not private
sector debt like MBS. The crossing of this Rubicon means that maintaining the Treasury market takes
structural precedence over all other assets. It also means that every new dollar the USG decides to
spend puts new reserves into the private sector banking system, raising its ratio of reserves to deposits.
So the new reserves coming into the banks will be coming from domestic USG deficit spending via QE
or whatever they decide to call it next time. And I believe that those bank assets and "unreserved
credit" will simply die on the vine of worthless tokens as the USG crushes its own currency defending
its lifestyle.
Gregor is correct about the "benign" inflation we've had, not just for the past decade, but for the past
three or four. This is what FOA was talking about. "Yes, we got our little 3, 4, 8 or 9% price inflation
rates in nice little predictable cycles." But hyperinflation "never showed up because the world had to
support its only money system until something could replace it." The euro was born, then came China,
and my call is that hyperinflation "is now being 'structurally' set free to run."
If you print enough money, you can get the price of everything to rise. Just look at Zimbabwe if you
don't believe me. But printing doesn't make all prices rise in unison. Gregor makes a good case for the
"Middle Class Squeeze" combined with asset price deflation, an inflation/deflation double whammy, as
well as resource scarcity-driven subsistence inflation leaving no discretionary spending room for the
poor or those in developing countries. And from the "Executive Summary" of his part 2: "Rising wages
in the developing world create upward price pressure everywhere globally." I agree with Gregor on all
counts!
So yes, I agree with Gregor that "hot inflation" is coming and it's a real risk. But inflation generally
suppresses consumption in real terms. As Gregor says, "it quickly begins to drive out spending for
discretionary goods in favor of true basics." But this doesn't apply to the USG who can "spend"
infinitely in extremis. Gregor concludes his part 1 with this:
The United States currently enjoys reserve currency status, which enables it to borrow
cheaply, and which keeps capital circulating through our government bond markets, which
are the largest in the world. Given the backdrop to our post-credit-bubble environment, it is
now the consensus view that we will cut a path similar to Japan’s as we oscillate from weak
growth back to the stimulative rescue policies of the Federal Reserve.
There is therefore a sense of complacency about an escalation in prices.
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That highlighted portion is the premise on which virtually everyone in America is operating, without
even understanding what it really means. It is the miracle of the magical dollar theories laid as the solid
foundation under any and every discussion. One of my readers, Michael, a medical doctor, was
attending a conservative "Tea Party-ish" meeting in California yesterday. The meeting included US
Senators and Representatives, and they were totally operating on the premise of the miracle of the
magical dollar theories. You can read his interesting report here.
The point is that the premise rests on 90 years of history which only makes sense if viewed properly. It
rests on 50 to 60 years of political support followed by 20 years of structural support from Europe and
another 8 or 9 years of structural support from China. Today both political and structural support are
gone, and the "solid foundation under any and every discussion" of monetary matters in America is
what I am generously terming the "willy-nilly support" of the rest of the world. In other words, we have
no say in the matter. Our fate is in their hands. Which kind of renders the premise invalid, doesn't it?
I agree with Gregor that "hot inflation" is coming whether you like it or not, for all the reasons he
explains and more. My only disagreement is that Congress will take it more hyper than we've seen in
all of fiat history, so fast it will peel the skin off your face, because they are operating on a false
premise. The miracle of the magical dollar theory premise is a false premise because it completely
misses what's going on. And anyone who's waiting for those operating under a false premise to panic
out of their dollar holdings before even entertaining this reality is like someone waiting for the loss of
consciousness before entertaining the possibility of death.
The dollar is so vastly overvalued today because the rest of the world has kept it on life support for 30
years past its expiration date. It is the stability of dollar prices at that small marginal flow that sustains
the illusion of wealth in the entire, massive monetary plane. And yet the modern "hard money thinkers"
think that we can somehow retain this level in real terms by simply devaluing the dollar against gold
and then managing that new "gold value". I wish all the modern hard money thinkers – you know who
they are so I don't need to mention any names – would just take a few minutes and listen to FOA and
maybe, just maybe, see how wrong they are. It's all in that last page of The Gold Trail, but I tried to
make it bite-sized in a recent blast of Tweets. #HMS means Hard Money Socialist which describes all
of these guys. If you don't understand, go see for yourself. These are all FOA quotes from that last page
(edited for Twitter):
"Truly, to this day, #HMS think their ideas are the saving grace of the money world. It isn't now
and never was then." #FOA
"This political process of fixing money to gold has ruined more economies, governments and
societies than anything." #FOA
"It just flies right past them that the ECB wants gold as a dollar replacing *asset*, not local
money backing." #FOA
"#HMS call for "official money gold" as the only way governments can go. That will not ever be
allowed again." #FOA
"These are the same people that hold free markets on a high plateau as the goal for everyone. Yet,
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they talk a story of gold control." #FOA
"Fortunately for the majority of world physical gold owners, the hard money socialist game has
ended." #FOA
"Late comers to this understanding will encounter a true free market, but their buy in price will
be at a much higher natural level." #FOA
"In the late 60s, #HMS seemed so natural. However, even then, I had some serious people
pointing me in a different direction." #FOA
"This is all happening while Western style Hard Money Socialists are defending their stance by
saying Euro is just another fiat. Ha!" #FOA
"Western thought is gold=money. This simple picture from the middle ages banking renaissance
is used to bastardize the gold story to this day." #FOA
Please go read that last page of The Gold Trail after reading this post. Start at the bottom and read up.
It's in reverse order, unlike the first five parts. There's so much more there than the little bits I included
here. It's the very last words he wrote before he stopped writing. I know that some people think I
approach these A/FOA archives somewhat religiously. Well, I do!! Look at the subtitle at the top of this
blog! Not in any way similar to spiritual faith, but My God, has anyone – and I do mean ANYONE –
explained what's going on today better than these guys?
Sincerely,
FOFOA
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Tuesday, April 3, 2012
Peak Exorbitant Privilege

"Importing more than you export means lots of empty containers. That visual manifestation of our
trade deficit is what drivers see as they pass the Port of New York and New Jersey on the New Jersey
Turnpike. In the first eight months of 2010, the port saw the equivalent of 700,000 more full 20-foot
containers enter than leave.
45% of containers exported from port operator APM Terminals’ Port Elizabeth facility (part of the
Port of New York and New Jersey)
are empty, a reflection of the trade imbalance." Source
_________

In the wake of WWI (1914-1918) there was an international movement in Europe to return to the

stability of fixed exchange rates between national currencies. But all of them had been inflated so much
during the war that reestablishing the peg to gold at the pre-war price would have implied an
overvaluation of currencies that would have led inevitably to a run on all the gold in the banking
system, monetary deflation and economic depression (good thing they avoided that, eh?). At the same
time, they feared that raising the gold price would raise questions about the credibility of the new postwar regime, and quite possibly cause a global scramble into gold.
This "problem" with gold was viewed at the time as a "shortage" of gold. And so one of the stated goals
of the effort to solve this problem was "some means of economizing the use of gold by maintaining
reserves in the form of foreign balances." (Resolution 9 at the Genoa Conference, 1922) To economize
means to limit or reduce, often used in conjunction with "expense" or "waste". So to "economize the
use of gold" meant to limit or reduce the use of gold.
Meanwhile, the United States had emerged from the war as the major creditor to the world and the only
post-war economy healthy enough to lend the financial assistance needed for rebuilding Europe. And
so even though the U.S. wasn't directly involved in the European monetary negotiations that took place
in Brussels in 1920 and Genoa in 1922, it was acknowledged that any new monetary order was likely to
be a U.S. centered system.
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The Genoa negotiations were led by the English including British Prime Minister Lloyd George and
Bank of England Governor Montagu Norman who proposed a "two-tier" system especially designed to
circumvent "the gold shortage". The British proposal described a group of "center countries" who
would hold their reserves entirely in gold and a second tier group of (unnamed) countries who would
hold reserves partly in gold and partly in short-term claims on the center countries. [1]
The proposal was named the "gold-exchange standard" (as opposed to the previous gold standard). In
1932 French economist Jacques Rueff proclaimed the gold-exchange standard that had come out of the
Genoa conference a decade earlier "a conception so peculiarly Anglo-Saxon that there still is no
French expression for it." [2]
The gold-exchange standard that officially came into being around 1926 (and lasted only about six
years in its planned form) worked like this: The U.S. dollar was backed by and redeemable in gold at
any level, even down to small gold coins. The British pound was backed by gold and dollars and
redeemable in both, but for gold, only in large, expensive bars (kind of like the minimum gold
redemption in PHYS is 400 oz. bars but you can redeem in dollars at any level). Other European
currencies were backed by and redeemable in British pound sterling, while both dollars and pounds
served as official reserves equal to gold in the international banking system. [3]
Since only the U.S. dollar was fully redeemable in gold, you might expect that gold would have
immediately flowed out of the U.S. and into Europe. But as I already explained, the U.S. emerged from
WWI as the world's creditor and the U.S. Treasury in 1920 held 3,679 tonnes of gold. By the beginning
of the gold-exchange standard in 1926 the U.S. was up to 5,998 tonnes and by 1935 was up to 8,998
tonnes. By 1940 the U.S. Treasury held 19,543 tonnes of gold. After WWII and the start of the new
Bretton Woods monetary system, official U.S. gold peaked at 20,663 tonnes in 1952 where it began its
long decline. [4]
In Once Upon a Time I wrote, "Once sterilized [at the 1922 Genoa Conference], gold flowed
uncontrolled into the US right up until the whole system collapsed and beyond." My point was that
before the introduction of "paper gold" as official reserves in the form of dollars and pounds, the flow
of physical gold in international trade settlement governed as a natural adjustment mechanism for
national currencies and exerted the spur and brake forces on their economies. But after 1922, this was
no longer the case.
After 1922, the U.S. provided the majority of the reserves for the international banking system in the
form of printed dollars. And as the world's creditor and reserve printer, dollar reserves flowed out and
gold payments flowed in. From the start of the gold-exchange standard in the mid-1920s until 1952,
about 26 years, the dollar's monetary base grew from $6B to $50B while the U.S. gold stockpile grew
from 6,000 tonnes to more than 20,000 tonnes. [5]
The Roaring Twenties was not just a short-lived period of superficial prosperity in America, it was also
a time when a great privilege was unwittingly granted to the United States that would last for the next
90 years. And I say "unwittingly granted" because the U.S. did not even participate in the negotiations
that led to its privilege. As Jacques Rueff wrote in his 1972 book, The Monetary Sin of the West:
"The situation I am going to analyze was neither brought about nor specifically wanted by
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the United States. It was the outcome of an unbelievable collective mistake which, when
people become aware of it, will be viewed by history as an object of astonishment and
scandal." [6]
I should pause here to note that gold standard advocates and hard money campers will quickly point out
that the post-1922 gold-exchange standard is not what they want. They want to return to the gold
standard of the 19th century, the one before WWI. But that's not my position. And anyway, it's not
gonna happen and even if it would/could happen, it would not fix the fundamental problem. Just like
time, we move relentlessly forward and, luckily for us, the future is much brighter than the past.
Now, back to this privilege which, in the end, may turn out to be more of a curse. In order to really
understand how the gold-exchange standard and its successor systems, the Bretton Woods system and
the current dollar standard system translated into a privilege for the United States, we need to
understand what actually changed in the mid-20s as it fundamentally relates to how we use money. I
will explain it as briefly as possible but I want to caution you to resist the temptation to make
judgments about what is wrong here as you read my description. As some of you already know, I think
there is only one fundamental flaw in the system and it was present even before the gold-exchange
standard and the U.S. exorbitant privilege, but that's not the subject of this post.
What changed?
People and economies trade with each other using money – mainly credit, denominated in a national
currency – as their primary medium of exchange so as to avoid the intractable double coincidence of
wants problem with direct barter. So we trade our stuff for their stuff using bank money (aka fungible
currency-denominated credit) and the prices of that stuff are how we know if there is any inequity or
imbalance in the overall trade. When we periodically net out the bank transactions using the prices of
the stuff we traded, we inevitably come up short on one side or the other. And so that imbalance is then
settled in the currency itself.
But because different countries use different currencies, we need another level of imbalance clearing.
And that international level is cleared with what we call reserves. So, in essence, we really do have
two tiers in the way we use money. We have the domestic tier where everyone uses the same currency
and clearing is handled at the commercial bank level with currency. And then we have the international
tier where everyone doesn't use the same currency and so trade imbalances tend to aggregate and then
clear with what we call "reserves" (aka international liquidity) at the national or Central Bank level.
This is built right into the very money that we use, and have used, for a very long time. To see how, we
will regress conceptually back to how our bank money is initially conceived. And because most of you
have at least a basic understanding of the Eurosystem's balance sheet from my quarterly RPG posts,
this should be a fairly easy exercise. If not, RPG #4 might be a good place to catch up quickly.
Recall this chart from Euro Gold:
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It shows the change, over time, in relative value of the two kinds of reserves held by the Eurosystem:
1. gold reserves and 2. foreign currency reserves. And in RPG #4 I explained the difference between
reserves and assets on the CB balance sheet. Assets are claims against residents of your currency zone
denominated mostly in your own currency. Reserves are either gold or claims against non-residents
denominated in a foreign currency.
In our regression exercise we'll see the fundamental difference between reserves and assets. Reserves
are the fundamental basis on which the basic money supply of a bank is borne, while assets are the
balance sheet representation of the bank's extension of credit. Changes in the ratio between reserves
and assets exert opposing (enabling/disabling) influences on the ability of the system to expand.
So, now, looking back at the very genesis of our money, we've all heard the stories of the gold banker
who issues receipts on the gold he has in his vault, right? Well, that's basically it. Money as we know it
today ultimately begins with the monetization of some gold. The Central Bank has some amount of
gold in the vault which it monetizes by printing cash.
CB
Assets-------Liabilities
Gold | Cash
For the sake of this exercise, let's say that the government deposits its official gold in its newly-created
CB and the CB monetizes that gold by printing cash which is now a government deposit. So let's
simplify the balance sheet even more. CB = Central Bank, R = reserves, A = assets and C = cash (or
also CB liabilities which are electronic obligations of the CB to print cash if necessary, so they are
essentially the same thing as cash within the banking system).
CB
R|C
That's reserves (gold) on the asset side of the balance sheet and cash (the G's deposit) on the liability
side. Now the G can spend that cash into the economy where it will end up at a commercial bank. Let's
say COMMBANK1 = commercial bank #1, C = cash (or CB liabilities) and D = deposit.
COMMBANK1
C|D
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Now that the G spent money into the economy, our first commercial bank has its own reserves and its
first deposit from a government stooge who received payment from G and deposited it in
COMMBANK1. In the commercial bank, cash is the reserve on the asset side of the balance sheet
whereas cash is on the opposite side, the liability side, of the Central Bank's balance sheet. Also, all the
cash issued by the CB remains on its balance sheet even after it has left the building and is sitting in the
commercial bank (or even in a shoebox under your bed).
At this point we have a fully reserved mini-monetary system. Both the CB's and the commercial bank's
liabilities are balanced with reserves. The CB's reserves are gold and the commercial bank's reserves
are cash or CB liabilities. That's fully reserved. But let's say that the economy is trying to grow and the
demand for bank money (credit) is both strong and credible. So now our banks can expand their
balance sheets.
As credit expands, the asset side will be balanced with assets (A) rather than reserves (reserves are gold
in the case of the CB and cash in the case of COMMBANK1). Also, I'm going to put the CB under the
commercial banks since it is essentially the base on which the commercial bank money stands.
COMMBANK1
ACC|DDD
________________________________________
CB
AR|CC
Here we see that our CB now has an asset and a reserve. The asset is a claim denominated in its own
currency against a resident of its currency zone, and the reserve is the gold. Let's say that the CB lent
(and therefore created) a new C to the government. Meanwhile, our commercial bank COMMBANK1
has had two transactions. It has received the deposit from a second government stooge and it has also
made a loan to a worthy entrepreneur.
So on the COMMBANK1 (commercial bank) balance sheet, the A is a claim against our entrepreneur
and the two Cs are cash reserves. The first C came in when our first stooge deposited his government
paycheck and the second C came in when the second stooge deposited his payment which G had
borrowed (into existence) from the CB. The three Ds (deposits) belong to our two stooges and the
entrepreneur.
I'm not going to go much further with this model but eventually, as the economy and bank money
expands, we'll end up with something that looks more like this:
COMMBANK1
AAACC|DDDDD
COMMBANK2
AAACC|DDDDD
COMMBANK3
AAACC|DDDDD
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COMMBANK4
AAACC|DDDDD
COMMBANK5
AAACC|DDDDD
________________________________________
CB
AAAAAAAAAR|CCCCCCCCCC
And here we have a simple model of our monetary system within a single currency zone. There are two
observations that I want to share with you through this little exercise. The first is the tiered nature of
our monetary system even within a single currency zone. And the second is the natural makeup of a
Central Bank's balance sheet.
You'll notice that one thing the Central Bank and the commercial banks have in common is that the
asset side of their balance sheets consist of both reserves and assets. Remember that assets are claims
denominated in your currency against someone else in your currency zone. But you'll also notice that
the commercial bank reserves are the same thing as the Central Bank's liabilities. So the Central Bank
issues the reserves upon which bank money is issued to the economy by the commercial banks.
The fundamental take-home point here is that reserves are the base on which all bank money expands.
CB money rests on CB reserves and commercial bank money rests on commercial bank reserves which
are, in fact, CB money which is resting on CB reserves. So you can see that the entire money system is
built up from the CB reserves.
The deposits (D) in the commercial banks are both redeemable in reserves and cleared with reserves
(reserves being cash or CB liabilities). Deposits are not redeemable or cleared (settled) with assets. If a
commercial bank has a healthy level of reserves it can expand its credit. But if it expands credit without
sufficient reserves for its clearing and redemption needs, it must then go find reserves which it can do
in a number of ways.
Notice above that we have 25 deposits at 5 commercial banks based on 10 commercial bank reserves.
Those commercial bank reserves are Central Bank liabilities which are based ultimately on the original
gold deposit. Before 1933, gold coins were one component of the cash, and CB liabilities were also
redeemable by the commercial banks in gold coin from the CB to cover redemption needs. So the
commercial banks (as well as the Fed) had to worry about having sufficient reserves of two different
kinds. As you can imagine, this created another level of difficulty in clearing and especially in
redemption.
Clearing and Redemption
Very quickly I want to go over clearing and redemption and how they can move reserves around in the
system. Here's our simple system once again:
COMMBANK1
AAACC|DDDDD
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COMMBANK2
AAACC|DDDDD
COMMBANK3
AAACC|DDDDD
COMMBANK4
AAACC|DDDDD
COMMBANK5
AAACC|DDDDD
________________________________________
CB
AAAAAAAAAR|CCCCCCCCCC
Now let's say that one of our depositors at COMMBANK5 withdrew his deposit in cash. And let's also
say that another depositor at the same bank spent his money and his deposit was therefore transferred to
COMMBANK4 and that transaction cleared. Here's what it would look like:
COMMBANK1
AAACC|DDDDD
COMMBANK2
AAACC|DDDDD
COMMBANK3
AAACC|DDDDD
COMMBANK4
AAACCC|DDDDDD
COMMBANK5
AAA|DDD
________________________________________
CB
AAAAAAAAAR|CCCCCCCCCC
A few quick observations. There are now only 9 Cs in the commercial banking system even though
there are still 10 Cs outstanding on the CB's balance sheet. That's because one of them is now outside
of the banking system as on-the-go cash in the wallet.
Also, notice that COMMBANK4 received its sixth deposit which cleared and so COMMBANK4
received the cash (C) reserve from COMMBANK5. This transaction bumped COMMBANK4 up from
being 40% reserved to 50% reserved. But because COMMBANK5 had to deal with two transactions,
one redemption and one cleared deposit transfer, COMMBANK5 is now out of reserves.
In this little scenario, COMMBANK4 is now extra-capable of expanding its balance sheet, while
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COMMBANK5 needs to forget about expanding and try to find some reserves. To obtain reserves,
COMMBANK5 can call in a loan, sell an asset for cash, borrow cash temporarily while posting an
asset as collateral, or simply hope that some deposits come his way very soon. But in any case,
COMMBANK5's next action is, to some extent, influenced by its lack of reserve.
This is an important point: that as reserves move around, their movement exerts some influence on the
activities of both the giver and the receiver of the reserves.
International Clearing
Now let's scale our model up and look at how it works in international trade. Commercial banks deal
mostly in their own currency zone's currency. But in today's fast-paced and global world we have a
constant flow of trade across borders, so various currencies are also flowing in all directions. Some
international commercial banks handle these transactions, but as you can imagine, clearing and
redemption becomes a bit more complicated.
You might have a deposit (D) at COMMBANK5 in the U.S. being spent in Europe somewhere and
ending up at a European commercial bank where it is neither redeemable nor clearable as it stands
(currently denominated in dollars). The U.S.-based COMMBANK5 will transfer both the C and the D
to the European bank. The European deposit holder who sold his goods to the U.S. will want his bank
to exchange those dollars for euros so he can pay his bills. So the European bank will look to either the
foreign exchange market or to its CB to change the currency.
If trade between the two currency zones was perfectly equal at all times, there would be an equal
amount of euros wanting to buy dollars and vice versa. But we don't live in a perfect world, so there's
always more of one or the other which is why the exchange rates float. If, instead, we had fixed
exchange rates, the CBs would be involved in equalizing the number of euros and dollars being
exchanged, and then the CBs would settle up amongst themselves using their reserves, which was how
it was before 1971.
But even today, with floating exchange rates, the CB's still do get involved in what we call the "dirty
float" to manage the price of their currency on the international market. This is essentially the same
process as during fixed exchange rates except that they don't maintain an exact peg, but instead they let
it float within a range that they deem acceptable. And the way they do that is essentially the same way
they did it back in the fixed exchange rate system of Bretton Woods and before. They buy up foreign
currency from their commercial banks with newly printed cash.
Or, if there's a glut of their own currency in foreign lands trying to get home, then they have to buy
back their own currency using up their CB reserves. Which brings us to the makeup of a CB's balance
sheet, most pointedly its reserves. And the take-home point that I want to share with you here is the
difference between finite and infinite from a CB's perspective.
From the perspective of a CB, its own currency is infinite while its reserves are finite. So if there's a
glut of foreign currency in its zone, it has no problem buying up as much as it wants with printed cash.
In fact, theoretically, a CB could buy up foreign currency that is accumulating in its zone until the cows
come home. On the other hand, if there's a glut of its own currency abroad, its buy-back power is finite
and limited to the amount of reserves it stockpiled earlier.
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So why do it? Why does a CB spend its precious reserves buying its own currency back from foreign
lands? What happens if it doesn't? Currency collapse is what happens. If there's a glut of your currency
abroad and you don't buy it back, the market will take care of it for you by devaluing your currency
until it becomes impossible for you to run a trade deficit. And this is a painful process when the
marketplace handles it for you because it not only collapses your trade deficit to zero, it also tends to
bring your domestic economy to a standstill at the same time, a double-whammy.
And this is how the monetary system above scales up to the international level. While the commercial
bank reserves (Cash) are good for clearing, redemption and credit expansion within a currency zone,
only the CB reserves work in a pinch on the international level. And if the CB runs out of reserves, the
currency collapses due to market forces and, therefore, the commercial bank reserve (Cash) upon which
commercial bank money is expanded devalues, and so bank money, too, devalues. It is all stacked upon
the CB reserves from whence the first bank money was born.
And as you can see above, the natural makeup of a CB's reserves is gold. But that changed in 1922.
Now obviously there are a myriad of directions in which we could take this discussion right now. But
the direction I want to keep you focused on so that I can eventually conclude this post is that when a
Central Bank's finite reserves are ultimately exhausted in the international defense of its currency, its
local commercial bank's reserves (Cash) are naturally devalued by the international market. And with
the commercial bank reserves being what commercial bank deposits are redeemable in, so too is local
money devalued.
But in 1922 they "solved" this "problem" with the introduction of theoretically infinite reserves.
As we move forward in this discussion, I want you to keep in mind my first fundamental take-home
point which was that reserves are the base on which bank money expands. Commercial banks expand
their bank money on a base of Central Bank-created reserves. And (as long as there is trade with the
world outside of your currency zone) the Central Bank's reserves are the base on which the commercial
banks' reserves stand. So the corollary I'd like to introduce here is that theoretically infinite reserves
lead to theoretically infinite bank money expansion.
Of course it doesn't take a genius to figure out that infinite money expansion does not automatically
translate into infinite real economic growth. And so we need to look at who, in particular, was the
prime beneficiary of these newly infinite reserves.
In 1922 the Governor of the Bank of England which had around 1,000 tonnes of gold at the time (less
than the Bank of France which had about 1,200 tonnes) proposed economizing the use of gold by
declaring British pound sterling and U.S. dollars to be official and recognized reserves anywhere in the
world. The "logic" was that dollars and pounds would be as good as gold because they would be
redeemable in gold on their home turf.
Three Fair Warnings
The reason I went through this somewhat-lengthy exercise explaining the significance of reserves in
our monetary and banking system was to help you understand the words of Jacques Rueff who first
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warned of the catastrophically dangerous flaw embedded in this new system—a flaw which continues
today—way back in 1931. The term "exorbitant privilege" would not be used until 30 years later under
a new system, but I hope to help you see, as I do, the common thread that ties all three systems
together, the gold-exchange standard, Bretton Woods and the present dollar standard.
As we walk through this timeline together, you'll read three warnings at times of great peril to the
system. The first was delivered by Rueff to the French Finance Minister in preparation for the French
Prime Minister's meeting with President Hoover in Washington DC in 1931. The second was delivered
to the U.S. Congress by a former Fed and IMF economist named Robert Triffin in 1960. And the third
will be delivered later in this post.
To put it all in perspective, I drew this rough timeline to help you visualize my thought process while
writing this post:

Those of you who have been reading my blog for a while should be aware that the U.S. has run a trade
deficit every year since 1975. You should also know that, since 1971, the U.S. government has run its
national debt up from $400B to $15,500B, and that foreign Central Banks buying this debt have been
the primary support for both the relatively stable value of the dollar and the perpetual nature of the U.S.
trade deficit.
But it wasn't always this way. Before 1971 the U.S. was running a trade surplus and the national debt
level was relatively steady during both the gold-exchange standard and the Bretton Woods era. During
the gold-exchange standard the national debt ranged from about $16B up to $43B. It increased a lot
during WWII to about $250B, but then it remained below its $400B ceiling until 1971.
Another big difference during this timeline which I have already mentioned is the flow of gold. The
U.S. experienced an uncontrolled inflow of gold from the beginning of the gold-exchange standard
until 1952, and then a stunted outflow ensued until it was stopped altogether in 1971.
The point is that with such a wide array of vastly disparate circumstances, it is a bit tricky for me to
explain the common thread that binds this timeline together. Very generally, let's call this common
thread the monetary privilege that comes from the rest of the world voluntarily using that which comes
only from your printing press as its monetary reserves. It started as a privilege, grew into an exorbitant
privilege 35 years later, and then peaked 45 years later at something for which, perhaps, there is not an
appropriately strong enough adjective.
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Robert Triffin thought it had gone far enough to warrant warning Congress in 1960, but just wait till
you see how much farther it went over the next four and a half decades. But first, let's go back to 1931.
First Warning
In his 1972 book [6], Jacques Rueff writes:
Between 1930 and 1934 I was Financial Attache in the French Embassy in London. In that
capacity, I had noted day after day the dramatic sequence of events that turned the 1929
cyclical downturn into the Great Depression of 1931-1934. I knew that this tragedy was
due to disruption of the international monetary system as a result of requests for
reimbursement in gold of the dollar and sterling balances that had been so inconsiderately
accumulated.
On 1 October 1931 I wrote a note to the Finance Minister, in preparation for talks that
were to take place between the French Prime Minister, whom I was to accompany to
Washington, and the President of the United States. In it I called the Government's
attention to the role played by the gold-exchange standard in the Great Depression, which
was already causing havoc among Western nations, in the following terms:
"There is one innovation which has materially contributed to the difficulties
that are besetting the world. That is the introduction by a great many European
states, under the auspices of the Financial Committee of the League of Nations,
of a monetary system called the gold-exchange standard. Under this system,
central banks are authorized to include in their reserves not only gold and
claims denominated in the national currency, but also foreign exchange. The
latter, although entered as assets of the central bank which owns it, naturally
remains deposited in the country of origin.
The use of such a mechanism has the considerable drawback of damping the
effects of international capital movements in the financial markets that they
affect. For example, funds flowing out of the United States into a country that
applies the gold-exchange standard increase by a corresponding amount the
money supply in the receiving market, without reducing in any way the money
supply in their market of origin. The bank of issue to which they accrue, and
which enters them in its reserves, leaves them on deposit in the New York
market. There they can, as previously, provide backing for the granting of
credit.
Thus the gold-exchange standard considerably reduces the sensitivity of
spontaneous reactions that tend to limit or correct gold movements. For this
reason, in the past the gold-exchange standard has been a source of serious
monetary disturbances. It was probably one cause for the long duration of the
substantial credit inflation that preceded the 1929 crisis in the United States."
Then in 1932 he gave further warning in the speech at the School of Political Sciences in Paris which I
wrote about in Once Upon a Time:
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The gold-exchange standard is characterized by the fact that it enables the bank of issue to
enter in its monetary reserves not only gold and paper in the national currency, but also
claims denominated in foreign currencies, payable in gold and deposited in the country of
origin. In other words, the central bank of a country that applies the gold-exchange
standard can issue currency not only against gold and claims denominated in the national
currency, but also against claims in dollars or sterling.
[…]
The application of the gold-exchange standard had the considerable advantage for Britain
of masking its real position for many years. During the entire postwar period, Britain was
able to loan to Central European countries funds that kept flowing back to Britain, since
the moment they had entered the economy of the borrowing countries, they were deposited
again in London. Thus, like soldiers marching across the stage in a musical comedy, they
could reemerge indefinitely and enable their owners to continue making loans abroad,
while in fact the inflow of foreign exchange which in the past had made such loans possible
had dried up.
[…]
Funds flowing out of the United States into a gold-exchange-standard country, for instance,
increase by a corresponding amount the money supply in the recipient market, while the
money supply in the American market is not reduced. The bank of issue that receives the
funds, while entering them directly or indirectly in its reserves, leaves them on deposit in
the New York market. There they contribute, as before being transferred, to the credit base.
[…]
By the same token, the gold-exchange standard was a formidable inflation factor. Funds
that flowed back to Europe remained available in the United States. They were purely and
simply increased twofold, enabling the American market to buy in Europe without ceasing
to do so in the United States. As a result, the gold-exchange standard was one of the major
causes of the wave of speculation that culminated in the September 1929 crisis. It delayed
the moment when the braking effect that would otherwise have been the result of the gold
standard's coming into play would have been felt.
Are you starting to get a sense of the key issue yet? Reserves move from one bank to another to settle a
transaction. When our depositor at COMMBANK5 spent his deposit and it was thereby transferred to
COMMBANK4, the cash (C) reserve was also moved to COMMBANK4 to settle (or clear) the
transaction. This put a certain strain on COMMBANK5 since it had also lost another reserve to
redemption which forced COMMBANK5 into the action of seeking reserves.
Or when a Central Bank expends its reserves trying to remove a glut of its currency abroad so that the
marketplace won't devalue (or collapse) it, that CB is generally limited to a finite amount of reserves
which, once spent, are gone. So the movement of reserves serves two purposes. It is not only attained
by the receiver but it is also forfeited by the giver. Both are vital to a properly functioning monetary
system.
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But with the system that began around 1926 and still exists today, we end up with a situation in which
one currency's reserves are actually deposits in another currency zone:

Notice that I am avoiding the use of gold in my illustration. The warnings given in 1931 and 1960 were
presented in the context of a gold exchange standard of one form or another, and therefore they (of
course!) heavily reference the problems as they related to ongoing gold redemption. But the real
problem, as I have said, transcends the specific issues with gold at that time.
The real problem was and is the common thread I mentioned earilier: the monetary privilege that comes
from the rest of the world voluntarily using that which comes only from your printing press as its
monetary reserves. It was and is, as Jacques Rueff put it, "the outcome of an unbelievable collective
mistake which, when people become aware of it, will be viewed by history as an object of astonishment
and scandal."
Another angle which was apparent from the very beginning—because Rueff mentioned it in 1932 (as
quoted above)—was that of international lending. It basically worked in the same way as the three
steps above except that the net international (trade) payment was an international loan. Remember that
the U.S. was the prime creditor to the world following both wars. This may partly explain the inflow of
gold payments that brought the U.S. stockpile up from 3,679 tonnes in 1920 to 20,663 tonnes in 1952.
A dollar loan was the same as a gold loan and was payable in dollars or gold. But as Rueff pointed out
above, the lent dollars came immediately back to New York just as the pounds came back to London:
"During the entire postwar period, Britain was able to loan to Central European countries
funds that kept flowing back to Britain, since the moment they had entered the economy of
the borrowing countries, they were deposited again in London. Thus, like soldiers
marching across the stage in a musical comedy, they could reemerge indefinitely and
enable their owners to continue making loans abroad."
Now think about that for a moment. The same reserves (base money) getting lent out over and over
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again like a revolving door. And let's jump forward to the present for a moment to see if we can start
connecting some dots between 1932 and 2012. Here's a recent comment I wrote about the revolving
door of dollars today:
Hello Victor,
The point of JR's excerpts is that the real threat to the dollar lies in the physical plane (real
price inflation) rather than the monetary plane (foreign exchange market). The source of
the price inflation will be from abroad and it will be reflected in the exchange rate, but the
price inflation, not the FX market, is the real threat.
Imagine a toy model where the entire United States (govt. + private sector) imports
$100,000 worth of stuff during a period of time (T). T repeats perpetually and, just to keep
it real, let's say that t = 1 second, which is pretty close to reality. So the US imports the real
stuff and exports the paper dollars. But the US also exports $79,000 worth of real stuff
each second. So 79,000 of those dollars come right back into the US economy in exchange
for the US stuff exports.
Now, in our toy model, let's say that the US private sector is no longer expanding its
aggregate level of debt. And so let's say, just for the sake of simplicity, that $79,000 worth
of international trade over time period T represents the US private sector trading our stuff
for their stuff. And let's say that the other $21,000 worth of imports each second is all
going to the USG consumption monster.
So the USG is borrowing $21,000 **from some entity** each second and spending it on
stuff from abroad. This doesn't cover the entire per-second appetite of the USG
consumption monster, only the stuff from abroad. The USG also consumes another
$114,000 in domestic production each second, which is all the domestic economy can
handle right now without imploding, but we aren't concerned with that part yet.
Now, if the **from some entity** is our trading partner abroad, then there is no fear of real
price inflation. The USG is essentially borrowing $21,000 this second -- that our trading
partner received last second -- and the USG will spend it again on more foreign stuff a
second from now and then borrow it again. See? No inflation! The same dollars
circulate in perpetuity, the real stuff piles up in DC, and the USG debt piles up in
Beijing.
But what if that **from some entity** is mostly the Fed, and has been for two years now
(and they are calling it QE only to make it sound like its purpose is to assist the US private
sector)? If that's the case, then the fear of real price inflation is now a clear and present
danger to "national security" (aka the USG consumption monster). Not so much for the
private sector which is now trading our stuff for their stuff, but mostly for the public sector
which trades only $21,000 in paper nothings, per second, for their stuff.
Under this latter situation, you now have $21,000 per second piling up outside of US
borders and it's not being lent back to either the USG or the US private sector (which has
stopped expanding its debt). It's either going to bid for stuff outside or inside of US
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boundaries.
The USG budget approved by Congress does account for this $21,000 per second
borrowing, but it also assumes reasonably stable prices. If the general price level starts to
rise faster than Congress approves new budgets, this creates a problem for the USG. It's
not as big of a problem for the US private sector, since we are trading mostly stuff for stuff.
If the cost of a banana rises to $1T, it will still only cost half an apple. But if you're relying
only on paper currency to pay for your monstrous needs, real price inflation is an imminent
threat!
FX volatility has more to do with the changing preferences of the financial markets. It is a
monetary plane phenomenon on most normal days. But it will also show up when the price
of a banana starts to rise.
When the USG cuts a check, it is drafted on a Treasury account at the Fed. Sometimes
those funds are all ready to go in the account. Sometimes they are pulled (momentarily)
from a commercial bank into the Fed account for clearing purposes. And sometimes the
Fed simply creates them, adding a Treasury IOU to its balance sheet.
This latest Executive Order paves the way for the Fed to start stacking not only Treasury
IOUs, but also Commerce Dept. IOUs, Homeland Security IOUs, State Dept., Interior,
Agriculture, Labor, Transportation, Energy, Housing and Urban Development, Health and
Human Services, etc… IOUs. Whatever it takes to keep the real stuff flowing in! If you
think the Fed's balance sheet looks like a gay rainbow now, just wait!
But from a financial perspective, if you are stuck in dollar assets when real price inflation
takes hold, you are going to want out. And the quickest way out is through the currency
itself. So we could see a spike (outside of the US) in the price of Realdollars even as the
dollar is collapsing against the physical plane and the USG is printing like crazy to defend
its own largess! How confusing will that be to all the hot "experts" on CNBC?
The financial markets can cause dramatic volatility in the FX market, and vice versa. But
that's all monetary plane nonsense. A small change in the physical plane might not even
register at first in the FX market, especially if a financial panic is overpowering it in the
opposite direction. But even if the dollar doubles in financial product purchasing power
terms (USDX to 150+), that's not going to lower the price of a banana in the physical
plane while the USG is defending its consumption status quo with the printing press.
Sincerely,
FOFOA
I highlighted the part relevant to our revolving door discussion, but the whole comment is relevant to
the whole of this post because I had this post in mind when I wrote the comment. Anyway, can you see
any similarity between what Jacques Rueff wrote about the sterling in 1932 and what I wrote last
week?
How about a difference? That's right, the U.S. is now the world's premier debtor while it was the
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world's creditor back in the 30s. But in both cases the dollar currency is being continuously recycled
while notations recording its passage pile up as reserves on which foreign bank money is expanded
while the U.S. counterpart of reserves and bank money is not reduced as a consequence of the transfer.
If you print the currency that the rest of the world uses as a reserve behind its currency, that alone
enables you to run a trade deficit without ever reducing your ability to run a future trade deficit. Deficit
without tears it was called. For the rest of the world, running a trade deficit has the finite limitation of
the amount of reserves stored previously and/or the amount of international liquidity (reserves) your
trading partner is willing to lend you.
Another thing that happens is that, as the printer of the reserve, the rest of the world actually requires
you to run a balance of payments deficit or else its (the rest of the world's) reserves will have to shrink,
and its currency, credit and economy consequently contract. So to avoid monetary and economic
contraction, the world not only puts up with, but supports your deficit without tears. Here's a little more
from Jacques Rueff:
The Secret of a Deficit Without Tears [6]
To verify that the same situation exists in 1960, mutatis mutandis, one has only to read
President Kennedy's message of 6 February 1961 on the stability of the dollar.
He indicates with admirable objectivity that from 1 January 1951 to 31 December 1960,
the deficit of the balance of payments of the United States had attained a total of $18.1
billion.
One could have expected that during this period the gold reserve would have declined by
the same amount. Amounting to $22.8 billion on 31 December 1950, it was, against all
expectations, $17.5 billion on 31 December 1960.
The reason for this was simple. During this period the banks of issue of the creditor
countries, while creating, as a counterpart to the dollars they acquired through the
settlement of the American deficits, the national currency they remitted to the holders of
claims on the United States, had reinvested about two-thirds of these same dollars in the
American market. In doing so between 1951 and 1961 the banks of issue had increased by
about $13 billion their foreign holdings in dollars.
Thus, the United States did not have to settle that part of their balance-of-payments deficit
with other countries. Everything took place on the monetary plane just as if the deficit had
not existed.
In this way, the gold-exchange standard brought about an immense revolution and
produced the secret of a deficit without tears. It allowed the countries in possession of a
currency benefiting from international prestige to give without taking, to lend without
borrowing, and to acquire without paying.
The discovery of this secret profoundly modified the psychology of nations. It allowed
countries lucky enough to have a boomerang currency to disregard the internal
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consequences that would have resulted from a balance-of-payments deficit under the gold
standard.
Second Warning
By the early 1960s, Jacques Rueff was not alone in speaking out against the American privilege
embedded in the monetary system. Another Frenchman named Valéry Giscard d'Estaing, who was the
French Finance Minister under Charles de Gaulle and would later become President himself, coined the
term "exorbitant privilege". [7] Even Charles de Gaulle spoke out in 1965 and you can see a short
video of that speech in my post The Long Road to Freegold.
But perhaps more significant than the obvious French disdain for the system was Robert Triffen, who
stood before the U.S. Congress in 1960 and warned:
"A fundamental reform of the international monetary system has long been overdue. Its
necessity and urgency are further highlighted today by the imminent threat to the once
mighty U.S. dollar."
To put Triffin in the context of our previous discussion, here's what Jacques Rueff had to say about
him:
"Some will no doubt be surprised that in 1961, practically alone in the world, I had the
audacity to call attention to the dangers inherent in the international monetary system as it
existed then.
I must, however, pay a tribute here to my friend Professor Robert Triffin of Yale University,
who also diagnosed the threat of the gold-exchange standard to the stability of the Western
world. But while we agreed on the diagnosis, we differed widely as to the remedy to be
applied. On the other hand, the late Professor Michael Heilperin, of the Graduate Institute
of International Studies in Geneva, held a position in every respect close to mine."
And here is what Wikipedia says about Robert Triffin's Congressional testimony:
"In 1960 Triffin testified before the United States Congress warning of serious flaws in the
Bretton Woods system. His theory was based on observing the dollar glut, or the
accumulation of the United States dollar outside of the US. Under the Bretton Woods
agreement the US had pledged to convert dollars into gold, but by the early 1960s the glut
had caused more dollars to be available outside the US than gold was in its Treasury. As a
result the US had to run deficits on the current account of the balance of payments to
supply the world with dollar reserves that kept liquidity for their increased wealth.
However, running the deficit on the current account of the balance of payments in the long
term would erode confidence in the dollar. He predicted the result that the system would not
maintain both liquidity and confidence, a theory later to be known as the Triffin dilemma. It
was largely ignored until 1971, when his hypothesis became reality, forcing US President
Richard Nixon to halt convertibility of the United States dollar into gold, an event with
consequences known as the Nixon Shock. It effectively ended the Bretton Woods System."
[8]
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(For more on the Triffin dilemma, please see my posts Dilemma and Dilemma 2 – Homeless Dollars.
And for a glimpse at what I view as an even more fundamental dilemma, you'll find "FOFOA's
dilemma" in my post The Return to Honest Money.)
As noted above, Triffin's prescription in the 1960s was at odds with Rueff and the French contingent. In
fact, even today, the IMF refers to "Triffin's solution" as a sort of advertisement for its own product, the
almighty SDR. [9] From the IMF website:
Triffin's Solution
Triffin proposed the creation of new reserve units. These units would not depend on gold or
currencies, but would add to the world's total liquidity. Creating such a new reserve would
allow the United States to reduce its balance of payments deficits, while still allowing for
global economic expansion.

But even though Triffin proposed something like the SDR (a proposal the IMF loves on to this day), I
think that actions speak louder than words.
Robert Triffin was a Belgian economist who became a U.S. citizen in 1942 after receiving his PhD
from Harvard. He worked for the Federal Reserve from 1942 to 1946, the IMF from 1946 to 1948 and
the precursor to the OECD from 1948 until 1951. He also taught economics at both Harvard and Yale.
But in 1977 he reclaimed his Belgian citizenship, moved back to Europe, and helped develop the
European Monetary System and the concept of a central bank for all of Europe which ultimately
became the ECB five years after his death in 1993.
Final Warning
With the end of the Bretton Woods monetary system in 1971, three things (besides the obvious closing
of the gold window) really took hold. The first was that the U.S. began running (and expanding) a
blatant trade deficit. It went back and forth a couple of times before it really took hold, but starting in
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1976 we have run a deficit every year since. [10]
The second thing that took hold was something FOA called "credibility inflation". You can read more
about it in my aptly-titled post, Credibility Inflation. This phenomenon, at least in part, helped grow the
overall level of trade between the U.S. and the rest of the world in both nominal and real terms. In
inflation adjusted terms, U.S. trade with the rest of the world is up almost eightfold since 1971. [11]
The third thing was that the U.S. federal government began expanding itself in both nominal and real
terms by raising the federal debt ceiling and relying more heavily on U.S. Treasury debt sales. From
Credibility Inflation (quoting Bill Buckler):
Way back in March 1971, four months before Nixon closed the Gold window, the
"permanent" U.S. debt ceiling had been frozen at $400 Billion. By late 1982, U.S. funded
debt had tripled to about $1.25 TRILLION. But the "permanent" debt ceiling still stood at
$400 Billion. All the debt ceiling rises since 1971 had been officially designated as
"temporary!" In late 1982, realizing that this charade could not be continued, The U.S.
Treasury eliminated the "difference" between the "temporary" and the "permanent" debt
ceiling. The way was cleared for the subsequent explosion in U.S. debt. With the U.S. being
the world's "reserve currency," the way was in fact cleared for a debt explosion right
around the world.
Here are the debt ceilings through 2010 as found on Wikipedia:

That's all well and good, but to really see the U.S. exorbitant (is there a stronger word?) privilege of the
last 40 years in stark relief, we must think about those empty containers we export from the picture at
the top. Those containers come in full and leave empty, just to be refilled again overseas and brought
back in. Those empty containers represent the real trade deficit, the portion of our imports that we do
not pay for with exports. Those empty containers represent the portion of our imports that we pay for
with nothing but book entries which are little more than lines in the sand. [12]
Here's my thesis: that the U.S. privilege which began in Genoa in 1922, and was so complicated that
only one in a million could even fathom it in 1931 and 1960, became as clear as day for anyone with
eyes to see after 1971. And so, to see it in real (not nominal) terms, we can very simply look at the
percentage of our imports that is not paid for with exports. So simple, which might be why the
government doesn't publish that number and the media doesn't talk about it. All you have to do is
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compare the goods and services balance (which is a negative number or a deficit every year since 1975)
with the total for all goods and service imports.
That's comparing apples with apples. For example, in 1971 total imports were $60,979,000,000 and
total exports were $59,677,000,000 leaving us with a trade deficit of $1,302,000,000. It doesn't matter
what the price of an apple was in 1971, because whatever it was, we still imported 2.14% more stuff
than we exported. 1,302 ÷ 60,979 = 2.14%.
A trade discrepancy of 2.14% in any given year would be normal under normal circumstances. You'd
expect to see it alternate back and forth from deficit to surplus and back again as it actually did from
1970 through 1976. But it becomes something else entirely when you go year after year (for 36 years
straight) importing more than you export. And that's why I showed that little dip in the above timeline
visualization of the U.S. exorbitant privilege at 1971.
And now here's what it looks like charted out from 1970 through 2011:

Here's the data from the chart:
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1970

-4.14%

1984

27.26%

1998

15.11%

1971

2.14%

1985

29.66%

1999

21.39%

1972

7.49%

1986

30.88%

2000

25.99%

1973

-2.13%

1987

30.31%

2001

26.42%

1974

3.43%

1988

20.99%

2002

29.85%

1975

-10.32%

1989

16.05%

2003

32.42%

1976

4.09%

1990

13.13%

2004

34.23%

1977

15.17%

1991

5.11%

2005

35.50%

1978

14.30%

1992

5.98%

2006

34.04%

1979

9.88%

1993

9.86%

2007

29.63%

1980

6.66%

1994

12.28%

2008

27.48%

1981

5.21%

1995

10.82%

2009

19.49%

1982

8.07%

1996

10.89%

2010

21.39%

1983

17.84%

1997

10.38%

2011

20.97%

As you can see, the U.S. exorbitant privilege (essentially free imports) peaked in 2005 at an astounding
35.5%, or more than a third of all imports! Stop and think about that for a second. For every three
containers coming in full, only two went out full. So how do we reconcile that number (35.5%) with
the report at the top of this post that said 45% of containers are exported empty?
The answer is simple. The trade deficit includes both goods and services. But services are not imported
in containers. In fact, the U.S. has been running a trade surplus on services every year since 1971.
Imagine that! So if we look only at the portion of goods coming and going, we get an even higher
percentage. So let's look at 2005 in particular.
In 2005 we imported $1.692T in goods but we exported only $911B for a goods balance of payments of
negative $781B. That equates to 46% of all containers being exported empty in 2005. That goods
deficit has since dropped down to around 33% for the last three years, so perhaps 45% empty
containers in 2010 can be explained by the location of the Port Elizabeth facility being only 200 miles
from Washington DC, consumption capital of the world.
But all of this is kind of beside the point. The point is that the U.S. exorbitant privilege peaked in 2005,
for the last time, at its all-time high of a third of all imports, and soon it will go negative, where it hasn't
been in a really long time.
I can say this with absolute confidence because the signs are everywhere, even if nobody is talking
about them in precisely these terms. Here's one bloodhound who's at least onto the right scent (from
Barrons):
But more recent Treasury data show China has been selling Treasuries outright. And while
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the markets have been complacent to the point of snarkiness, MacroMavens' Stephanie
Pomboy thinks that's wrong. Unlike other Cassandras, she's been right in her warnings -notably in the middle of the last decade that the U.S. financial system was dangerously
exposed to a bubble in U.S. real estate. Hers was a lonely voice then because everybody
knew, of course, house prices always rose.
As for the present conundrum, there's an $800 billion gap between the $1.1 trillion the
Treasury is borrowing to cover the budget gap and the roughly $300 billion overseas
investors are buying, Pomboy calculates.
[…]
But Pomboy has little doubt that the Fed will step in to fill the gap left by others. In other
words, debt monetization, a fancy term for printing money to cover the government's debts,
which in polite circles these days is called "quantitative easing."
"Having pushed interest rates to zero, launched QE1 and QE2, there's no reason to believe
that the Fed is going to allow free-market forces to destroy the fragile recovery it has
worked so hard to coax forth now. And make no mistake, at $800 billion, allowing the
markets to resolve the shortfall in demand would send rates to levels that would absolutely
quash this recovery…if not send the economy in a real depression."
But her real concern is a bigger one. "The Fed's 'need' to take on an even more active role
as foreigners further slow the purchases of our paper is to put the pedal to the metal on the
currency debasement race now being run in the developed world -- a race which is
speeding us all toward the end of the present currency regime." That is, the dollar-centric,
floating exchange-rate system of the past four decades since the end of Bretton Woods
system, when the dollar's convertibility into gold was terminated.
[…]
That would leave the Federal Reserve as lender of last resort to the U.S. government to fill
the gap left by its biggest creditor. Think this Zimbabwe style of central-bank monetization
of an unsustainable government debt can't happen in one of the world's major
industrialized democracies? [13]
That was from March 2nd. Here's another one from the same writer at Barrons just a few days ago:
Our friend, Stephanie Pomboy, who heads the MacroMavens advisory, offers some other
inconvenient facts about the Treasury market: Uncle Sam is borrowing some $1.1 trillion a
year, while our foreign creditors have been buying just $286 billion.
"I'm no mathematician, but that seems to leave $800 billion of 'slack' (of which the Fed
graciously absorbed $650 billion last year.) Barring a desire to pay the government 1%
after inflation, there is NO profit-oriented or even preservation-of-capital-oriented buyer
for Treasuries," she writes in an email.
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"For the life of me, I can't understand why NOBODY is talking about this???!!!"
Having known Stephanie for a few years, I can't recall her being this agitated since 2006,
when she insisted the financial system's hugely leveraged exposure to residential real estate
posed grave risks. She was called a Cassandra then, but both ladies' prophesies turned out
to be right.
The U.S. fiscal situation hasn't mattered as long as the Treasury could readily finance its
deficits at record-low interest rates. Even after the loss of America's triple-A credit rating
from S&P, Treasuries rallied and yields slumped to record lows.
That's no longer happening. For what ever reason, assurances by the Fed Chairman aren't
impressing the bond market. Neither is weakness in the commodity markets. Maybe
Stephanie is on to something. [14]
Of course they are looking only at the monetary plane, the silly market for U.S. Treasury debt which
the Fed can dominate with infinite demand. As I keep saying, the real threat to the dollar is in the
physical plane: the price of all those containers being unloaded and then exported empty.
The U.S. government has grown addicted to its exorbitant privilege over the years. It is a privilege that
has been supported by foreign Central Banks buying U.S. debt for the better part of the last 30 years.
But as I wrote in Moneyness, and as Ms. Pomboy has noticed above, that ended a few years ago. From
Moneyness, the blue that I circled below shows the Fed defending our exports **of empty
containers** with nothing more than the printing press and calling it QE:

I would like you all to give this some serious thought:
1. The U.S. exorbitant privilege peaked in 2005 (before the financial crisis) and is now on the decline,
meaning it is no longer supported abroad.
2. The U.S. government (with the obvious assistance of the Fed) is now in defensive mode, defending
that inflow of free stuff with the printing press.
3. The U.S. federal government budget deficit (DC's "needs" minus its normal revenue) **eclipses**
the trade deficit by more than a 2 to 1 margin.
So what could possibly go wrong? The recession has already contracted the U.S. economy, all except
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the part that resides in Washington, DC. And just to maintain its own status quo (when has it ever been
happy doing only that?) our federal government needs to insure our national business of exporting
empty containers at its present level.
What could go wrong? Prices! If the price of an apple doubles, what do you think happens to the price
of a full container? Those of you who think we are due for some more price deflation in the stuff that
the USG needs to maintain its status quo should really have your heads examined. Even Obama is
winding up to pitch the whole ball of twine at the problem. He just delegated his executive power to
print until the cows come home to each of his department heads. I quote from Executive Order -National Defense Resources Preparedness:
"To ensure the supply… from high cost sources… in light of a temporary increase in
transportation cost… the head of each agency… is delegated the authority… to make
subsidy payments"
In case you're having difficulty connecting the dots I've laid out (not) so subtly, I'm talking about a
near-term dollar super-hyperinflation that will make your hair curl and make Weimar and Zimbabwe
seem like child's play in the rearview mirror. If you're new to this blog, you should know that the rate
of hyperinflation does not follow the printing. An apple does not end up costing a trillion dollars
because they printed enough dollars to price all apples that way. Hyperinflation comes from the margin,
from the government defending its own needs, and there's never enough "money" for us mere mortals
to pay the prices which are running away from everyone during hyperinflation.
Also, hyperinflation turns physical (as in physical cash) very quickly once it takes hold. So if you're
expecting some sort of electronic currency hyperinflation, fuggedaboutit. If you think we're more
technologically advanced than bass-ackward Zimbabwe or ancient Weimar, you are not understanding
what really happens during currency hyperinflation. It cannot play out electronically all the way to the
bitter end because, when prices are rising that fast, physical cash always brings a premium over
electronic deposit transfers which require some amount of time (and thereby devaluation) to clear.
Here are a few of my recent posts in which I explore what little we can do to prepare for what is
inevitably coming our way:
Deflation or Hyperinflation?
Big Gap in Understanding Weakens Deflationist Argument
Just Another Hyperinflation Post - Part 1
Just Another Hyperinflation Post - Part 2
Just Another Hyperinflation Post - Part 3
That's right, I saved the "crazy super-hyperinflation talk" for the tail end of a really long post. Because
A) people who think they have it all figured out already tend to abandon a post once they read the word
"hyperinflation", and B) the stuff in this post really happened and is still happening so it's only fair to
you, the reader, to give its inevitable denouement the appropriate weight of a bold conclusion. If I
didn't do that, I would not have done my job, now would I? ;)
And in case you didn't figure it out yet, this third and final warning was only for the savers who are still
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saving in dollars. It's way too late to fix the $IMFS.
Sincerely,
FOFOA
PS. Thanks to reader FreegoldTube for the custom video below! He just happened to send me the link
while I was considering songs for this post. The band is Muse and the song is Uprising from their
album titled The Resistance.
[1] http://mauricio.econ.ubc.ca/pdfs/kirsten.pdf
[2] The Age of Inflation –Jacques Rueff
[3] http://mises.org/money/4s3.asp
[4] http://www.gold.org/download/pub_archive/pdf/Rs23.pdf
[5] research.stlouisfed.org/publications/review/03/09/0309ra.xls
[6] http://mises.org/books/monetarysin.pdf
[7] http://en.wikipedia.org/wiki/Exorbitant_privilege
[8] http://en.wikipedia.org/wiki/Robert_Triffin
[9] www.imf.org/external/np/exr/center/mm/eng/mm_sc_03.htm
[10] www.census.gov/foreign-trade/statistics/historical/gands.txt
[11] Using data from [10] and the BLS inflation calculator at
http://www.bls.gov/data/inflation_calculator.htm
[12] Lines in the sand is a reference to my Ben and Chen island analogy in Focal Point: Gold
[13] http://online.barrons.com/article/SB...5246.html
[14] http://online.barrons.com/article/SB...6544.html
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Sunday, February 19, 2012
Yo Warren B, you are so OG!

Tell me why are we, so blind to see
That the ones we hurt, are you and me
-Artis Leon Ivey Jr. (aka Coolio)
I'd like to sincerely thank Warren Buffet for so clearly making many of the points I've been trying to
make lately in his most-recent submission to Fortune magazine. If anyone hasn't read it yet, it's called
'Why Stocks Beat Gold and Bonds' and you can read it here. Of course, with the King of Bonds himself
ringing the closing bell on the bond market just last month, I'm guessing that Warren was aiming at
gold more than at bonds with this piece. Bless his heart. Yo Warren B, you're so OG (but your aim ain't
quite what it used to be)!
Alrightythen, let's just tear into this juicy carcass and have us a feast!
Warren B: Investing is often described as the process of laying out money now in the
expectation of receiving more money in the future. At Berkshire Hathaway (BRKA) we
take a more demanding approach, defining investing as the transfer to others of purchasing
power now with the reasoned expectation of receiving more purchasing power -- after
taxes have been paid on nominal gains -- in the future. More succinctly, investing is
forgoing consumption now in order to have the ability to consume more at a later date.
Indeed it is! And "saving" (unlike Warren's "investing") is the forgoing of consumption now in order to
PRESERVE that purchasing power for a later date. The difference between a saver and an investor is
that saving is the passive activity of most people while investing requires a tolerance for the risk of loss
and active, specialized knowledge and focus. As I wrote in both Glimpsing the Hereafter and The
Studebaker Effect:
"A saver is different from an investor or a trader/speculator. A saver is one who earns his capital doing
whatever it is he does, and then aims to preserve that purchasing power until he needs it later.
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Investors and traders aim to earn more capital by putting their already-earned capital at risk in one
way or another. This takes a certain amount of specialization and focus."
Warren B: From our definition there flows an important corollary: The riskiness of an
investment is not measured by beta (a Wall Street term encompassing volatility and often
used in measuring risk) but rather by the probability -- the reasoned probability -- of that
investment causing its owner a loss of purchasing power over his contemplated holding
period. Assets can fluctuate greatly in price and not be risky as long as they are reasonably
certain to deliver increased purchasing power over their holding period. And as we will see,
a nonfluctuating asset can be laden with risk.
Very good! Yes! Risk is the reasoned probability that you will lose purchasing power over a period of
time. Listen up if you happen to be a Berkshire Hathaway investor reading this. I have been spending
the last three years working out the reasoned probability that you will lose purchasing power in the
near future with your BRKA investment. And over that same holding period, physical gold in your
possession is "reasonably certain" to deliver a massive increase in purchasing power. Warren is correct,
nonfluctuating assets can be laden with risk while at certain times, the very safest asset will be
revalued. Again, as I wrote in both Glimpsing the Hereafter and The Studebaker Effect:
"Today the system is in transition, so you can throw your ideas about these differences out the window.
There is no safe medium for simple preservation of purchasing power when the entire system shifts
from the old normal to the new normal. When systems implode, the safest place to be pays off big
time!"
Warren B: Investment possibilities are both many and varied. There are three major
categories, however, and it's important to understand the characteristics of each. So let's
survey the field.
Investments that are denominated in a given currency include money-market funds, bonds,
mortgages, bank deposits, and other instruments. Most of these currency-based investments
are thought of as "safe." In truth they are among the most dangerous of assets. Their beta
may be zero, but their risk is huge.
Over the past century these instruments have destroyed the purchasing power of investors
in many countries, even as these holders continued to receive timely payments of interest
and principal. This ugly result, moreover, will forever recur. Governments determine the
ultimate value of money, and systemic forces will sometimes cause them to gravitate to
policies that produce inflation. From time to time such policies spin out of control.
Yay! Warren and I agree again! Investments denominated in currency may be nominally safe—if you
expect to have a million dollars after a given holding period, you WILL have a million dollars at that
future time, but you may only be able to purchase a single roll of toilet paper with that million—but
their risk in real terms (purchasing power terms) is HUGE… especially today! It almost seems like
Warren has been reading some FOFOA. In any case, here are a few applicable posts that he might have
studied:
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Moneyness
Deflation or Hyperinflation?
Big Gap in Understanding Weakens Deflationist Argument
Just Another Hyperinflation Post - Part 1
Just Another Hyperinflation Post - Part 2
Just Another Hyperinflation Post - Part 3
Warren B: Even in the U.S., where the wish for a stable currency is strong, the dollar has
fallen a staggering 86% in value since 1965, when I took over management of Berkshire. It
takes no less than $7 today to buy what $1 did at that time. Consequently, a tax-free
institution would have needed 4.3% interest annually from bond investments over that
period to simply maintain its purchasing power. Its managers would have been kidding
themselves if they thought of any portion of that interest as "income."
Yup! Warren's been around for a long time, alright. And it just goes to show how tough it has been
during our entire lifetime for a saver who simply wants to preserve her purchasing power. She has to
chase a 4.3% yield every year just to stay even! Crazy, isn't it? What if there was a way to perfectly
preserve your purchasing power over any time horizon without chasing a yield? To what percentage of
the population do you think that would appeal? Better yet, to what percentage of Warren B's clients do
you think that would appeal? Just sayin', what if?
Warren B: For taxpaying investors like you and me, the picture has been far worse. During
the same 47-year period, continuous rolling of U.S. Treasury bills produced 5.7% annually.
That sounds satisfactory. But if an individual investor paid personal income taxes at a rate
averaging 25%, this 5.7% return would have yielded nothing in the way of real income.
This investor's visible income tax would have stripped him of 1.4 points of the stated yield,
and the invisible inflation tax would have devoured the remaining 4.3 points. It's
noteworthy that the implicit inflation "tax" was more than triple the explicit income tax that
our investor probably thought of as his main burden. "In God We Trust" may be imprinted
on our currency, but the hand that activates our government's printing press has been all too
human.
Word. The one-time tax on nominal gains is bad enough, but the vanishing of savers' purchasing power
through inflation is the real killer over long time-frames. But why you gotta conflate the issues of real
income from an investment and simply protecting one's purchasing power with the least risk, OG? Is
this part of your game? Why yes, I dare say I think it is!
Warren B: High interest rates, of course, can compensate purchasers for the inflation risk
they face with currency-based investments -- and indeed, rates in the early 1980s did that
job nicely. Current rates, however, do not come close to offsetting the purchasing-power
risk that investors assume. Right now bonds should come with a warning label.
Holla, G! Maybe the warning label should read – Nothing about this bond, packaging or color should
be interpreted to mean safer? How 'bout this one for Berkshire Hathaway – Savers beware, we will try
to do more than preserve your purchasing power at the risk of losing your purchasing power, but either
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way, I was in first, I'll be out first and I always get my cut?
Warren B: Under today's conditions, therefore, I do not like currency-based investments.
Even so, Berkshire holds significant amounts of them, primarily of the short-term variety.
At Berkshire the need for ample liquidity occupies center stage and will never be slighted,
however inadequate rates may be. Accommodating this need, we primarily hold U.S.
Treasury bills, the only investment that can be counted on for liquidity under the most
chaotic of economic conditions. Our working level for liquidity is $20 billion; $10 billion is
our absolute minimum.
I will only note here that, although the link leads to data about bonds, Warren specifically wrote bills
which usually means a duration of one, three or six months. Since there is no FDIC protection for cash
accounts with $20 billion, T-bills are the guaranteed cash equivalent. This, of course, brings to mind
OBA's Time-Currency Theory referencing the subzero-bound $IRX as well as my conveyance of his
theory over the years.
Warren B: Beyond the requirements that liquidity and regulators impose on us, we will
purchase currency-related securities only if they offer the possibility of unusual gain -either because a particular credit is mispriced, as can occur in periodic junk-bond debacles,
or because rates rise to a level that offers the possibility of realizing substantial capital
gains on high-grade bonds when rates fall. Though we've exploited both opportunities in
the past -- and may do so again -- we are now 180 degrees removed from such prospects.
Today, a wry comment that Wall Streeter Shelby Cullom Davis made long ago seems apt:
"Bonds promoted as offering risk-free returns are now priced to deliver return-free risk."
Ah, now here we start getting a glimpse of Warren's actual game! Notice the word "mispriced" in the
above category. This is a key to Warren's strategy, which begins to expose the reasoning behind why he
would choose to share this part of his shareholder newsletter with the general public. I realize he's
talking about bonds here, but this principle applies to stocks as well (although not necessarily to gold).
Warren likes to buy and sell things that are "mispriced". That is, he knows better than the market the
true value of things. And if they are "mispriced" he is, in fact, making money off of the mistakes of
others if he turns out to be correct. Bear in mind that I'm not judging him on this issue per se, but
simply exposing his game in a way that was most definitely concealed in this latest "newsletter".
Warren, like his lieutenant Charlie M, wants you in the same paper he likes to buy and sell so that he
can capitalize on your "mispricing" mistakes. As I wrote in The Value of Gold, price and value are two
different things, and that's Warren B's game:
"Probably the most common misconception is that price and value are the same thing. They are not.
They are related but different. Price can be precisely known, but true value can only be estimated or
guessed. And because price changes, price is always wrong while true value is always right, even
though it is unknown. So price and value are always different. Value is always either higher or lower
than price."
Warren will tell you that it's not just about capital gains. Warren LOVES yields, be they high rates of
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interest or dividends from stocks. But the thing about chasing yields is that the more people chasing,
the lower the yield goes, and that's when Warren strikes. That's when things become mispriced. If he
was only after yields, he would not want to let the world know what he's doing. But since he's
publishing his drive-by on gold in Fortune magazine, I can only assume he's really after the capital
gains that will come from the mispricing that will result from millions of people following his "advice".
Warren B: The second major category of investments involves assets that will never
produce anything, but that are purchased in the buyer's hope that someone else -- who also
knows that the assets will be forever unproductive -- will pay more for them in the future.
Tulips, of all things, briefly became a favorite of such buyers in the 17th century.
This type of investment requires an expanding pool of buyers, who, in turn, are enticed
because they believe the buying pool will expand still further. Owners are not inspired by
what the asset itself can produce -- it will remain lifeless forever -- but rather by the belief
that others will desire it even more avidly in the future.
What Warren is referring to here are sometimes called "hard assets". They are durable, physical items
that generally hold their value well because people always seem to want them. Like well-preserved
classic cars, quality antique furniture or rare baseball cards, hard assets do not generate yields like
stocks and bonds. And so Warren is invoking the greater fool theory with regard to hard assets (before
even revealing to you the specific one he's targeting) to lay the foundation that YOU are the fool if you
think these are a wise way to store your savings.
In fact, if you click on the greater fool link above, you'll find Warren's name right there in the last line.
You might also want to click through and read the Keynesian beauty contest principle of stock
investing. Warren tells us later just what beautiful stocks look like. They look like Coca-Cola and See's
Candy. But if too many people chase those yields, they disappear and even great stocks like that can
become mispriced. And that, my friends, is when OG sells!
For example, Berkshire just sold out of its entire position in ExxonMobil after the price surged 17%.
Berkshire also sold off Johnson & Johnson and Kraft shares. Fine companies with lots of earnings, so
why sell? As for Coca-Cola, that's one of Berkshire's biggest holdings right now! Just sayin'.
Warren B: The major asset in this category is gold, currently a huge favorite of investors
who fear almost all other assets, especially paper money (of whose value, as noted, they are
right to be fearful). Gold, however, has two significant shortcomings, being neither of much
use nor procreative. True, gold has some industrial and decorative utility, but the demand
for these purposes is both limited and incapable of soaking up new production. Meanwhile,
if you own one ounce of gold for an eternity, you will still own one ounce at its end.
AMEN! Thank you brother. "If you own one ounce of gold for an eternity, you will still own one
ounce at its end." Warren's words, not mine. But I'll bet you that I will be milking this quote for a long
time to come!
Remember earlier I asked, "What if there was a way to perfectly preserve your purchasing power over
any time horizon without chasing a yield? To what percentage of the population do you think that
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would appeal?" Well, what if physical gold, that singular hard asset that is also held by central banks
(precisely BECAUSE it has the fewest industrial uses), was on its way to becoming the singular global
reference point for purchasing power, instead of the dollar with everyone chasing a 5.7% annual yield
making it harder and harder to catch?
"If you own one ounce of gold for an eternity, you will still own one ounce at its end." In other
words, perfectly preserved purchasing power. See? Please read my post Reference Point Revolution for
more on this transition that's already underway.
Here is what I am suggesting. That Warren Buffet is the one, regardless of his protestations to the
contrary, who is practicing the greater fool theory and the Keynesian beauty contest principle of
investing while we, my friends, are the ones who are smartly front running the network effect (aka
demand-side economies of scale) and the focal point transformation of the biggest thing in a thousand
years.
Warren B: What motivates most gold purchasers is their belief that the ranks of the fearful
will grow. During the past decade that belief has proved correct. Beyond that, the rising
price has on its own generated additional buying enthusiasm, attracting purchasers who see
the rise as validating an investment thesis. As "bandwagon" investors join any party, they
create their own truth -- for a while.
On the contrary, homey, it's that the dollar is so overvalued because of the sheer weight brought on by
the fact that all dollar "wealth" has a counterparty, and that those counterparties in aggregate can't
POSSIBLY perform to expectations in real terms, that a massive adjustment is not only inevitable, but
long overdue. EVERYTHING is mispriced right now because the dollar is so massively overvalued at
present. And while I can't speak for all gold investors, I'm not buying gold because I think the ranks
will grow. In fact, I think the ranks will ABANDON "gold" at the worst time in all of history.
As I wrote in a recent comment, "My scenario… ALL TRADERS dump ALL gold, paper, physical,
whatever, in my scenario. It has nothing to do with insiders. It has to do with traders and weak hands."
But that's a difficult concept to wrap your head around. If you'd like to try, I wrote about it in my 2010
post, The Shoeshine Boy. The point here is that the true gold thesis is not "the belief that the ranks of
the fearful will grow." That is simply Warren Buffet's unfortunate misunderstanding of the gold thesis.
Warren B: Over the past 15 years, both Internet stocks and houses have demonstrated the
extraordinary excesses that can be created by combining an initially sensible thesis with
well-publicized rising prices. In these bubbles, an army of originally skeptical investors
succumbed to the "proof" delivered by the market, and the pool of buyers -- for a time -expanded sufficiently to keep the bandwagon rolling. But bubbles blown large enough
inevitably pop. And then the old proverb is confirmed once again: "What the wise man does
in the beginning, the fool does in the end."
It is so incredibly striking to me that "the best of the best," the Oracle of Omaha himself, is still reciting
these same tired old arguments. It simply defies logic that Warren Buffet is comparing gold to the
housing and dot-com bubbles to save you out of the goodness of his heart. If he doesn't want you
engaging in a "bubble", it's only because he wasn't there first. In fact, there are plenty of gold bugs who
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actually THINK gold will eventually be a bubble, and that's precisely why they're in it. But not me.
More than two years ago I debunked the ridiculous and shallow comparison of gold to past bubbles in
Gold: The Ultimate Un-Bubble:
"And since gold production cannot be ramped up to meet demand like it can in bubblicious items, there
is no reason for gold to fall back. Gold mining does not debase gold in the same way that dollars,
tulips, homes, Dot Com IPO's or government bonds are debased through production. Mine production
is taken from known reserves that are already valued, owned and traded, and all gold on the planet
Earth is a fixed amount, the same fixed amount it was a million years ago. All we do is move it around,
like poker chips on a table, to those savers that value it the most.
Furthermore, the price of gold is completely arbitrary. This means that gold can go as high as the
people of Earth want to take it without EVER exceeding objective valuations by common metrics like
earnings, interest or the sum value of its component elements. Gold IS the element. It cannot be broken
down further, except perhaps by the LHC.
One of the most common criticisms of gold's use as an investment is that it cannot be valued the way
stocks, bonds and real estate can. They are all commonly valued by their yields, and gold has no yield,
therefore it cannot be fairly valued, or so the argument goes. But if we invert this argument then gold
can never be OVERvalued either, whilst those other things can, and are... in a bubble!
The price of gold is arbitrary, ergo, there is no such thing as a gold bubble."
Of course that is not the whole story, it's only a teaser from the post. But the point is that if Warren
Buffet is truly avoiding gold because he thinks it's a bubble like Pets.com or Miami condos, you should
really question EVERYTHING that comes out of his mouth. Now I will admit that PAPER gold is a
bubble, but physical gold? Never!
Warren B: Today the world's gold stock is about 170,000 metric tons. If all of this gold
were melded together, it would form a cube of about 68 feet per side. (Picture it fitting
comfortably within a baseball infield.) At $1,750 per ounce -- gold's price as I write this -its value would be about $9.6 trillion. Call this cube pile A.
Let's now create a pile B costing an equal amount. For that, we could buy all U.S. cropland
(400 million acres with output of about $200 billion annually), plus 16 Exxon Mobils (the
world's most profitable company, one earning more than $40 billion annually). After these
purchases, we would have about $1 trillion left over for walking-around money (no sense
feeling strapped after this buying binge). Can you imagine an investor with $9.6 trillion
selecting pile A over pile B?
No, and neither can I imagine a saver with a regular job, a life to live, an aversion to risk and a desire to
merely preserve his purchasing power wanting to own a bunch of oil and farming companies. Besides,
if Exxon Mobil is so profitable, why did Warren just sell his entire stake in it? Could it be that even
profitable companies become mispriced (overvalued) when everyone is chasing a yield?
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Okay Warren, can I imagine an investor with $9.6 trillion buying all the gold in the world? Of course
not. No choice could be more stupid if such a person could exist. As I have written many times, gold
would be completely worthless if one person (or even just a few people) owned it all. Gold's greatest
value comes from its widest distribution amongst savers, and the greater the value, the more efficiently
gold performs its primary function. It is a virtuous and self-sustaining feedback loop. From Relativity:
What is Physical Gold REALLY Worth?:
"One of the unique characteristics of gold that sets it apart from commodities is that its primary use store of value - has no weight or mass requirements. In commodities, where industry is the primary
user, weight is critical.
[…]
One ounce [of gold] could do just as good of a job as 100 ounces. In fact, one ounce would do a
BETTER job than 100 ounces! The less gold it takes to store your value, the better it does its job. This
particular “gold dynamic” sets it apart from all commodities.
One ounce would store your value more efficiently and stably than 100 ounces because A) your storage
and security costs would be lower (efficiency), and B) if one ounce is worth $100,000 then that infers
gold is being valued by many more people relative to when it was $1,000 per ounce. This wider
distribution brings with it a more stable base of valuation and less relative volatility in price (stability).
Comparing this “gold dynamic” to any industrial or food commodity we can see a stark difference.
What commodity could perform its job BETTER at a price 100x higher than today? Can you name
one?"
And from a comment in 2009:
"Gold would not be valuable if one person owned all of it. It is most valuable in its widest distribution
possible, the wealth reserve, which requires a much higher valuation than it has right now. A higher
valuation denominated in hard assets, not just fiat currencies!"
And another comment from 2010:
"Just look at the BIS' own gold actions. Their owned gold hoard has shrunk from 194 tonnes to 120
tonnes over the last 6 years, as has the entire Eurosystem's hoard over the last decade (from 12,576
tonnes down to 10,833 tonnes). Most gold movements in Europe have either been lateral reshuffling or
dishoarding and encouraging citizens and other entities to start hoarding physical gold themselves.
I have written this before... if you were King of the World with 35,000 tonnes of gold in a world of
160,000 tonnes, you would gladly - happily - reduce your "stash" to 10,000 tonnes if that reduction
came with a 50x revaluation. Trying to get ALL the gold into your hoard is a fool's strategy."
Like I said, Warren, buying all the gold in the world would be about the dumbest thing such an
investor could possibly do, kinda like a doctor owning an oil company and calling it savings.
Warren B: Beyond the staggering valuation given the existing stock of gold, current prices
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make today's annual production of gold command about $160 billion. Buyers -- whether
jewelry and industrial users, frightened individuals, or speculators -- must continually
absorb this additional supply to merely maintain an equilibrium at present prices.
Hahaha! B's worried about who's gonna buy up the annual physical gold production? How about who's
gonna keep buying the annual paper production bearing dubious counterparties in the upper left-hand
corner? I think it's Warren B who is worried about who's gonna keep buying the stuff he's into.
With well over $100T in cash, cash equivalents, debt and equity investments posing as savings for the
risk-averse, I think it's more than safe to say that ANOTHER had it exactly right when he said that the
paltry $160 billion flow of gold is (and has been for a long time) cornered. Heck, nearly a third of that
is going to India alone, and they aren't even one of the surplus nations like Saudi Arabia, Germany or
China!
Warren B: A century from now the 400 million acres of farmland will have produced
staggering amounts of corn, wheat, cotton, and other crops -- and will continue to produce
that valuable bounty, whatever the currency may be. Exxon Mobil (XOM) will probably
have delivered trillions of dollars in dividends to its owners and will also hold assets worth
many more trillions (and, remember, you get 16 Exxons). The 170,000 tons of gold will be
unchanged in size and still incapable of producing anything. You can fondle the cube, but it
will not respond.
Fondle the cube? Alrightythen, no more Mr. Niceguy here either. Once again, Warren, why did you sell
Exxon if it's so great and saving money is all about dividends and earnings rather than taking (OPM)
money from the greater fool? What a hypocrite! Is it also possible that companies can be mismanaged,
like, say, BAC?
Here are a few other "good companies" that Berkshire dumped since it (BRKA) took a 50% nose-dive
in 2008 (actually late 2007 to early 2009): Nike, Comcast, Lowes, Home Depot. And in case you are
still under the illusion that OG is all about solid, benevolent analysis rather than political monies for
OG's pocket, his company is still the largest shareholder in Wells Fargo (NYSE: WFC) and "he has
practically bought at any chance he gets." Nothing against Wells Fargo (I have an account there) but
this, combined with his drive-by assault on gold (the hard asset preferred by those who actually
produce stuff) should settle any debate about whether or not he carries a bias in his baggage.
Warren B: Admittedly, when people a century from now are fearful, it's likely many will
still rush to gold. I'm confident, however, that the $9.6 trillion current valuation of pile A
will compound over the century at a rate far inferior to that achieved by pile B.
"Pile A" does not compound. It simply remains. Remember? "If you own one ounce of gold for an
eternity, you will still own one ounce at its end." That said, there's no guarantee that pile B will be
worth more than pile A in 100 years. A lot can happen in 100 years, wars, hyperinflations, companies
go bankrupt… If you were to be put into a deep sleep coma-like state for a century, and you had
trillions in wealth, which pile would you pick to shuttle your wealth through 100 years?

Page 75

Warren B: Our first two categories enjoy maximum popularity at peaks of fear: Terror
over economic collapse drives individuals to currency-based assets, most particularly U.S.
obligations, and fear of currency collapse fosters movement to sterile assets such as gold.
We heard "cash is king" in late 2008, just when cash should have been deployed rather than
held. Similarly, we heard "cash is trash" in the early 1980s just when fixed-dollar
investments were at their most attractive level in memory. On those occasions, investors
who required a supportive crowd paid dearly for that comfort.
And finally, here's the argument that only Helen Keller could believe, that today's contrarian is staying
as far away from gold as possible. Especially that physical gold. Look at the lines to buy gold at the
dealers. They wrap around the block. You can't find a place to eat these days without having some dolt
at the next table talking about gold. Heck, even the shoeshine boy can tell you what coins are best and
where to buy. It's obviously a bubble. Yeah, right.
Warren B: My own preference -- and you knew this was coming -- is our third category:
investment in productive assets, whether businesses, farms, or real estate. Ideally, these
assets should have the ability in inflationary times to deliver output that will retain its
purchasing-power value while requiring a minimum of new capital investment. Farms, real
estate, and many businesses such as Coca-Cola (KO), IBM (IBM), and our own See's
Candy meet that double-barreled test. Certain other companies -- think of our regulated
utilities, for example -- fail it because inflation places heavy capital requirements on them.
To earn more, their owners must invest more. Even so, these investments will remain
superior to nonproductive or currency-based assets.
By superior, he means that he views investing as superior to saving. He is, after all, an extraordinary
investor. But most of his audience is, in fact, made up of savers. As far as savings go, for the near future
(i.e., the transition period) gold will be far superior to Warren's investments as the transition brings
REAL gains of tremendous value to those who hold the goods. And in the distant future, physical gold
will be a far superior savings medium as it will be the very benchmark of purchasing power
everywhere. In that future, owning companies will potentially bring you real returns whereas gold will
not. But it will also carry risks and responsibilities. And if you carry gold from here into that future,
you will be one of the fortunate few faced with that choice.
Warren B: Whether the currency a century from now is based on gold, seashells, shark
teeth, or a piece of paper (as today), people will be willing to exchange a couple of minutes
of their daily labor for a Coca-Cola or some See's peanut brittle. In the future the U.S.
population will move more goods, consume more food, and require more living space than
it does now. People will forever exchange what they produce for what others produce.
Absolutely true! In fact, this is the Debtors & Savers Zone he is describing. The part of the pyramids
occupied by everyone!
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What's missing in his description is what the savers will trade amongst themselves to perfectly preserve
their purchasing power during periods of deferred consumption. Sure, someone will own all those
companies OG loves so much. And like I said, if you carry some of that physical gold from here into
that future, it might just be you!
Warren B: Our country's businesses will continue to efficiently deliver goods and services
wanted by our citizens. Metaphorically, these commercial "cows" will live for centuries and
give ever greater quantities of "milk" to boot. Their value will be determined not by the
medium of exchange but rather by their capacity to deliver milk. Proceeds from the sale of
the milk will compound for the owners of the cows, just as they did during the 20th century
when the Dow increased from 66 to 11,497 (and paid loads of dividends as well).
Of course they will, Warren! No one at this blog is predicting the collapse of modern society. The gold
thesis discussed here is about that which is mispriced (overvalued or undervalued) coming back in line
with reality. The dollar is overvalued and physical gold is undervalued. I described it as a seesaw in
The Studebaker Effect:
"Devaluations play out like a seesaw. There is a force (the crisis devaluation), a fulcrum (what is being
devalued against), and a load (the beneficiary or the winner)."
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That fulcrum is the physical plane of goods and services in aggregate. Everything is mispriced today,
some things more than others. But if we look at how Warren's favorite investments, company stocks,
carried through past devaluations, we find that while they obviously do much better than currency or
currency-based investments like bonds, they don't do quite as well as hard assets and they don't even
preserve purchasing power. Perhaps it's because an overvalued currency also tends to overvalue its
economy.
Here's a bit from my post Greece is the Word on how Warren's equities might fare during the currency
devaluation he expects:
"But what about the stock market? Someone emailed me saying,
"During a currency crisis in the western world, we may see a very powerful stock market rally as
equities are a form of real asset. Better to own a piece of Procter and Gamble than a unit of currency
that can devalue quickly. Look to the Argentina general equity market MERVAL index during the peso
crisis. It shot up – although not as much as the 3:1 currency devaluation."
The writer answered his own point. The stock market shot up LESS than the currency devalued. So
while the stock market in Argentina performed MUCH better than debt fixed to the value of the
currency, it only chased - and lagged - actual inflation. (Actually, short term hyperinflation.)This is
partly because the economy is usually in shambles at the time of a currency devaluation. So while you
would expect real things like real companies to compensate for a falling currency, you must also weigh
in any previous bubbling that might deflate and any economic factors that might reduce company
profits.
But Argentina is still a good example for us to look at. In January of 2002 the currency devalued 3:1. At
the same time the stock market rose in response to the devaluation and then stayed up (because the
currency stayed down). But what is interesting about Argentina is that just prior to the devaluation, in
December of 2001, inflation dipped into negative territory (deflation?) and the stock market dipped as
well. Then they almost immediately exploded out of this head-fake in an unexpected devaluation. See
the charts. The first is the MERVAL and the second is CPI:
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Hmm... look familiar?
Bottom line: The stock market, because it represents equity not debt, will fare much better than the rest
of the paper world. But the stock market does suffer from dilution, manipulation and bubbles. Expect
the stock market to languish in economic chaos as it chases real inflation only to fall a little short.
But gold is different. The system desperately needs a counterweight, and gold is it. The counter is
already in place, only the weight is yet to come. And once we have seen the reset in gold as it performs
its phase transition from commodity to wealth reserve, it will then chase (hyper)inflation along with the
rest of the "non-dollar" world, only it will be the ONE AND ONLY THING that will be immune to the
economic mess that will still need to be worked out."
So what we can do is to place Warren's favs just to the left of the fulcrum on the seesaw. They won't
devalue much in real terms, but they also won't fare even as well as boring old hard assets like antique
furniture (I'm sure he'll just love this one):
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Warren B: Berkshire's goal will be to increase its ownership of first-class businesses. Our
first choice will be to own them in their entirety -- but we will also be owners by way of
holding sizable amounts of marketable stocks. I believe that over any extended period of
time this category of investing will prove to be the runaway winner among the three we've
examined. More important, it will be by far the safest.
And thus ends Warren B's drive-by assault on gold. What do you think? Did he hit his target?
So where is Warren coming from?
Try to imagine a bizarro world where we simultaneously encourage everyone to consume as much as
possible through debt (because, ldo, consumption is the engine of the American economy) and also to
save that same debt through ERISA and 401(k)s. What you end up with is a whole society of people
deferring consumption (saving) on the one hand, and pulling into the present that very same future
consumption they saved on the other. You end up with underwater homeowners with negative networths and hundreds of thousands sitting in their 401(k) or IRA.
With everyone chasing a yield, be it through interest rates on currency investments or dividends from
equities, you eventually drive all those yields to zero. Luckily for the Warren Buffets of the world, most
of that "savings" knows no better than to float around in Warren's world, where Warren not only gets
his management cut, but he can also make amazing capital gains as those "savings" slosh around
mispricing one thing after another.
Now think about that person, let's call him Bob, with $201K in debt and also a $200K pension or IRA
through work. In essence, he could be almost debt-free were it not for his "savings". But then if that
were the case, Warren wouldn't have that $200K sloshing around in Warren's world. This is, of course,
only a mental exercise in how inane (or should I say insane?) the Western financial system really is.
Which camp do you think Bob is in? The Debtors or the Savers? And what would be the state of
Warren's company valuations were it not for all this additional "savings" sloshing around? How about
the yields available for real savers? Perhaps there would be some yields to be found were it not for Bob
and his "savings"?
The point is that companies are not de facto good investments just because they make things. They can
become overvalued when chased by too much money and that's when Warren sells. Warren talks a good
talk about compounding dividends, but what he's really after is your money. Either you're with him
(investing in BRKA) and he takes his cut while using your financial weight as his own, or you're
against him out there on your own. And then he's looking for areas where you've mispriced something
so that he can buy it from you or sell it to you.
I can tell you which camp OG is in. He's in the easy money camp (the debtors)! He's in debt to easy
money:
Warren Buffett is on Squawkbox right now defending the bailout, which he wrote an op-ed
about in today's New York Times.
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Then he dropped this line, which sounds like an exaggeration: "If the government hadn't
acted, I would be eating Thanksgiving dinner at McDonald's."
(Business Insider)
Perhaps he wasn't exaggerating:
A good chunk of his fortune is dependent on taxpayer largess. Were it not for government
bailouts, for which Buffett lobbied hard, many of his company’s stock holdings would
have been wiped out.
Berkshire Hathaway, in which Buffett owns 27 percent, according to a recent proxy filing,
has more than $26 billion invested in eight financial companies that have received bailout
money…
…It takes remarkable chutzpah to lobby for bailouts, make trades seeking to profit from
them, and then complain that those doing so put you at a disadvantage.
Elsewhere in his letter he laments “atrocious sales practices” in the financial industry,
holding up Berkshire subsidiary Clayton Homes as a model of lending rectitude.
Conveniently, he neglects to mention Wells Fargo’s toxic book of home equity loans,
American Express’ exploding charge-offs, GE Capital’s awful balance sheet, Bank of
America’s disastrous acquisitions of Countrywide and Merrill Lynch, and Goldman Sachs’
reckless trading practices.
And what of Moody’s, the credit-rating agency that enabled lending excesses Buffett
criticizes, and in which he’s held a major stake for years? Recently Berkshire cut its stake
to 16 percent from 20 percent. Publicly, however, the Oracle of Omaha has been silent.
(Reuters)
So maybe you are starting to see why Freegold is not such a welcome development for an OG like
Warren B. But don't worry too much about Warren. He'll still be a multi-billionaire come Freegold. And
if you follow him, at least you won't be broke (see the seesaw above). I suppose there might even be
something altruistic about leaving the Freegold revaluation windfall for others. But that's not Warren's
motivation.
Warren's power comes from keeping as much of other people's savings as possible in the stock market
where he plays. It doesn't matter if it comes in through his company or on its own, just that it's in there.
And that's why he wrote this piece trashing gold. Because when you buy a tube of gold coins and put it
in your sock drawer, it's out of OG's reach.
Sincerely,
FOFOA
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Wednesday, July 7, 2010
The Debtors and the Savers

Ever hear the one about the little old lady living in an old but paid-off house, with a shoe box full of
gold coins in the basement? Across the street lived a big guy, in a big McMansion. It had a special
garage for the RV, and another four-car garage for the other four cars. He had a boat at the side and a
trailer with two jet skis in front of the boat. Then one day little old lady noticed big guy was gone. The
bank had taken back his house.
Most people thought big guy was rich and little old lady was poor. How wrong most people were.
Tiger's Tail
I watched a pretty forgettable movie the other night on TV. It was just so-so from a film-maker's
perspective, but it had at least one redeeming quality from my blog-maker's perspective. It highlighted
a point I had been thinking about.
The film is called "The Tiger's Tail", and the basic back story is identical twin brothers that were
separated at birth when one was given up for adoption. The adopted brother is destitute when he
discovers he has a twin who is a very public multi-millionaire businessman. So, filled with envy and
anger over being given up as an infant, he hatches a plan to "steal" his brother's identity and life for just
long enough to liquidate his assets and make off with the cash.
He is successful supplanting himself into his brother's life only to find that the vast wealth is built
completely on debt. What filled him with envy on the surface is nothing but a giant, net-negative hole
once he looks behind the curtain.
Here is an eight minute version of the movie that contains all the relevant scenes. We pick it up right at
the point where the adopted twin first arrives at his brother's office, pretending to be him, ready to
liquidate a few assets...
Video
My apologies to John Boorman. I'm really looking forward to your remakes of The Wizard of Oz and
Excalibur, and I loved Deliverance and Exorcist II: The Heretic. ;)
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Marx Had It Backwards
Karl Marx predicted the breakdown of capitalism as a result of class struggle, followed by the
establishment of a grand commune in which all the means of production would become publicly owned
and used only for the public good. Sounds pretty nice, huh? "Imagine no possessions, I wonder if you
can. No need for greed or hunger, A brotherhood of man. Imagine all the people, Sharing all the
world..." ... and all that peace and harmony stuff.
Today we have many fine, intelligent and exacting analysts all looking at the same economic data and
coming up with vastly different analyses of the present global financial crisis. What sets them all apart
from each other is not intelligence, or math skills, or even popularity. What sets them apart is the
foundational premises on which they operate.
And a false premise can skew a brilliant analysis 180 degrees in the wrong direction. Few analysts fully
disclose their premises. But Karl Marx did, and in this we can find the one, key flaw that sent his
analysis off in a disastrous direction.

Marx writes, "The history of all hitherto existing society is the history of class struggle." He got this
part right! What he got wrong was his delineation of the classes.
Marx's classes were:
1. Labour (the proletariat or workers) - anyone who earns their livelihood by selling their labor and
being paid a wage for their labor time. They have little choice but to work for capital, since they
typically have no independent way to survive.
2. Capital (the bourgeoisie or capitalists) - anyone who gets their income not from labor as much as
from the surplus value they appropriate from the workers who create wealth. The income of the
capitalists, therefore, is based on their exploitation of the workers.
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Simply put, Marx says it's the rich versus the poor. According to Marx the rich exploit the poor to get
themselves a "labor-free income", which spawns a class struggle.
This is an attractive perspective because it requires only a cursory, superficial judgment to place
someone into one of the two camps, the rich or the poor. If someone is driving a Bentley we
immediately know which group they are in, right?
But within this simple, foundational premise lies an error so serious that within 130 years of Marx's
death it caused somewhere between 85 million and 150 million deaths, depending on how you count
them. That's an oddly large number of dead people for a commun-ity in which class struggle had been
eliminated, isn't it? Peace and harmony my ar$e.
Inscription reads: "Workers Of All Lands Unite"

As I said, Marx got one thing right. History does bear out the dramatic story of centuries of class
struggle. But if we eliminate his one small flawed premise, we can see it all much more clearly.
The two classes are not the Labour and the Capital, the rich and the poor, the proletariat and the
bourgeoisie, or the workers and the elite. The two classes are the Debtors and the Savers. "The easy
money camp" and "the hard money camp". History reveals the story of these two groups, over and over
and over again. Always one is in power, and always the other one desires the power.
1. Debtors - "The easy money camp" likes to spend (and redistribute) money it did not earn, either by
borrowing it, taxing the savers for it, or printing it. They like easy money because it is always and
everywhere constantly inflating, easing the repayment of their debts.
2. Savers - "The hard money camp" likes to live within their means and save any excess for the future.
They prefer hard money (or in some cases "harder" money) because it protects their savings and forces
the debtors to work off their debts.
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1789, the French Revolution, "the hard money camp" had been in power since 1720 when John Law's
easy money collapsed, and starting in 1789 "the easy money camp" killed "the hard money camp" and
took back the power. This is the way "the easy money camp", the Debtors, usually take power... by
revolting against the hard repayment of their spending habits.

Only nine years later, 1797, easy money collapsed once again (as it had just done in 1720) and a new
French monetary system based upon gold was again reinstated. This is the way "the hard money camp",
the Savers, almost always regain control: when the easy money collapses. On very rare occasions and
only under highly favorable circumstances (like moving to a new continent!), "the hard money crowd"
takes control by physically separating from "easy money" and declaring independence from the
Debtors.
The American Revolution. Yes, the Constitution mandates hard money.
So just to repeat for clarity: Hard money regimes almost always end in bloodshed, when the easy
money camp slaughters the hard money camp to avoid hard repayment terms. And easy money regimes
almost always end in financial suffering when the easy money collapses. Here are a few more examples
of "easy money collapses"...
Angola (1991-1999)
Argentina (1975-1991, 2001)
Austria (1921-1922)
Belarus (1994-2002)
Bolivia (1984-1986)
Brazil (1986-1994)
Bosnia-Herzegovina (1993)
Bulgaria (1991-1997)
Chile (1971-1973)
China (1939-1950)
Free City of Danzig (1923)
Ecuador (2000)
England (1560)
Greece (1944-1953)
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Georgia (1995)
Germany (1923-1924, 1945-1948)
Greece (1944-1953)
Hungary (1922-1927, 1944-1946)
Israel (1979-1985)
Japan (1944-1948)
Krajina (1993)
Madagascar (2004)
Mexico (1993)
Mongolian Empire (13th and 14th Century AD)
Nicaragua (1987-1990)
Persian Empire (1294)
Peru (1984-1990)
Poland (1922-1924, 1990-1993)
Romania (2000-2005)
Ancient Rome (~270AD)
Russia (1921-1922, 1992-1994)
Taiwan (late-1940's)
Turkey (1990's)
Ukraine (1993-1995)
United States (1812-1814, 1861-1865)
Vietnam (1981-1988)
Yap (late 1800's)
Yugoslavia (1989-1994)
Zaire (1989-1996)
Zimbabwe (1999 - present)
Source

You see, Marx had it almost completely backwards when he said the rich exploit the poor for free
income. Once we shuffle and re deal the two camps correctly we see that it is actually "the easy money
camp" (the Debtors) that always exploit "the hard money camp" (the Savers), taxing them, destroying
their savings, destroying capital, borrowing money only to repay it on easier terms, and sometimes
even killing them. So are "the Debtors" the rich and "the Savers" the poor? Of course not! Is this clear
enough?
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What does all this have to do with Freegold today? Well, with history, ANOTHER and FOA as our
guides, we can see clearly what is coming. And with a correct view and a wide enough perspective, we
can also see how some fine analysts operating under false premises are inducing the wrong
conclusions.
Today we are living the end of the longest stretch of time in which "the easy money camp" has been in
power both politically and monetarily. For a century now they have been easing our money more and
more. And for those of you obsessed with the "emerging" NWO and One-World Currency... surprise!
You've been living with it for 66 years now.
This latest push for central control and massive deficit spending by the "easy money camp" is simply
the blow-off phase right before the long awaited collapse. And when easy money collapses, the
transition is always financially painful but not necessarily bloody like the French Revolution, which
was the end of the "hard money camp".
Now, what happens during ALL periods in history, whether "the hard money camp" is in charge or "the
easy money camp" are running things... is a transfer of wealth. This is important! Because when the
easy money guys are in power the transfer of wealth happens slowly and gradually, and wealth flows
from the Savers to the Debtors. But when "easy money" collapses - and it ALWAYS collapses - there
is a very RAPID transfer of wealth in the other direction, from the Debtors back to the Savers.
And this is where you need to take some action today. Because we have been living in a "easy money
regime" for so long now, the delineation of the two camps is somewhat obscured. There are many many
people who consider themselves Savers who are still sitting in the wrong camp, and will be on the
WRONG side of the coming
- extremely rapid - transfer of wealth.
Today you need to be proactive if you want to get on the receiving end of this "blow back" transfer of
wealth. You need to actively choose which camp you are in. And to do that, you need to recognize the
two camps, or classes. Remember, this is a "class struggle".
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So let's put a few modern groups and people into these two camps. I think it is fairly obvious that
almost all modern "socialistic" governments and their politicians addicted to sovereign debt and deficit
spending are in the debtor class. These are the easy money guys. And the bankers as a class are
generally there too. As I said in a recent post:
The banker makes his largest profits during times in history when the liberal easy money crowd is in
power both politically and monetarily. And he makes his most absurd profits when the debtor class
allows its debt to go too far... to the very mathematical limit. But don't worry. This unstoppable
avalanche will reduce banking and central banking to what it should be; a utility for the public good.
And this is because easy money debt must flow THROUGH the banking class as it is passed between
the savers and the debtors.
But as individuals, not "banks", but individual bankers, we could say that some of them are Debtors
while others are Savers. For example, would you agree that the Rothschild family, as a family unit, is in
the "saver class" while their industry or profession (banking) as a whole falls in the "debtor class"? Or
perhaps we could say that the banking institutions, as the hollow corporate shells that they are, are
closely aligned with the debtor class.
But on the other side of the coin, we can broadly say that most of the young "hot shot bankers" and
investment bankers probably fall firmly in the "debtor class". When you look at the lavish lifestyle of a
lot of these young guys, you don't see the debt it is built upon. Just like our character, Liam O'Leary, in
The Tiger's Tail. You could watch a Rothschild and a Goldman VP pull up to an event in identical
Bentleys, not seeing that one is leased while the other is owned outright. Are you catching my drift?

You can tell who the "easy money guys" are because they will always argue that a currency devaluation
is preferable to forced austerity. They will say, "the euro got it wrong because it doesn't allow for
Greece to devalue." And in saying this, they put themselves firmly in the Debtor camp. They are saying
that the "Argentine/Brazilian
/Soviet/Zimbabwe workout" is preferable to what is happening in Greece today.
How about that Soviet "easy money collapse" in 1992? Who came out ahead? Most average people that
thought they were savers lost everything. So did the Russian banks take over Russia? Or did a handful
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of "Oligarchs" emerge as multi-billionaires through the process and buy up anything in sight for
pennies on the dollar? And which camp do you think these Oligarchs were in? The Debtors or the
Savers? Curiously, one of them just bought the New Jersey Nets.
Russian Oligarch Mikhail Prokhorov
(Age: 45 - Born: Poor - Starting Industry: Precious Metals)

As I said earlier, almost all modern governments are in camp with the Debtors. And this includes the
Russian government. So are the Oligarchs in the opposing camp as their beloved comrades in the
corrupt government? Here is an interesting article:
Here's The Real Reason The Russian Oligarchs Are Buying Up Professional Sports Teams
By Henry Blodget
Business Insider
SNIP:
...we hear that some Russian oligarchs feel that, if they become highly visible owners of
beloved sports franchises, the Kremlin will be less likely to take them out.
Yes, as in that kind of out.
Remember Alexander Litvinenko, the ex-Russian spy who got poisoned in London...
Russian Oligarch Roman Abramovich
(Age: 43 - Born: Poor - Starting Industry: Entrepreneur)
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So here's the important thing in today's dangerous world. We must each understand the difference
between choices and inevitabilities. What is coming at us is inevitable. It is unavoidable. How we
personally prepare for it is a choice we each must actively make.
The coming "blow back" hyper-rapid transfer of wealth is not something that necessarily requires
moral judgments of good and evil. It is simply a fact of life today. Pick which side you want to be on in
THIS particular transfer of wealth. By selling your debt-financed paper savings and buying physical
gold today you are making the conscious CHOICE to join the camp of the true Savers.
Many people that consider themselves "savers" are precariously positioned right now. These people
need to take active measures to get on the receiving end of this transfer of wealth to survive. Many,
many, many average citizens amazingly still have this option, yet they don't even realize it. They need
to get up and move over into the same camp as the Rothschilds and the Russian Oligarchs, and prepare
to own the future. It's not a matter of good versus evil at this point, it is a matter of survival!
The easy money crowd has had a really, really long run in the sun this time. There's no need to feel bad
for them. And all the last-ditch central control efforts we see today are simply the culmination of that
run. But their influential position is completely dependent on the power afforded by the easy money
debt machine that is now crumbling. Their "power generator" is out of gas. And it's not the kind of gas
you can legislate or print.
But don't take my word for it. And certainly don't take financial advice from me! For that matter, don't
take financial advice from ANYONE. Think it through yourself, quietly. Use your own head. This is
the only path to peace of mind. You and only you will lose your wealth if you take the wrong advice.
And this time, it doesn't take an MBA and a JD to understand the choices.
It is easy to watch the dollar losing its reserve privilege today. And it is also easy to see who will come
out ahead when it happens. All else is noise. Choose your camp wisely.
Sincerely,
FOFOA
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Wednesday, June 2, 2010
"It's the Debt, Stupid"

(h/t Greyfox for title inspiration)
Why is global recapitalization impossible through fiat, yet inevitable through gold?
The answer is quite revealing.
It's the debt. Not the currency itself. The government could easily decree its money to be 50 times more
valuable. It could announce that your taxes are cut to just 2% of what they used to be (in nominal
terms), increasing the value of the currency already in circulation 50-fold. But the problem is all the
private debt that's denominated in that currency!
For it to be a system-wide recapitalization, every debtor would have to pay (in real terms) 50x more
than he signed up for. Salaries would be cut by 98% yet your debt would remain the same. If your
monthly mortgage is $1,000 and your monthly income is $4,000, under a 50x fiat
revaluation/recapitalization your mortgage would stay at $1,000/mo. and your income would drop to
$80 per month. Can you see how this is impossible?
But gold is different. The (100%) holders of physical gold can become 50x wealthier and no debtor has
to lift a pinky. (Someone holding 2% in physical gold would retain the same purchasing power.)
I know what some of you are thinking, and you're right. There is SOME debt denominated in gold. And
that debt is in the paper gold contract market. Gold contracts are often denominated in gold. But this is
where Another and FOA come in. They revealed that when the dollar-denominated paper gold market
shifts into cash-only settlement mode (perhaps this month?), that Eurosystem $-paper gold contracts
will be converted into euro denomination to save the banks. Think about this in relation to the present
Page 91

state of the euro, the Eurozone banking system, and the ECB's recent actions.
Here are a few extracts from Gold Trail Four:
FOA: At some point, our dollar denominated paper gold system will crack and plunge in value as its
credibility to be converted into real gold is destroyed. In the process taking down most of the gold
industry. An industry who's stock equity value is daily marked to, and closely follows, said dollar gold
system. In time, we will all understand the currency supporting function and the industry killing nature
of a Free Gold price. As its surging value more than compensates the dollar's lost value in the hands of
foreign CBs.
This particular line of perception is being driven home in recent ECB commentary as their President,
Mr. D., has discussed the very mechanism to delineate foreign held Euro money assets. (see Randy's
recent ECB news) Assets that, per my above to Randy, will explode in numbers as our busted paper
dollar gold market drives these institutions into Euro financing arrangements. These new, increasing,
non-expansive assets will be balanced by their system's surging gold price and exported bullion from
other nations. A process that in part allows the US to adjust its gold ownership just to stay in the game.
The world is changing and the Physical Gold Advocates will be the ones keeping score!
FOA (6/9/01; 16:36:42MT - usagold.com msg#75)
A letter from Another to me.
All were present at the meeting. I think contractual conversion became topic of some urgency. This BIS
must now consider the values these forms will hold in ours and their new futures. Values that will no
longer be dictated in dollars, rather realigned in conversion and gold market failure. Truly, this failure
of current gold will be reflected as anguish in these western goldbugs, both bankers and investors. All
done as the saving wealth for your gold advocates and new reserve bankers finds its new mark in our
time. Your work, good man, has been as trying to reconcile the religions of this world. Telling both they
are just while only one can be right in the end. So it is in this day of gold.
Some knew what was coming from the beginning. With the Hague Conference of Heads of State in
1969 sprang Copenhagen Report of 23rd July 1973. We pointed and all continued to turn away to
follow where power was, not where it was going. With the Solemn Declaration in Stuttgart (1983)
closely followed by the Single European Act (1987) even the BIS then understood the final goal.
Margaret (Thatcher) soon expressed that signing that proposition (the Solemn Act) was her greatest
mistake in office. While I do agree with her on a strategic political basis, such reflections by British
leader only exposes the ignored, nearing failure of their shared singular currency dominance (both USA
and England). Little is expressed of the wealth lost of our peoples and that of most Western economies
as these governments' efforts to preserve this failing
$-system drains real wealth from our world.
Now these leaders' full attention must focus on this money transition itself as Blair's next initiative (the
Euro) will lead to a realignment of contract values of all kinds. Before the fact! The Maastricht Treaty
allows that by Jan. 2002, all contracts will be converted into euros and new contracts must be
denominated in euros. Because Blair has overseen the signing of both Amsterdam and Nice Treaties,
his closest people understand the full impact Britons intentions will have on this world's paper gold
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market. As it be contractually expressed in dollars. The credibility of these to not only represent gold
but to maintain loan collateral on books will lead to several high level agreements to address this loss.
Indeed, how does one transition a metal contract without moving the metal once again?
Some of your American gold must come into play during this game of kings. It must, as the BIS will
sanction a complete disposal of contract liabilities from metal into Euros unless some real US gold is
given up.
FOA: In the event of a large enough default, the entire world of paper gold trading will be forced into
full cash settlement. The question will be presented: "if there isn't enough gold around to settle these
commitments, then there isn't any point in letting the price rise further to effect still no metal
settlement",,,,,,, "This was a contract trading market anyway, not a gold market"! Further, the
international banking industry, in accords with their governments, will enforce a kind of "position
limit" on the amount of gold liability they or their customers can carry. Both long and short. It will have
nothing to do with the exchanges, rather it will be a bookkeeping problem being addressed by the
banks. Still, it will impact the illusion price we use for gold,,,, downward. The net effect of this will be
just the opposite of what paper gold players expect as positions are "force liquidated" prior to even a
"cash settlement". This sudden dumping of major contract commitments onto the markets will drive the
cash settlement price of gold,,,,, ?.
This is the reality of the political banking world we live in. Neither the EuroZone or DollarZone
banking world is going to let the destruction of the Anglo/Dollar gold market shut down their
financial system. Take some loses? Sure! But this portion of the pie is nothing compared to the
troubles to be managed by the US (our Fed) as the dollar's role as reserve is removed. Granted, once the
game is underway a true Free Gold market, trading noncollateral gold, will come about. It will be
endorsed as governments settle a small portion of their political scores using physical gold reevaluated
up into the "low oxygen zone". Mostly it will be US gold being moved.
Witness the recent long blowout of paper players on the comex? The so called "big traders" these
guides thought were about to demand delivery. They were not the real "Big Traders" (I know) were
they? If they were they would have demanded delivery even if the short side sold 500,000 contracts
short. Even it they (sellers) drove the paper price down with empty sales! The reason these real gold
advocates (Giants) buy physical gold is because they are waiting for this dollar casino of a gold
currency market to shut down. This reality will end in a locked, no delivery market! Once again,
Believe it!
Truly, this recent move was long "little traders" wanting to make currency profits without the real
assets to back it up. Nothing more. We will see more of this as it all comes to its end. When the real
gold run Another points to comes,,,,, no one will profit anything near the amounts physical gold
advocates will.
Society has a way of changing the rules when the economic wealth that their savings are based on
comes into risk. Our fiat banks will not be allowed to fail. Just as in 1971, when that real gold
demand suddenly expands its boundaries to include ordinary gold investors, the supply rules will be
changed again. [1] Fortunately for us Physical Gold Advocates, the next rule change will evolve from a
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reserve system that has no threat from a rising dollar gold price. Even if the contract markets crash and
physical gold traded in Europe goes into the thousands, the Euro will find strength from such an
occurrence. The ECB will embrace it and promote the same.
Dollar gold in the thousands,,,,,, USA inflation going hyper,,,,, The EuroZone dealing with the changes
as the BIS settles all our gold dealings,,,,,,,,, And cheap Euro oil making sure Europe doesn't fail too.
Do I wish for this? Only a fool would comment to ask such a question. Am I preparing for this
transition? Another would be happy to see that I am! (smile)
Gold, from times past was a wealth asset more so than it was in the form of money. Granted, it became
the fastest moving form of wealth, but as it traveled on the road it was still simply seen as a tradable
wealth. It has been American and Western ideals that made gold a lend able money and forced its
competition against failed currency systems. We set currencies in fixed gold amounts and then inflated
the currency. No wonder gold competed against currencies. The ECB will allow gold to go to the
moon and everyone will love them for it. People will use the Euro whether gold is at 1 Euro or a
trillion.
Arguments against this new logic (by failing Gold Bugs) are little more than a throw back to their
outmoded Western money logic. ET (a USAGOLD poster) even thinks that by freeing gold to rise to
whatever level it wants,,,,, we are somehow governing it??? That direction of thinking is caused by
"promoted investing". The logic is to somehow invest in gold (the industry or its paper leverage) more
so than owning the metal. Leaving the agenda of physical gold storage to be something the official
governments or private enterprise should do for us. They base their concepts on a return of gold
recognition as a somewhat official government money after price inflation discredits the local currency
(Dollars).
Such logic suggests we buy into the various SEC-sanctioned (government) paper gold substitutes while
governments somewhat allow a devaluation of their money against gold. Say to $800? In this way the
dollar is saved a little while the gold exchanges continue life as before. This, my friend, was a failure in
the past and the future will provide a very different rendering.
Two questions that seem to come up a lot are 1) how do you see the world after the Freegold phase
transition, and 2) what if things don't fall the way you foretell? In this section I will attempt to address
both of these questions with the assistance of links to two of my older posts.
One mistake I see a lot of people make is when they realize we are at a tipping point, "living on a
knife's edge", and that things could go either way. The mistake is that they see the US/$IMFS/NWO on
one side and Europe/euro/Freegold on the other. Or any number of other combinations that I'm not
going to list here.
We are at a tipping point alright, but those and the others are not the two sides of the fence. The two
sides are Freegold with international trade and economic continuity on one side, and Freegold with
trade interruptions and economic chaos on the other.
Who are the productive engines of the world? In a very general sense they are the Middle East for oil
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and Germany and China for manufacturing. And to a lesser extent the BRICS. These are the surplus
areas. The rest of us are running trade deficits. Who needs whom?
Next look at gold versus debt, particularly US Treasury debt, the "paper-producing engine" of the
financial and monetary world today. Treasury debt (new or past issued) has a ceiling in its price, unlike
gold. It cannot go any higher than its ceiling and it is there now. The ceiling is the 0% yield. The only
thing that can happen beyond that is compression into the ceiling, as yields farther and farther out on
the yield curve are pushed toward the 0% boundary. This is happening now.
US debt is the biggest bubble of all. Peter Schiff wrote this in Crash Proof back in 2006. He was
absolutely correct, even if a few years too early.
Literally, Treasuries have only one way they can go from here... down. Compression can continue a
while longer, but prices can't go any higher than the ceiling, the 0% ceiling. And the greater the
compression, the more explosive the downward move will be when it finally happens.
This is a 30 year trend that has just hit its ceiling during this crisis. It cannot be continued indefinitely.
You cannot offer yields below zero, and you cannot stay pinned to the ceiling.
This is connected to everything in today's crisis. Once the Treasury bubble pops, everything else will
collapse too. Conversely, any number of unknown things, "Black Swans", could pop this Treasury
bubble. It is the US Achilles' heel right now.
Of course Ben is just going to keep printing and loaning "discount" 0% Benny-Bucks to the primary
dealers who then carry the Treasury debt on the down-low until the market finally calls him (and them)
on it. But how long do you really think this "pushing on the ceiling" can last? The USG has an appetite
of a few trillion a year now WITHOUT any inflation and without any black swans. And a good deal of
that is structural.
So when will this bubble pop? What will it mean to everything else? And what will the world look like
once everything settles down again?
Well I cannot answer the first question other than to say "sooner rather than later." But as this debt
collapse happens, gold can and will recapitalize our world with its broken balance sheet built on debt.
Gold will, simply because it is impossible for fiat to do it.
It is important to understand that "holding fiat" means not only holding currency, but also anything
denominated in it, debt, long term contracts, bonds. Stocks are a little different because they are equity
positions. But they too will suffer because a lot of the companies that issue stock have also issued debt
into the debt markets. And these debt markets are senior to the stock markets, meaning that if/when a
company is liquidated, the stock holders get nothing and the debt holders get a haircut.
So it is all very complicated and confusing, how collapse will play out.
Someone suggested that I should summarize Freegold in one post. My response was that the more you
simplify a complex, paradigm-shifting topic like Freegold, the more the doubters swarm. Each
Freegold element left only as a summary or a bullet point seems so foreign to the modern, Western
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mindset, that it just begs for the seemingly easy rebuttal.
So this is why I write long posts on various elements of Freegold as viewed from different angles and
perspectives. As I recently wrote, this strategy allows me to not only share my understanding of a
difficult subject, but also to test it out. And so far I have not seen a single argument that debunks it.
I read all the arguments all of you post in the comments, and I respond to a few. But most of them are
on topics I have covered at length in the past. So, by all means, keep them coming. But please pay
attention when other readers direct you to older posts. You might find them helpful. Some here know
my blog better than I do! It's true!
But in the spirit of sportsmanship, here is a sorry attempt at a Freegold summary in as few words as
possible:
Freegold Summary:
Debt into Equity
Separation of the monetary functions:
Store of value --> Gold
Medium of Exchange --> Fiat
Unit of account --> Split between Fiat and Gold depending on time preference
All (or most all) debt paper will burn
Gold will be repriced once, enough to make your nose bleed, not as a commodity or money, but as a
real wealth asset, kind of like the Mona Lisa, only better
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(From: Gold is Money - Part 1, Part 2 & Part 3)
The debt part is the most important. I am not overly religious, but there is a good reason that all the
world's major religions prohibited usury hundreds and thousands of years ago. [2] But man evolved
these rules over time to fit his desires. For example, in Islam interpretive differentiation emerged
between lending for consumption and lending for commercial investment. And also between the
lending to fellow Muslims versus non-believers. And in Christianity, the New International Version of
the Bible written in the 1970's and 80's changed the word usury to "bank interest" putting a positive
spin on it.
I have had discussions about the core "cause" of the GFC with some of the commenters here. I argue
that the most fundamental cause of today's GFC is the evolution of usury to its present, climactic form.
Some say it is energy (ie. oil). And others say it is the evolution of unbacked paper money. But I'll stick
with usury (nominal debt, as I define it).
I believe I can reduce all the other "causes" down to man's innate desire to borrow and spend other
people's money so as not to risk his own. [3] This underlies even the emergence of fiat money. And it is
an evolution that has reached its climax today. The biggest debtor in the world's debt has now hit the
ceiling and is presently compressing.
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This explanation also works fractally, on all scales. From the individual homeowner who is struggling
from a broken balance sheet to the sub-prime housing crisis that was the initial spark of the GFC, to the
explosive potential of the paper gold market. These are all caused by the failure of debt. One man holds
as his wealth the future productivity (or promise) from another man. Both of these men are in trouble
today. Gold is the recapitalizing savior, in its physical form only, because it removes one half of the
debt equation, the debtor. Gold in your possession is wealth without counterparty!
And as this concept gradually (or not so gradually) permeates the collective mind, we will move from a
debt-based system into an equity-based system. A system where even the poorest of the poor hold
positive equity. It can be very small equity, like 1%, but not the big negative limitless hole that is debt.
Remember that debt is infinite. It potentially runs from negative infinity on the deficit end of the
spectrum to positive infinity on the surplus end. Equity, on the other hand, ranges only from 0% to
100%. (Please read Metamorphosis for more on this)

You may wonder, how could things like first-time home buying work in an equity world?
It would work something like this. Say you want to buy a house that is $200,000. You have $50,000 to
put down and the bank "invests" the other $150,000 in you and the house.
You now own 25% of the house and the bank owns 75%. As you pay down your loan over time, your
percent increases and the bank's share decreases until you finally own 100% of your home.
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But the big difference is that your equity (and the bank's equity) is always calculated as a percentage.
So you and the bank are BOTH exposed to the house value going up or down.
In today's debt world, the buyer has all the benefit of house price appreciation. This contributed to the
false idea that homes were an investment, and also to the housing bubble and the GFC.
And the other side is that the home buyer is also the only one exposed to the downside today. If the
value drops more than his down payment, he is underwater. And he can then (in the US at least) just
walk away so that BOTH sides of the debt coin lose. The bottom line is that a debt-based system must
always keep expanding... to infinity! Because it cannot handle a severe contraction without collapsing.
But in an equity world, if the value of the house drops to $100,000, then the buyer still owns 25% and
the bank still owns 75%. Likewise, if the value rises to $800,000, the bank can claim a nominal (paper)
$450,000 income (increase) while the homeowner only has claim to 25% of the rise.
This is how an equity-based system will work, generally. And our global financial system will switch to
something like this because as debt collapses, both sides get screwed. The homeowners are all negative
and the banks are all insolvent. The debt-based system simply cannot stand a severe contraction
without undergoing a drastic change.
So how will this equity world work on the national scale? How will governments operate?
They will issue equity shares in themselves, just like corporations do today. No more debt, no more
bond markets. Those will be completely discredited as they collapse the system and all the debt-paper
burns. And it will become obvious, even to the blind, that they ultimately caused the very contraction
that wiped out everyone's pension plans and wealth. So bond markets, after the collapse of the Treasury
bubble, will not be viewed kindly, to say the least.
Fiat currencies will be the equity shares of nation-states and stocks will be the equity share of
corporations. Both nation-states and corporations will only have two choices for income. Produce or
dilute. National fiats will be judged by their ability to buy gold. National Treasuries will once again
have an incentive to encourage the flow of gold back into their regions. If a government issues too
many shares (fiat) it will quickly pass the point of diminishing returns and its "shares" will be able to
buy less and less gold no matter how many more are created. Classic hyperinflation.
Page 99

This brings us full circle back to Freegold. Please read Bondage or Freegold? for more on this.
Present Flow

Freegold Flow

Sincerely,
FOFOA
[1] This video offers a great twist on FOA's statement, "Just as in 1971, when that real gold demand
suddenly expanded its boundaries to include ordinary gold investors."
[2] History of Usury Prohibition
[3] Please see: Say Goodbye to Wallstreet
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Saturday, October 23, 2010
It's the Flow, Stupid

"Gold has always been funny in that way. So many people worldwide think of it as money, it tends to
dry up as the price rises."
(ANOTHER, 1997)
All the gold in the world is a fixed quantity. It always has been. It just gets moved around like poker
chips on a table. Some of it is still in the ground and some is above ground, in portable form. But it is
all owned by someone, underground or above. If it was sufficient to simply trade paper ownership
certificates then there would be no need to pull it out of the ground at all. We could just estimate how
much was down there and then trade ownership rights. But it is not sufficient, especially for crossborder trade. Never has been. And this is why we pull it out of the ground.
In the monetary roles of 'numéraire/accounting unit' and 'store of value', this gold has been the most
reliable money the world has ever known. But those of us who are savers know from personal
experience that gold need not be the medium between every single exchange. We generally work four
months out of the year to cover the government's "cost of living," seven months to cover our own cost
of living, and one month to add to our capital account, our savings. We really only need the gold for
that last month's efforts. Debtors, of course, work those last months just to service their debts. So they
don't need gold at all.
But for a saver whose income is derived from depleting his capital, like a gold dealer or an oil
producer, the required flow of gold is a much greater percentage of gross receipts than a saver who, say,
produces cheap goods for Walmart. While the latter might require a flow of 5% of gross receipts in
order to slowly grow his capital account, the former needs a flow sometimes as high as 95% of gross
receipts just to stay even!

Page 101

Imagine a gold dealer who sells 10 ounces of his own stock for $14,000. He must then replace his stock
and refill his capital account, so he turns around and buys 10 ounces for $13,500. He has just made
himself an income of $500. His gross receipts were $14,000. And he required a gold flow of 96% just
to keep his capital account even. Now think about the oil reserve owner. His oil reserve is his main
capital asset, just like gold to the gold dealer. But oil doesn't get shuffled around like poker chips on a
table. It goes up in smoke. So what does the oil producer use to keep his capital assets even? Promises?
Of course above ground gold is much more valuable than gold still in the ground. And likewise, value
is added to oil as it is pulled out of the ground. It is now able to be sold, traded, refined and consumed.
It is this added value that the oil producer uses to fund his lavish cost of living. In this way, the oil
producer is more like the gold mine owner than the gold dealer, as the gold miner need only retain a
small portion of what he pulls out of the ground to keep his capital account even.
Unpublicized gold for oil deals are nothing new. The first known deal was 65 years ago, right at the
beginning of Bretton Woods:
To collectors, however, the most interesting Saudi gold coins weren’t coins at all; they were
“gold discs” Similar to coins, they were minted by the Philadelphia Mint in the 1940’s for
Aramco, and bore, on one side, the U.S. Eagle and the legend “U.S. Mint, Philadelphia,
USA” and, on the other side, three lines on the fineness and weight. They looked like coins,
they were used as coins, but, technically, they weren’t coins.

In the 1950’s, numismatists were puzzled by these “discs” until - in 1957 – the story
emerged in The Numismatist. Aramco, required to pay royalties and other payments in gold
to the Saudi government, could not obtain the gold at the monetary price fixed by the
United States so the U.S. government specifically began to mint the “discs” – actually
bullion in coin form for these payments. In 1945, for example, the mint turned out 91,210
large discs worth $20, and, in 1947, 121,364 small discs worth $5, according to The
Numismatist.
(Saudi Aramco World, 1981 print edition)
The coins were struck in Philadelphia by the United States Mint in 1945 and 1947 to satisfy
the obligations of the Arabian American Oil Company, or Aramco, which had been set up in
Saudi Arabia by four American oil companies. The company was obliged to pay the Saudi
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Government $3 million a year in oil royalties and its contract specified that the payment be
made in gold.
The United States dollar at the time was governed by a gold standard that, at least officially,
made the dollar worth one thirty-fifth of an ounce of gold. But the price of gold on the open
market had skyrocketed during World War II.
For a time the Saudis accepted payment in United States currency, but by 1945 they were
insisting that the payments in gold be resumed. Aramco sought help from the United States
Government. Faced with the prospect of either a cutoff of substantial amounts of Middle
Eastern oil or a huge increase in the price of Saudi crude, the Government minted 91,120
large gold disks adorned with the American eagle and the words "U.S. Mint -Philadelphia." (New York Times, 1991)
US Mints ‘Gold Disks’ for Oil Payments to Saudi Arabia
There is an extremely important point hidden in those articles. Can you guess what it is?
It is that the price of gold does not matter to the producer/saver, only the flow of gold matters. I'll say
it again. The producer/saver doesn't care about the price of gold, only the flow. To the producer/saver
the price doesn't matter because it is a straight currency exchange, like exchanging dollars for euros.
Did you see it in the article? Aramco owed the Saudis $3 million a year, but it had to be paid in gold.
They didn't owe 2.67 tonnes of gold per year, but that's what they had to pay because the US fixed the
price of gold at $35 per ounce. The US could have raised the price of gold to $100/ounce and then it
would have only had to ship .93 tonnes of gold to the Saudis! Would the Saudis have been displeased
with such a move? No. The guaranteed price of gold only matters to the printer of paper gold. To the
producer/savers, all that matters is the guaranteed flow of physical!
Up until 1971 the US administered the flow of physical gold within the official international dollar
banking system. If you were not an insider you paid sometimes as much as $70 per ounce for the same
gold:
The bullion coins were crated and shipped to Bombay, where the $35-an-ounce American
gold was sold for $70 an ounce. Most of the coins were melted into bars and later sold in
Macao.
(New York Times, 1991)
During this time dollars outside the US were "as good as gold" while dollars inside were not. FOA
called these internal dollars "Fiat 33" after the Presidential order of 1933 that made all internal dollars
irredeemable in gold. Oil produced inside the US or even in Canada and Mexico could be purchased
with "Fiat 33" dollars, while overseas oil required paper gold, redeemable in US Treasury physical
gold. Even the Saudis eventually accepted the US paper gold, as long as a portion of it was regularly
redeemed.
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Then, in 1971, the US stopped the flow of official gold. What followed was this:
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We all know why the flow of official gold was cut off, right?
Well, maybe not. Here was FOA's explanation:
FOA (12/5/99; 17:38:01MDT - Msg ID:20347)
The world did begin to walk away from the dollar! It plunged and remained on a downward trend for
several years! The US knew their option was to raise gold prices prior to 71 (just as I offered in the last
post). But oil was the major problem link! Every oil person in the US knew we were running out of
local reserves at the old "gold backed" dollar price. All the Middle East had to do was wait us out as
they were happy to out produce and supply us in exchange for "real dollar backed gold". You see, oil
was and is the real driver of all economic production.
We could have raised the dollar price of gold to settle our accounts but that would not have raised the
local oil price enough to make deep reserves available. Yes the dollar would have depreciated
somewhat and foreign oil would have gone up, but not enough. The need for more local reserves and
the higher dollar prices that could make them available is what drove the 71 gold window closure. They
had us and we had them.
…
At that time we were buying local oil with "fiat dollars" (made so by the 1933 internal gold
confiscation) and foreign oil with "gold dollars". But, as you pointed out, dollar production was so far
past its "gold backing" that it was obvious they (USA) were pegging dollar printing to oil prosperity.
Still, with London gold and oil mostly settled in dollars, the foreign dollar oil deals fully well expected
to cash in unneeded dollars for gold. As we can see, reality and present day events of that time were as
"mismatched" as today!
…
The US wanted new oil reserves to be "Local" (the Americas), because it could be paid in "fiat 33"
cash, not the more golden "foreign cash". Both our neighbours to the north and south never asked for
much gold. In this light they acted like the local oil companies that received post 1933 dollars for oil
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(as mentioned above). Yet, to get these new reserves for fiat 33, they had to prevent the very cheap
Middle East oil from supplying it all.
Wow! So I think he said that the 1970's spike in oil prices was actually desired by those in charge of the
dollar's management. That they had out-printed the gold reserves already and wanted to somewhat
temper that development. Did it work out exactly as they hoped? Of course not. But that's not the point.
The point is that the producer/savers need gold to flow. And the US cut off that flow.
Now obviously (at least I think it should be obvious to everyone) I believe ANOTHER and FOA were
100% credible. I believe they had some unrevealed yet deep inside connection to European central
banking and the gold for oil deals in London that only a European central banker would know about.
But I do realize that most of you do not share my credulity toward these two. So I think that you may
find this interview from last week somewhat intriguing. In it, John Defterios of CNN International's
"Marketplace Middle East" interviews Sheikh Zaki Yamani, the Saudi oil minister from 1962 to 1986.
That's right, he was the Saudi oil minister during the 1973 oil shock!
It's a short video and the relevant part is in the first 90 seconds. I'll even give you the transcript:
John Defterios: 1973, the Arab oil embargo, you were a key player during that process.
The former US Secretary of State Henry Kissinger said it was political blackmail what
Saudi Arabia and OPEC were doing to the rest of the world. In retrospect how did you see
it?
Sheikh Yamani: Well that’s a very long story, and the reaction of America for what
happened is not a one reaction. They decided to raise the price of oil 400%. They needed
to help the oil companies to invest outside OPEC. In Mexico, in North Sea and so on.
And this will not happen without a high price of oil.

Object 1

According to Yamani, what happened in 1973 was twofold. There was an American plan, and also an
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OPEC overreaction. 1973 was, according to Yamani, the first time that OPEC flexed its muscles as an
organization. From the full transcript of the interview:
Sheikh Yamani: Yes and there was an agreement between the Shah of Iran and between
Dr.Henry Kissinger to raise the price of oil… I really highly respect Henry Kissinger. He is
really a planner and strategically he is a man to be respected.
Is it true? I don't know. But I think it's true. Not because I believe Sheikh Yamani, but because I believe
FOA and ANOTHER were 100% honest, credible and deeply resourced. And Sheikh Yamani happens
to corroborate what FOA wrote eleven years earlier.
But whether or not it's true is beside the point, which is the same point ANOTHER made in his very
first post, quoting his friend and fellow poster, "Hong Kong Big Trader":
It was once said that "gold and oil can never flow in the same direction". If the current price of oil
doesn't change soon we will no doubt run out of gold.
Now you might think he was saying "If the current price of oil doesn't RISE soon we will no doubt run
out of gold." But he didn't say rise, he said change. And it is not as simple as you would think.
From 1980 through 2001 gold did flow, though not in the efficient way it would in a free market. With
the expansion of the gold forward sales and futures markets, the Saudis and the third world bought up
all excess physical gold flow. As ANOTHER said in his very VERY first post, which is prior to even
the USAGold archives:
September 14, 1997 by "ANOTHER"
The CBs are becoming "primary suppliers" to the gold market. Understand that they are not doing this
because they want to, they have to. The [CB] words are spoken to show a need to raise capital but we
knew that was a [smoke] screen from long ago. You will find the answer to the LBMA problem if you
follow a route that connects South Africa, The Middle East, India and then into Asia!
Remember this; the Western world uses paper as a real value, but oil and gold will never flow in the
same direction. Big Trader
"South Africa, The middle east, India and then into Asia!" This was where the physical was flowing
while we, in the West, were becoming enamored with paper gold trading. No longer did the US
Treasury have to supply ITS gold, the market was supplying gold for it. But keeping the physical flow
bought up, cornered as it were, was putting a great deal of stress on the paper market of the LBMA by
the mid-1990's. It's all about the flow remember, the flow of PHYSICAL that is. FOA:
FOA (12/04/99; 21:34:03MDT - Msg ID:20282)
Earlier this year, old bullion supply dried up and it looked like the last of the private "old stocks of
gold" had finally run out. Then the price shock from the Washington Agreement flushed out some
more. I've written on this before (and ORO told it better than I), but the more the old holders sell out in
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return for holding "unallocated gold accounts" the worse the shortage will be when the marketplace
fails. Slowly, over many years, the people that now hold the real bullion that was sold to create a lot of
paper gold, have literally locked up the ownership. The old liquid gold market we used to know in
years past functioned because of all the private physical holders that traded it. Now, it's all paper being
shuffled around.
This gets back to your LBMA item. The old, deep private bullion pool has been replaced with a paper
commitment pool. In the past, if someone defaulted, we just grabbed their bullion. Today, if they
default, they just default! Again, if that big African mine does tell them to take a hike, the whole
modern gold market could just collapse. This is why I smile when I hear someone question why the big
funds and traders don't just take delivery against OTC paper. The question is just exactly what are they
going to take delivery of?
All the gold movement is just for show. Same for Comex. Sock a little gold in there and complete a few
deliveries so it all looks right. It's all the same game we played with the dollar before 1971. Only when
everyone asked for delivery did we find out that the world was awash in paper gold,,,,,I mean dollars!
It's going to happen again, real soon.
ANOTHER:
Date: Tue Oct 07 1997 22:37
ANOTHER (THOUGHTS!) ID#60253:
You see, when paper trading volume dries up it's a bearish sign, but when real physical gold volume
drops it's bullish! That's because gold is being cornered on a scale never seen in history. LBMA is
doing its best to show real volume exists!
Date: Sun Oct 05 1997 21:29
ANOTHER ( THOUGHTS! ) ID#60253:
The Western governments needed to keep the price of gold down so it could flow where they needed
it to flow. The key to free up gold was simple. The Western public will not hold an asset that's going
nowhere, at least in currency terms. The problem for the CBs was that the third world has kept the gold
market "bought up" by working thru South Africa! To avoid a spiking oil price the CBs first freed up
the public's gold thru the issuance of various types of "paper future gold". As that selling dried up they
did the only thing they could, become primary suppliers!
You see, after 1980, "oil" started trusting paper gold again, just like it did in the 1950's, as long as some
of it could be exchanged for physical. But having been burned once, in 1971, they weren't about to be
burned again. And what the euro CB's figured out was all that mattered to the producer/savers of the
world was the guaranteed FLOW of physical gold, NOT the guaranteed price or weight/mass. (And this
is why we pull it out of the ground: so it can FLOW!)
This is what the euro architecture guarantees in the case of a dollar (paper gold market) failure: that
physical gold will flow… uninhibited! It does this through its "severed link" association with its own
official monetary gold reserves, allowing them to float against the currency and publicly proclaiming
this policy every three months in its quarterly "marked to market" consolidated statement. This is
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something the Fed simply cannot do because the Fed's "gold stocks" are irredeemable paper gold
Treasury certificates marked at $42.22 per ounce. The US Treasury owns all the gold. The Fed owns
paper (and electronic book entry, post 1935) certificates that are irredeemable to the Fed, so how can it
possibly mark them to market?
Notice the Fed still quotes its "(paper) gold stock" (or "gold certificate account" as it is listed on the
consolidated statement) on its own balance sheet as 11,041. That is in millions of dollars, so 11,041 is
really $11,041,000,000 divided by $42.22 per ounce which comes out to 261,511,132 ounces which,
surprise surprise, comes out to 8133.5 tonnes, the same amount voluntarily reported to the WGC and
relayed to Wikipedia.
Speaking of Wikipedia, let's see how much gold Saudi Arabia is voluntarily reporting in its "capital
account." Wow! Only 322.9 tonnes? That's strange, because when I look back at the A/FOA archives I
find that on "Mon Dec 15 1997 11:06" Allen estimated, "Saudi stockpile guesstimate 5,000 metric
tonnes," to which ANOTHER proclaimed, "Mr. Allen's perfect article" and, "Mr. Allen, thank you for
this thinking. It should be read by everyone."
Oh, and then on "12/1/99; 23:54:38MDT" ORO estimated, "I believe the current gold in hand would be
about 6000 tons or so in Saudi hands. The Oil Royals paper gold position outstanding was probably in
the 8000 ton range in the end of 98." To this, FOA wrote, "Oro understood this and posted it." (FOA
(12/5/99; 17:38:01MDT - Msg ID:20347))
So does it make any sense that the paper-gold printer is practically ignoring his real gold account at
$42/oz. while the real-goods producer/savers are intentionally underreporting theirs? I suppose it makes
some sense in a really unbalanced "hypothetical" international monetary system that is about to come
undone. What do you think?
In my post, The Shoeshine Boy, I wrote that I would revisit the context in which ANOTHER made the
statement at the top of this post because it portends vast changes in the international monetary system
directly in front of us. So I guess it is time to take a look at that context. Here is ANOTHER's entire
first post archived on USAGold:
Date: Sun Oct 05 1997 21:29
ANOTHER ( THOUGHTS! ) ID#60253:
Everyone knows where we have been. Let's see where we are going!
It was once said that "gold and oil can never flow in the same direction". If the current price of oil
doesn't change soon we will no doubt run out of gold.
This line of thinking is very real in the world today but it is never discussed openly. You see oil flow is
the key to gold flow. It is the movement of gold in the hidden background that has kept oil at these low
prices. Not military might, not a strong US dollar, not political pressure, no it was real gold. In very
large amounts. Oil is the only commodity in the world that was large enough for gold to hide in. No
one could make the South African / Asian connection when the question was asked, "how could LBMA
do so many gold deals and not impact the price". That's because oil is being partially used to pay for
gold! We are going to find out that the price of gold, in terms of real money ( oil ) has gone thru the
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roof over these last few years. People wondered how the physical gold market could be "cornered"
when its currency price wasn't rising and no shortages were showing up? The CBs were becoming the
primary suppliers by replacing openly held gold with CB certificates. This action has helped keep gold
flowing during a time that trading would have locked up.
(Gold has always been funny in that way. So many people worldwide think of it as money, it tends to
dry up as the price rises.) Westerners should not be too upset with the CBs actions, they are buying you
time!
So why has this played out this way? In the real world some people know that gold is real wealth no
matter what currency price is put on it. Around the world it is traded in huge volumes that never show
up on bank statements, govt. stats., or trading graph paper.
The Western governments needed to keep the price of gold down so it could flow where they needed it
to flow. The key to free up gold was simple. The Western public will not hold an asset that going
nowhere, at least in currency terms. ( if one can only see value in paper currency terms then one cannot
see value at all ) The problem for the CBs was that the third world has kept the gold market "bought
up" by working thru South Africa! To avoid a spiking oil price the CBs first freed up the public's gold
thru the issuance of various types of "paper future gold". As that selling dried up they did the only thing
they could, become primary suppliers! And here we are today. In the early 1990s oil went to $30++ for
reasons we all know. What isn't known is that its price didn't drop that much. You see the trading
medium changed. Oil went from $30++ to $19 + X amount of gold! Today it costs $19 + XXX amount
of gold! Yes, gold has gone up and oil has stayed the same in most eyes.
Now all govts. don't get gold for oil, just a few. That's all it takes. For now! When everyone that has
exchanged gold for paper finds out its real price, in oil terms they will try to get it back. The great
scramble that "Big Trader" understood may be very, very close.
Now my friends you know where we are at and with a little thought, where we are going.
What I find most intriguing is this part:
In the early 1990s oil went to $30++ for reasons we all know. What isn't known is that its price didn't
drop that much. You see the trading medium changed. Oil went from $30++ to $19 + X amount of
gold! Today it costs $19 + XXX amount of gold! Yes, gold has gone up and oil has stayed the same in
most eyes.
Like he said, all oil producers don't get gold, just the swing producer, Saudi Arabia. They control the
flow of oil from all the other producers. If gold stops flowing and the Saudi's turn down the oil taps the
price will rise. As long as gold is flowing, Saudi oil is flowing at $19/bbl and the rest of the producers
must sell their oil for just the $19 cash.
So was there really a deal like this made? Of course there was! ANOTHER even gave us the math:
Date: Sat Oct 18 1997 21:04
ANOTHER (THOUGHTS!) ID#60253:
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Let me fill in the Xs.
First a reprint;
"You see the trading medium changed. Oil went from $30++ to $19 + X amount of gold!
Today it costs $19 + XXX amount of gold! "
If you owned a commodity in the ground that had to be sold for paper currency in order to realize value
what would do? Yes, the oil in the ground may last another 50+ years but will the bonds and currencies
of other governments last that long? One thing you don't do is buy gold outright, it would cause it to
stop trading as a commodity and start trading as money! You learned that in the late 70s. Nor do you
acquire "real gold money" in any fashion that would allow a comparison of price trends ( graphs ) !
There must be a way to convert the true wealth of oil into the outright wealth of gold. We know that oil
is a consumed wealth of a momentary value that is lost in the heat of fire.
The stars blink and it is oil wealth no more!
It has become "the debt of nations " now owed to you. Gold on the other hand is not a commodity as
many assume, as it is truly "the wealth of nations " meant to last thru the ages! A wise oil nation can
strike a deal with the paper printers and in doing so come out on top. Go back a few years to the early
90s. Oil is very high, you offer to lower the US$ price in return for X amount of gold purchasing
power. You don't care what the current commodity price of gold is, your future generations will keep it
as real wealth to replace the oil that is lost. Before the future arrives gold will be, once again valued as
money and can be truly counted on to appropriately represent all oil wealth!
The Deal:
We ( an oil state ) now value gold in trade far higher than currencies. We are willing to use gold as a
partial payment for the future use of "all oil" and value it at $1,000 US. ( only a small amount of oil is
in this deal ) And take a very small amount of gold out of circulation each month using its present
commodity price.
If the world price can be maintained in the $300s it would be a small price for the west to pay for cheap
oil and monetary stability.
The battle is now between CBs trying to keep gold in the $300s and the "others" buying it up. In effect
the governments are selling gold in any form to "KEEP IT" being used as 'REAL MONEY" in oil
deals! Some people know this, that is why they aren't trading it,, they are buying it.
Not all oil producers can take advantage of this deal as it is done "where noone can see". And, they
know not what has happened for gold does not change in price! But I tell you, gold has been moved
and it's price has changed in terms of oil! For the monthly amount to be taken off the market has
changed from $10 in gold ( valued at $1,000 ) /per barrel to the current $30 in gold /per barrel still
valued at $1,000! Much of this gold was in the form of deals in London to launder its movement.
Because of some Asians, these deals are no longer being rolled over as paper!
Date: Tue Oct 07 1997 22:37
ANOTHER (THOUGHTS!) ID#60253:
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Ever notice how many important Middle Eastern people keep a residence in London. It's not because of
the climate. The most powerful banks in the world today are the ones that trade oil and gold. It is in the
"city" that the deals are done by people who understand "value"! Westerners should be happy that they
do because the free flow of oil and gold has allowed this economic expansion to continue this past few
years.
Understand that oil is still traded for a certain number of US$ but after the deal is done a certain
amount of gold is also purchased "with the future flow of oil as collateral".
Date: Sat Mar 07 1998 13:19
ANOTHER (THOUGHTS!) ID#60253:
A Noble Purpose, This Oil For Gold
When one considers the merits of a specialized world oil currency, the thought usually turns
immediately to "send in the military and stop them". I must ask, why? If an oil currency is born before
or out of the shambles of an financial meltdown, and it offers great benefit to all, again I ask, why stop
it? Look at the merits of such a move:
In a very real "currency sense", oil will be devalued in terms of gold. As one makes a currency weaker
by increasing the money units per ounce of gold. Oil will become very cheap in gold, as the amount of
gold paid per barrel will fall dramatically as compared to today's ratio. There will be much more than
enough gold worldwide to quantify a "world oil currency". To that end, the world paper "reserve
currency" at use in that time, will continue to be traded for oil at an extremely low price relative to
today. The only change will be the addition of a "unit of real value" added to each trade, a "world oil
currency", gold! However, in terms of today's currencies, gold will be "upvalued" to perhaps $10,000 to
$30,000 an ounce. So as not to rewrite what is already an excellent piece on this coming readjustment, I
will repost part of Mr. Allen ( USA ) 's perfect article on the subject along with his requested changes
per his :
Date: Mon Dec 15 1997 11:06
Allen ( USA ) ID#246224:
Last one on this topic until more ANOTHER posts. I'm not sure that it would be necessary
to have that large a cabul in on the "offer" of oil for gold. Given the rather small market in
gold in comparison to oil/currencies it would only take one or two well endowed oil states
to pull this off. Here's why.
Let's say the Saudi's have been accumulating gold through the back door ( approx. 5,000
tonnes ) . They sell say 20 Mln Bbl oil a day. Close enough. At one ounce of gold per
thousand Bbl oil that's 10,000 ounces of physical gold per day. That's a lot of physical gold.
The first few moments after the Saudi's proposal to trade oil for gold at a very steep
discount of 1000 Bbl/oz ( approx. 1.5% of current US$ price ) there would be
roars of laughter. One fast thinker after another would think "Hey. I buy some gold at
$300/oz, trade for oil to receive 1 Mln Bbl, then sell the 1 Mln Bbl for US$ 10 Mln. Net
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profit is
$10,000,000-$300,000=$9,700,000. Easy money.
Everyone at once turns to the gold market to buy, which promptly shuts down. Now no one
is laughing. Because everyone realizes that gold is now worth at least $10,000 per ounce
and no one is prepared for that revaluation. Whoever has gold now has 66.67 times the
purchasing power in that stockpile. What appeared to be a stupid offer has now become a
complete revaluation of all gold stockpiles vs all currencies.
Who has the gold?
( per corrections :Date: Mon Dec 15 1997 11:06 Allen ( USA ) ID#246224: )
Saudi stockpile guest-imate 5,000 metric tonnes = 5,000,000,000 GRAMS not ounces.
Gold now at US$9.65 per gram revalued by multiple of 66.67 = US$643.37 per gram x 5
Bln grams = US$3.2 Tln.
Germany 2900 metric tonnes = 2.9 Bln grams, revalued to US$1.8 Tln.
USA 8,085 metric tonnes = 8.1 Bln grams, revalued to US$5.2 Tln.
Is this plausible??? How is it possible by making one little change in oil dealings could this
ever happen? It is simply the very intelligent use of the scarcity of gold and the necessity of
oil. It is the desire of one party, who is big enough to swamp the gold market, to make it the
preferred vehicle for buying oil. In fact if not one ounce of gold is ever transacted for oil,
but the offer is continued intact, then gold will be revalued simply by the possibility of
trading. Those who are in a bad way in their currency situation can always get oil with their
gold.
What would the impact of this revaluation of gold and currencies do? It would instantly
shift economic and financial power into the hands of those who own large amounts of gold:
CB's, Saudi's, Roths et al. It would mean that gold/oil would be THE CENTRAL POINTS
OF ECONOMIC REFERENCE. It would mean that currencies would be devalued by a
factor of 1000 in relationship to the new standard of gold ( as a proxy for oil wealth ) It
would upset an awful lot of people. There would be no TARGET to shoot at or take over,
however, because all other oil producers would immediately jump on this band wagon. Its a
simple matter of what an interested party is willing to receive for their goods. Venezuela,
with gold and oil reserves and production capacity, would be one of the wealthiest nations
on earth. The world would be turned upside down geopolitically, wouldn't it. Literally "..the
'have-not's of the world will become the 'have's.."
Mr. Allen ( USA ) ,
Another thanks you for this thinking. It should be read by everyone with an interest in this area. It
should also be studied by students wishing to learn of market dynamics. We also offer this piece as an
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addumnum to the above, also by the same author.
Date: Mon Dec 15 1997 10:49
Allen ( USA ) ( Quick Note to JTF re: 23:05 post - US$ oil float ) ID#246224:
US$ price of oil is floating. The "proposal" to offer oil for gold at say 1000 Bbl/oz is far
below the present float price in US$. The gold market is SO SMALL that if the oil nation
that made this proposal was pumping enough oil the gold market would be swamped by oil
buyers who were looking to make a few ( !! ) US$ on the discrepancy in price. In effect this
would revalue gold by inserting an entire different group of buyers into the gold market
who have ALOT of money.
Why is it the oil nation would not just buy at market? Same as above. Their effect in the open market
would basically shut down the market thereby frustrating their efforts to buy gold. Conversely, why
would they then make the "proposal"? Because either they have enough gold to buy the world at the
new price, there is a crisis in which they feel it is to their advantage to do this ( such as a US$ crisis ) or
they might have a geopolitical rational. In the new valuation the US$ would still be intact. But its
monopoly role would be altered. Its not that currencies would become worthless but that gold would
become worth much more in relationship to paper currencies.
To answer the "military" question, asked at the begining of this article, I say:
The massive increase in the "reserve currency" price of gold would, no doubt be ushered into the USA
house of congress as a godsend answer to Americas debt problems. With the "full production" of oil,
now viewed as a sure thing, The world may well see the USA send the military into the Middle East
just to ensure that this "deal" [Freegold] is not disturbed. After all, it is oil that will be massively
devalued by gold.
Thank you
Did you catch what he said there? He said the US would not use its military to stop Freegold. Instead, it
would use it to ENSURE Freegold once its benefits to even the US are recognized! This is such a
simple concept yet so few of you seem able to grasp it.
And for those of you that keep asking me if I think the US gold is still there… yes, I do.
Here is something you need to understand about the US gold. The Fed does not own it. The US
Treasury does. Following the Gold Reserve Act of 1934, the Treasury gained title to the entirety of the
U.S. monetary gold (including $3.5 billion of which was currently being held by the Federal Reserve
banks). From that point on, the Fed has received private issues of new-fangled gold certificates in $100,
$1,000, $10,000 & $100,000 denominations -- not to be paid out and not for circulation.
So the Treasury took 175 million ounces of gold from the Fed, paid it in DOLLAR-DENOMINATED
certificates for this gold at $20 per ounce, then revalued it to $35 per ounce. So if the Fed had even
been able to redeem those certificates for gold in 1935, it would have only gotten back 100 million
ounces. The windfall of 75 million ounces of gold ($2.6 billion), in this case, went entirely to the US
Treasury and not the Fed.
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The entire Treasury windfall was $2.8 billion and was the reason and the funding for the establishment
of the ESF, the Exchange Stabilization Fund in 1934. So following the Gold Reserve Act of 1934 100
million ounces of gold were already automatically monetized. The rest of the US gold was eventually
monetized through the Fed. The way this happens is the US Treasury issues fancy new non-negotiable,
dollar-denominated gold certificates to the Fed and the Fed credits the Treasury account with dollars.
Today, all of the US gold has been "spent" in this way, but only at the price of $42.22 per ounce. That's
261,511,132 ounces of gold monetized at roughly $11 billion, money that was spent long ago.
So you see, the Fed cannot mark the US gold to market. It cannot even revalue the US gold. Only
Congress can. And even if Congress DID revalue the gold, it would not change the Fed balance sheet
by one penny. The Fed only holds dollar-denominated certificates worth $11 billion, payable in gold,
but not really. It's kind of like Aramco in 1945 who owed the Saudis $3 million, payable in gold.
If Congress DID decide to mark the US stockpile of gold to market today it would find it had a new
stream of revenue. At today's price of $1,328 per ounce, the US gold would be worth $347 billion.
Subtract the $11 billion already on the Fed balance sheet and Congress could immediately ask the Fed
to credit the US Treasury with $336 billion new dollars to be spent.
And then, if they let the value of the gold float, anytime the price rises, they could issue more fancy
dollar-denominated gold certificates to the Fed and be credited with new dollars to spend. In fact, at a
Freegold price of $55,000 per ounce, Congress could retire the entire US national debt without giving
up a single ounce of gold, merely monetizing what it already has through the Federal Reserve. But
what will really happen someday soon is the additional step of opening the vault and allowing that gold
to FLOW again, but at a floating price. With this one move Congress wouldn't have to retire the entire
national debt because credibility would be reestablished.
You see, the European gold reserves are far better, far more credible than the US gold reserve, simply
because they engage in a two-way gold market, and have for decades. The US gold has been hoarded
and locked away for more than 30 years, never deployed in case of emergency. The European CB's
took a lot of flak for selling gold over the past two decades, but that action is precisely what makes
them so much more credible (and valuable!) than the US gold hoard. Any trading partner knows full
well that if all else fails, gold will be paid.
The price of gold today is unstable. Anyone with eyes can see that. Worse, it's rising. Which means the
flow of physical gold in the quantities needed (at today's gold price) to lubricate global trade is drying
up.
"Gold has always been funny in that way. So many people worldwide think of it as money, it tends to
dry up as the price rises."
But the flow of physical gold WILL be reestablished. The world demands it. It doesn't care how high
the price goes, only that the flow is guaranteed. Only the $IMFS seems to care about how high the
price goes. And, apparently, that is because the $IMFS is the main printer of paper gold. Flow WILL be
credibly and sustainably reestablished, which means paper gold WILL be discredited. Flow is
sustainably and infinitely guaranteed at a floating, physical-only price. What that price is in today's
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world is anyone's guess because we haven't had such a market in centuries.
Oil will probably keep rising in price until something breaks. Then it is going to around 1,000 bbl per
ounce of gold when the paper gold market fails to deliver the increased flow demand of physical gold
at the paper market's low four-digit dollar price. And the oil producers will be VERY happy with this
new, guaranteed flow. Hard to believe? Believe it! And if that doesn't scare the pants off somebody who
has their whole life's savings fully invested in paper promises at today's valuations, nothing will.
Sincerely,
FOFOA
"Sir, I feel the prudent allocation of wealth assets will see us thru most of this." - FOA
"I think that surviving the transition has to be the No. 1 priority and I also think owning some physical
gold is a key part of a survival strategy." - Costata
"We have met the enemy and it is us. The best we can do now is just prepare ourselves, our family, and
friends, at least that very small percentage that will listen." - Greyfox "It's the Debt, Stupid"
"Charles T. Munger says you’re a jerk if you buy gold, even if it works. He wants you in equities so he
can pluck you like an animal."
- A Friend
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Monday, February 11, 2013
Think like a Giant 2

"Think that I a fool, because I trade gold for thousands US an oz.?
You will think much on this in the future." -ANOTHER
"Something that Big Trader or Another said a long time ago about trading gold off market in the
thousands. Trust me, it's there somewhere way back in the pre USAGOLD days. It seems that
gold was then and is today traded between countries, CBs, special accounts,,,,,,, at not only
contract prices but in the "perceived prices" that would exist in a non-dollar world. Hard to
believe? Don't be so quick to laugh. We are talking about gold traded in large amounts on the
"possibility" of a no dollar reserve world,,,,,, gold moved from "under the skin" to "under the
skin" so to speak. […]
Today, gold is worth far more than its traded contract price,,,, and has been for some years. […]
Listen to this and listen closely: "the real value of gold today is based squarely on the probability
of whether the US dollar can survive as a reserve currency"! No problem, you say? Well, you
may think a little different in a few weeks or years. […]
In some cases more than a few people have "done the math" and come up with some startling
probabilities and possibilities. In some perceptions, it's a political certainty!" -FOA
In Legs there was a quote from Another that mentioned the "discount trade" in gold: "If gold rises
above its commodity price it loses value in discount trade." In the comments under the post, Woland
asked about it:
Woland said…
I have a question about the specific meaning of a phrase quoted in a paragraph by Another;
"[Central] banks do lend gold with a reason to control price. If gold rises above its
commodity price, (me: cost of production) it loses value in discount trade".
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My reading of this is that "discount trade" refers to oil sold BELOW the currency price OIL
would otherwise demand, in return for gold being made available to OIL at a price far
lower than would otherwise be possible, without the CB leasing/intervention. Is this the
correct interpretation of the phrase?
(I am reminded of the old example by Another of $30 oil plus X amount of gold, then later
the same $30 plus XX amount.)
January 18, 2013 at 11:08 AM
I responded to Woland with this comment:
Hello Woland,
My reading is that "discount trade" refers to the BIS deals in physical gold at a "discount"
to the "future reset price", deals that kept the really big money wanting real gold from
blowing up the paper markets and the "plan" to make it to the euro's birthday party. In the
90s, the "discount price" ranged (according to ANOTHER) from $1,000 per ounce up to
$6,000 per ounce. This was a big discount on the "future reset price" of $10,000 and the
real future dollar price of $30,000.
Of course he may have simply meant the low commodity price of gold when he wrote
"discount trade." But I put the emphasis on the word value: "…it loses value in the discount
trade." The value was the control it gave the CBs in managing the Giants. The wider the
gap between gold's "price" and its obvious "value" the more room the BIS had to negotiate
deals that would keep the Giants happy. Here, I'll try to make my case using ANOTHER's
own words! ;D
First, let's look at the deal the Saudi's cut for themselves in the early 90s which you
mentioned above. Here's how ANOTHER explained it:
Date: Sat Oct 18 1997 21:04
ANOTHER (THOUGHTS!) ID#60253:
The Deal:
We ( an oil state ) now value gold in trade far higher than currencies. We
are willing to use gold as a partial payment for the future use of "all oil"
and value it at $1,000 US. ( only a small amount of oil is in this deal ) And
take a very small amount of gold out of circulation each month using its
present commodity price.
If the world price can be maintained in the $300s it would be a small price
for the west to pay for cheap oil and monetary stability.
The battle is now between CBs trying to keep gold in the $300s and the
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"others" buying it up. In effect the governments are selling gold in any
form to "KEEP IT" being used as 'REAL MONEY" in oil deals! Some
people know this, that is why they aren't trading it,, they are buying it.
Not all oil producers can take advantage of this deal as it is done "where
noone can see". And, they know not what has happened for gold does not
change in price! But I tell you, gold has been moved and its price has
changed in terms of oil! For the monthly amount to be taken off the market
has changed from $10 in gold ( valued at $1,000 ) /per barrel to the current
$30 in gold /per barrel still valued at $1,000! Much of this gold was in the
form of deals in London to launder its movement. Because of some Asians,
these deals are no longer being rolled over as paper!
First of all, they said they valued gold at $1,000/oz. in this deal and took $10 worth of
physical off the market per barrel for a "small amount of oil." This was in the early days of
the deal (c.1991). $10 is 1/100th of $1,000 so they were taking 1/100th of an ounce per
barrel. In the early 90s the Saudis were producing about 9 million barrels per day.
ANOTHER said that starting in 1991 they were taking about 20 million ounces of gold per
year off the market through this deal. 20M ounces X 100 = 2 billion barrels of oil per year.
Divide that by 365 days and it looks like the "small amount of oil in this deal" was 5.5M
barrels per day, or about 61% of their production.
20 million ounces at $360/ounce would have cost $7.2B. At $1,000/ounce it would have
cost $20B. 3.3B bbls of oil sold at $30/bbl would have brought in $100B per year. So let's
say that they came to the negotiating table in 1991 saying that 20% of their production was
"net-production" or surplus for which they needed a real wealth reserve (gold) in return.
There were two options on the table. To use ANOTHER's first example, they could lower
the dollar price of oil from $30 to $25, but also price oil in gold at 1/400th of an ounce per
barrel. Here's how ANOTHER put it:
What if the oil states offered to buy gold with oil, OUTRIGHT? No
currencies involved. " We will produce flat out, all the oil you want. And,
we offer this oil as payment, per barrel, to buy ( say? ) 25US dollars or gold
priced by us, at ( say? ) $10,000oz.!"
The answer is very simple, the world would sell them gold for oil. I tell you
now, this almost happened!
If that had happened, as ANOTHER said, anyone with gold would have gotten oil really
cheap. And the gold arb would have immediately taken gold to $10,000 per ounce. The
Saudis could easily exchange gold to cover their overhead costs and save their 20% excess
without a problem. The problem for the CBs would be that the world would be off a fiat
standard and back on a gold standard a decade before the euro's birthday party.
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The other option on the table was, let's not rock the boat just yet. At $30/bbl, you want to
save about $20B in gold each year. At current prices that would be 50 million ounces or
1,555 tonnes per year. But you saw what happened in the late 70s. Obviously you can't just
go to the market and get that much—in other words, obviously the price of gold today is
bullshit. Obviously it's going to have to reset at a much higher level someday, we'd just
prefer that day not be today.
So let's see if we can figure out a way for you to take, say, 20M ounces, or 622 tonnes per
year off the market as long as we can keep the price of gold low so as not to rock the fiat
currency boat. We'll even underwrite (guarantee) this deal with our own gold (and we have
lots of it!). From what you, the Saudis, obviously understand, this is an excellent deal for
both of us, especially if the gold you get comes from someone else and not from our vaults.
But either way you're covered. Deal done!
I guess we will never know the exact deal, but ANOTHER sure spilled a lot of details in his
early posts if you look closely!
Now let's see what ANOTHER said about the discount trade in gold:
"As long as there is an open market for gold, it will not be allowed to trade
above its commodity price! It has far too much value for that to happen.
You see, in much the same way that a zero coupon bond trades at a
discount to face, gold is traded for its discount of "money value to
commodity price! Think that I a fool, because I trade gold for thousands
US an oz.? You will think much on this in the future.
[…]
With gold discounted to its production cost and below, those that have it
can trade it for its monetary value. Make no mistake, the BIS knows gold
in the many thousands. The future "reset value" of gold is the key.
"support the dollar with oil and the currency system works" "fail the
currencies and the dollar will come off the oil standard and the BIS will
reset gold to $10,000+ with many conditions. That is why they continue to
accept the dollar as a reserve. If Japan or any other COUNTRY sells US
treasury debt it's all over!"
[…]
The selling of old dollar reserves, alone will reprice gold in US$ terms of at
least $6,000/oz! Its present interbank reserve value.
[…]
The $6,000 valuation of gold can only be true if currency deflation destroys
enough dollars to bring it down to that range. Without deflation, the dollar
will be devalued much lower than this (higher gold price)! Once the Euro is
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created and begins to effect world trade (late 1999 perhaps), the gold
market will begin a transition as never before! I think it will be interesting
to follow the politics of this change, yes?
[…]
When the battle to keep gold from devaluing oil ( in direct gold for oil
terms ) is lost, the dollar will find "no problem" with $30,000 gold, as it
will be seen as a "benefit for all" and "why did noone see this sooner"?
[…]
The true value of gold, as a monetary currency, in today's current US$
values, is over $30,000. If all currencies were destroyed, and gold only was
used, this value would be higher. However, currencies will be used in the
future, as today, only their value in trade will change. They will no longer
be held as reserves, without gold at their side!
Okay, so if you've got really big money and you want to protect a large portion of it in
physical gold, you've got to pay what to us shrimps would be a big premium. But to the true
Giant it is actually a discount.
Imagine, Woland, that you woke up one day and discovered that you owned an oil field that
would produce millions of barrels a day for the rest of your life. Would you consider that a
windfall? In fact, that's exactly what it is. And with that windfall you will be able to raise
your standard of living up to the greatest standard available to mankind in 2013. You will
even be able to accumulate wealth on top of your unlimited "maximum consumption"
binge. What a rare treat!
But what you won't be able to do is get the full windfall profit from moving your excess
into physical gold that we shrimps can get. You already got your windfall. You simply have
too much money to do what we're doing. If you tried to go "all in", you alone would drive
the price so high that you'd never get the windfall you were after. Go ahead, try. Approach
your local Bullion Bank and see how far you get. I bet you'll eventually find yourself in a
private room somewhere in London receiving an education and an offer. What seemed like
a huge premium when you walked in will feel like a big discount by the time you leave.
When ANOTHER used terms like discount (and even premium) in this context, I think he
was usually referring to gold, and I don't think he was talking about the 10% and 20%
premiums and discounts we shrimps are used to. I think he was talking about Freegoldsized premiums and discounts. Remember this fellow from the post?
"A proposal was offered to borrow in broken lots, 3.5 and 5.5 million ozs
for resale. It was turned down. The owner offered to sell only, no lease.
What turned heads was that someone else stepped in and took it all, at a
premium!"
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I wonder what premium he got. That's the same 9,000,000 ounces I mentioned later in the
post converting it to 280 tonnes. Remember ANOTHER saying:
"Think that I a fool, because I trade gold for thousands US an oz.? You will
think much on this in the future."
Think now! I wonder if this guy got "thousands US an oz." when he was expecting
$310/ounce. Let's see, that was a $2.8B sale offer at $310. At $1,000 it would have been
$9B. Yeah, I guess that would turn some heads.
Woland, have you noticed that in ANOTHER (THOUGHTS!) there are many times when
ANOTHER gives brief replies to various people yet we don't always know the question that
was asked or the context in which it was asked? Well, I added the link to the old Kitco
archives to my list of links in the sidebar. It's called Early Kitco Forum Archive.
It's pretty easy to click over and find the comments associated with ANOTHER's answers,
and I think it adds a new dimension to (THOUGHTS!). For example, here's a discussion
about that 9 million ounce deal, but you wouldn't have known that's what it was about from
reading only ANOTHER's side of the conversation. I included a little more of the
discussion for additional context (and also just because it was interesting), so enjoy!
Date: Fri Dec 12 1997 22:18
sweat (To Anybody) ID#23782:
Is there any way to find out if the 9,000,000 oz. deal really happened?
Where might the trade have taken place?
Is this whole gold trading business really that much "cloak and dagger"?
Date: Fri Dec 12 1997 22:31
ANOTHER (THOUGHTS!) ID#60253:
SW,
What is "cloak and dagger"?
Date: Fri Dec 12 1997 22:54
sweat (ANOTHER) ID#23782:
"Cloak and dagger" is an expression I would use for an action ( or trade ) done in great
secracy.
My experience as a trader has taught me to value such things as
a ) time and sales - as reported on various exchanges
b ) open interest - as reported on various exchanges
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The market always moves to size, you spoke of "making the turn". I would love to see
documentation of a trade that size.
No offence intended, of course.
Date: Fri Dec 12 1997 23:08
ANOTHER (THOUGHTS!) ID#60253:
SWEAT:
You will not see 80% or more of gold deals. If it was done with all to see the discount
value would be lost as the world price would explode. This is not the relm of any
public “wall street”. At one time it belonged mostly to the Barron. Now it is large with
the BIS and super rich. Wars will be fought over the lack of “visibility” of these
dealings.
Date: Sat Jan 10 1998 21:50
sweat (ANOTHER) ID#23782:
What quantity of GOLD, paper or physical, has OIL traditionally purchased on an annual
basis? How much paper GOLD is out there ready to be squeezed? Do you think OIL will be
able to collect what is owed to them?
Why would OIL not want some ownership of GOLD EQUITIES?
Date: Sat Jan 10 1998 23:13
Cmax (COMEX is only but a refernence to the value of paper gold, NOT physical.)
ID#344205:
It is interesting to watch all these various reasons for gold’s fall…..but most are missing the
REAL issue.
The fact is, that when we talk about the purchase of gold, we are really talking about two
divergent things:
a. that of the physical metal……… ( money )
b. that of a paper derivative, an I.O.U., kind of like a dollar bill…… ( currency )
What ( and who ) determines the price every day of the gold market?
Obviously, everyone looks first to COMEX as a reference before adjusting their prices.
What does COMEX use?
Supply and demand determined by it’s participants, who trade in gold contracts ( er ah,
derivatives? ) , gold leases, and options and futures ( er ah, derivatives of derivatives ) .
One point must be plainly put forward:
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Gold contracts, no matter what they are printed on or HOW they are worded, they are
merely DEBTS, nothing more than a simple I.O.U. There is nowhere near enough gold on
the planet to satisfy all these I.O.U.’s ( debts ) that are outstanding…….. and they are the
very antithesis of what acumulators ( hoarders ) of wealth find in the spirit of holding real
gold ( money ) .
I find it so wildly insane that holders of physical gold, ( money ) , would allow their wealth
to be sold ( or valued ) at a price that is established by the supply of FIAT gold. If this
scenario was written into a novel, no one would believe it……. or one would read it only as
a comedy.
ANOTHER said it quite well, in his comment that “there is no end to the amount of paper
gold that can be created.” All of this FIAT supply has overwhelmed the REAL demand for
physical, and most people believe that they REALLY have purchased gold, when they buy
these contracts. As long as the majority of gold purchasers believe that their paper is as
“real” as physical, the COMEX paper gold value reference will continue to drop.
I for one, no longer accept established paper gold values for the real value of gold. Just try
and buy a substantial quantity of the yellow……and what do you see? 6 months ago, you
could buy at spot. Today, one ounce coins have a premium of $14 over spot….and rising
every day. Oh, and don’t forget that even when paying the “premiums”, one has to really
work at finding the coins for delivery. Easier said, there is now a phenominal demand, but
very little supply of physical. And yet we allow paper to determine gold prices. Gold has
never had the brute demand as what we have today……yet we are told that prices are down
due to lack of interest.
COMEX should now be looked upon as the animal that it really is……
A REFERENCE TO THE VALUE OF PAPER GOLD. It has nothing to do with the price of
physical beyond suckering in the few ignorant to sell there physical for the price of paper.
ANOTHER (THOUGHTS!) ID#60253:
CMAX: You are exactly correct! Follow your thoughts. good luck
SWEAT: What quantity of GOLD, paper or physical, has OIL traditionally purchased
on an annual basis?
From 1991, appx. 20m/oz./yr., now it is more.
How much paper GOLD is out there ready to be squeezed?
Over 14,000 tons.
Do you think OIL will be able to collect what is owed to them?
It will come outright or thru the increase in value of metal owned after an oil for gold
bid.
Date: Wed Feb 04 1998 20:09
kuston (followups) ID#273227:
Page 124

Another - Did I misunderstand you posts last year? When you were promoting your gold
theory last year - you stated silver and platinum would crash along with paper. I remember
specifically asking this question just before I made a large physical purchase. Today, you
are promoting world wealth will go into all physicals. I ask only for personal reasons. My
physical collection has been going on for a long time, that's how I found Kitco many many
months ago.
Date: Wed Feb 04 1998 20:04
sweat (ANOTHER) ID#23782:
Is it still possible that OIL will make a bid outside the BIS? If so, where might one look to
follow this drama? How has the collection of physical progressed? Kitcoites have surmised
RBA's 167 tonnes went to China or South Korea. ( Korean collection of 161 tonnes looks
suspicious ) Any comments?
Date: Wed Feb 04 1998 23:23
ANOTHER (THOUGHTS!) ID#60254:
REPLYS:
Mr. Sweat,
If oil or the BIS bid for gold, you will know it ! In your terms,
" up front and personal"??
RBA's 167 tonnes ? No comment.
Mr. Kuston,
Please understand, that wealth will move into all forms of real assets as the
destruction of our debt/ digitial currency system continues. When the currencies move
to a final resolution, it will be the "marketplace for precious metals" that will die first!
It is well known that gold will hold it's value above everything. All other metals could
lose much of the value they gained prior to this meltdown! Remember, "when the
currencies go to nuclear war, all paper and paper markets will burn"! Many hard
assets will lose in the public mind as confusion will rule. In the thoughts of many, gold
will perform!
______________________________________________________
The discussion above sparked an email exchange with a reader, the conclusion of which I wanted to
share with you:
Hello XXXX,
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Okay, now I think I see where you were going with this "top level approach". Here's what I think. At
the highest level of wealth, I think the giants that understand gold have a lot less than 50% of their
wealth in gold at today's price. At a Freegold price it may be closer to 50%, but I doubt they would
book their gold at Freegold prices now, or even at the much higher off-market price they paid.
At that level, gold is merely insurance of sorts, even if they understand Freegold, and especially if they
understand Freegold. The reason it is transacted at a higher-than-market price is so that the seller of the
gold gets the future Freegold windfall now at the time of the sale, and the buyer simply preserves his
current purchasing power through the transition. I'm only speaking very roughly, of course, since the
higher prices mentioned by Another were not the full revaluation figure, but some number in between.
So essentially the "Freegold windfall profit" is being split between the buyer and seller at the highest
levels.
If you have, say, $20B that you want to put into gold, you can only do so in paper unallocated through
the BBs. When the revaluation happens, as Another said, you will get your $20B in real gold at the new
Freegold price. In other words, you buy $20B in unallocated paper gold today and then after Freegold
you will have about 11 tonnes of real physical. Alternatively, if you want to take possession of your
physical now, or have it allocated now, you are taken into a private room and given a very private
education on the realities and constraints of today's gold market.
Here's my guess. Perhaps you are given two choices. $20B in paper gold as above and you suffer the
same fate as everyone else in paper gold but you're at least guaranteed that physical at the revaluation
price (11t), or you can take 22t now for your $20B. Let's see, that 22t option would be at a present price
of $28K per ounce. So you're still likely to double your wealth if you take the latter deal and believe the
story. But there's no way you are going to get the 370 tonnes that today's price says you should be able
to buy.
But more likely than that is they simply say, look, you can't get more than 5 tonnes if you want
physical. If you want paper gold, we'll take your $20B and give you the paper gold credits, but you
can't have it allocated because there's simply not enough physical to go around. So let's say this guy
gives them his $20B and also gets the 5t allocated. Come Freegold his paper gold will bring him 9.9t
plus he'll have his 5t allocated for a total of 14.9 tonnes. See how that outcome is right in between the
two choices above? And the best part is that this way they didn't have to explain Freegold to him, they
simply had to explain the realities and constraints of today's gold market.
So now let's look at this guy's net worth. Let's say in Freegold his gold is roughly half of his net worth.
14.9 tonnes in Freegold would be about $26B, so let's say this guy is worth around $50B in Freegold.
Maybe he's worth $40B today (pre-Freegold) because he's going to make a little bit of a gain (~25%
gain overall) through the transition because of his choice to go after some physical gold. Today he only
has 5 tonnes in actual physical, but in reality he has the equivalent of 14.9t because he put half of his
net worth into a combination of paper and physical gold.
So, at $1,680, 14.9 tonnes is $805M, which represents only 2% of his current net worth. This is what I
mean by insurance. The really big money cannot go deep enough into physical to get a windfall
anywhere near what we shrimps can. It can only use gold as insurance to preserve what it already has,
and with a little foresight, make a relatively modest gain.
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Now, if we apply this across the board to those elites with $35T in net worth, 2% in real physical would
be $700B or about 13,000 tonnes of physical, which sounds reasonable. But perhaps some of them
have much more, like, for example, the Saudis. They could easily have 6,000+ tonnes alone (according
to Another's figures), but even that is small potatoes compared to what they could have bought at
market prices over the years.
Here is what the USG worried about back in 1973. It's from Foreign Relations of the United States,
1969-1976, V. XXXVI, The Energy Crisis, 1969-1974:
Saudi Arabia, Abu Dhabi, and Kuwait, limited by small populations, inadequate numbers of
technically capable people and a dearth of non-oil resources, will not be able to increase
spending on imports as fast as oil revenues mount. Nor could their gifts to other Middle
Eastern nations even on a generous scale, greatly reduce this surplus of receipts over
current expenditures.
Thus the foreign assets of the Middle East countries could amount to between $50–$80
billion by 1980 in constant 1973 dollars. At the upper limit these assets would be equal to
about 60% of the world’s gold and foreign exchange reserves in 1972. The trends already in
motion, if continued through 1985, would result in the Middle East oil producing states
accumulating foreign assets that would be truly astronomical. Their assets would range
from a low of $100 billion to as much as $180 billion by 1985, comparable to total gross
U.S. foreign assets and to more than double net U.S. foreign assets.
Foreign assets of such enormous magnitude would inevitably be held in relatively liquid
forms, such as securities and short-term instruments. The Middle East countries lack the
industries and managers to make direct investments abroad on a really massive scale.
Moreover, their buying up existing foreign companies would cause strong policy reactions.
In any case the Middle East oil producers would have unprecedented financial power.
Discretionary use of such vast assets obviously has enormous potential for disruption of
financial markets. Attempts to neutralize these assets through capital controls in producing
countries might induce the producers to curtail output.
Footnote:
In an April 17 briefing memorandum, Saunders and Quandt reminded Kissinger of
Yamani’s proposal for a special relationship with the United States (see Document 140), the
“real purpose” of which was to develop closer strategic ties by binding the United States to
Saudi oil, offsetting a short-term U.S. balance-of-payments problem by investing in the
United States, and thus guaranteeing that the Saudis would not cut off the flow of oil.
The point here is that they knew, even back in 1973, that the Saudis essentially had gold cornered. The
Saudis could, theoretically, have had 60% of the world's gold by the early 80s and probably all of it by
the late 80s (and it's a good thing for them that didn't happen). But instead, someone worked out a deal
and, by 1999, let's say the Saudis had 6,000 tonnes of physical amounting to maybe 4% or 5% of the
world's gold at that time, rather than all of it or even 60% of it.
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You see, the Saudi's windfall came in the 1940s when they woke up and found themselves sitting on
top of the world's richest resource. Freegold will not be their windfall, they already got that long ago.
Freegold will simply preserve it for them long into the future, perhaps even well past the end of fossil
fuels. And that's kind of the way it is for any Giant at that level. If you're worth $40B today, you
already got your "windfall" and Freegold is simply a way to lock it in and preserve it far into the future,
it is not a way to multiply it many times over. The realities and constraints of today's gold market make
that impossible.
There's plenty more that wealth at that level can do other than just hoard gold:
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The point is that they don't hoard gold for profit. They do it to lock in the profit that they already made
above and beyond their ability to spend it in their lifetime. And that's the way the gold market has been
managed at this level. Sure, they will get some gain, some profit from the Freegold revaluation,
because not everyone at that level is in gold.
So, yes, those higher prices are already here for the super-wealthy Giants, and always have been. That's
what Another was trying to tell us. And this is my version of a "top level approach"! ;D
Sincerely,
FOFOA
Hello Fofoa:
Wow! Thanks for a really comprehensive answer. The "back room" explanation was vaguely familiar,
so I'm sure you're dealing with questions already asked and answered. Your email read like a personal
post, and I'm going to go back and re-read it several times until I get it all. This bit...
"freegold windfall profit" is being split between the buyer and seller at the highest levels...
is a great explanation, of a more scrambled thought I had, but this...
they don't hold gold for profit
is a Goliath idea: nothin' like that ever entered my head before! Both concepts would be very
bloggable, by the way. Thanks again, and all the best!
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