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If a lawless gang of madmen, gamblers and alcoholics seized contr@rgeacbmpany, how
would you expect the business to perform? How would you expect thstnd? What if,
instead of a company, they seized control of the world’s largesbayy, thus, to some extent, the
world financial system?

Unsound monetary policy, reckless risk taking, and owenftrol spending are what characterize
the US economy today. The proverbial madmen are central Bankerthe US Federal Reserve,
whose polices, inspired by Johannes Gutenberg, threatiestioy the US dollar in the name of
saving US banks from their own irresponsibility and greElde compulsive gamblers are Wall
Street investment banks, along with the larggg&tbanks, which have gone so far as to speculate
with government bailout moneyaving learned little from the near collapse of the world
financial system in 2008. If money were liquor, the US faldgovernment would be a band of
raging alcoholics in charge of a liquor store. Thesdla tragic characters upon whom
Americans depend for their jobs, for their college andereent funds, for the financing of their
educations, homes and business ventures, for the stabjhitices and US financial markets, and
for the value of their hard earned savings.

The triangle of dysfunction has not gone without notice. Goggirchases of US Treasury
bonds are being made, essentially, under dwhds demand for Treasuries remains tepid
guantitative easiny the Federal Reserve continues. U&edollar has fallen from new low to
new lowand theskyrocketing price of golés sounding the alarm, but between Washington DC
and Wall Street nary an ear can hear.

The Madmen

The incurable incapacity of a central autocracy to acdynaigtch interest rates and the money
supply to the requirements of the diverse, complex marketsntied up the US economy is a
fundamental flaw in US monetary policy. While the ideology e different, central economic
planning under the name of central banking produces no bettdlr ttean central economic
planning under the name of communism. A series of everlacgaomic bubbles coupled with
an ever weaker currency is ultimately little bettentttee economic stagnation of the former
Soviet system. Low interest rates may stimulate ecanantivity, for example, but they may
also result in high inflation, unsustainable levels of dabdl asset price bubbles.

For every intervention in the free market, whether by governewiot or monetary policy, there
are unintended consequences. Government intervention irStheuwsing market, for example,
intended to increase opportunities for home ownership amssglecessful members of society,
played a key role in undermining lending standards. Combiitbdive Federal Reserve’s policy
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of low interest rates, which fueled speculation &l estate and mortgage backed securities,
government intervention ultimately proved disastrous.

Markets have existed since the dawn of human civilizatidmout the blessings either of
government subsidies and guarantees or of central bankingcolwomy is best described as an
organic system rather than a machine. Interventions gingdo be the processes required to
‘operate’ the economy are at best futile if not inevitablyugitve and destructive. Like a living
organism, the economy is largely self organizing and eglilating. When governments
collapse, for example, currencies may fail but trade n@sron. The behavior of an economy is
an infinitely complex aggregate of individual human actianged by self-interest and, while it
may be characterized at different times either bipmatity or by irrationality, it is self correcting
(unlike interventions, which know no bounds). As a resul, riot possible for a small group of
experts, no matter how intelligent or well intentionetipvihave an imperfect understanding and
incomplete, inevitably out-of-date information to succalstontrol the economy without
unintended, unexpected and usually destructive consequences.

The notion that a central authority, even one equippddsephisticated computer models, can
successfully substitute a mathematically-based view fromginfor the individual judgments of
millions of businesses, entrepreneurs, and consumers aorlodsess regions and industries is
not merely the height of hubris but quite simply mad. Fumdfaatly, it is entrepreneurs
deploying private capital, not bankers or economists thattectiea products, services, business,
and jobs that make up the economy. Whether for the sakeiaf welfare or for the purposes of
monetary policy, intervention in the free market invariatigtorts the distribution of wealth,
causes a net reduction of wealth for society as a whobemisdirects entrepreneurs into
activities eventually revealed as uneconomic. Perhaps thargesnent for the futility of central
bank monetary policy is that of Federal Reserve Chairnean3alom Bernanke, Ph.D., who
said to graduates of the Boston College School of Law on24a2009

“As an economist and policymaker, | have plenty of experienceingtiy foretell the
future, because policy decisions inevitably involve projections ofiltemative policy
choices will influence the future course of the economy. Thedtdtleserve, therefore,
devotes substantial resources to economic forecasting. Likéwdsgdual investors
and businesses have strong financial incentives to try to anticipate hawdhemy will
evolve. With so much at stake, you will not be surprised to #ragywover the years,
many very smart people have applied the most sophisticated statsticadodeling
tools available to try to better divine the economic future. Butésults, unfortunately,
have more often than not been underwhelming. Like weather forecastmmemic
forecasters must deal with a system that is extraordinarily comiblat is subject to
random shocks, and about which our data and understanding will always be imperfect.
In some ways, predicting the economy is even more difficult thazasdireg the weather,
because an economy is not made up of molecules whose behavior is subgetaws of
physics, but rather of human beings who are themselves thinking abéutiitieeand
whose behavior may be influenced by the forecasts that they or other$ mak

Mr. Bernanke’s comments are not remarkable only for theiitg and candor, or because they
are a stark admission of the failure of central bank naoypgiolicy, but because they echo the
founding principles of the Austrian school of economics. ¢h fislr. Bernanke provides
excellent reasons for the repeal of the US FederarfReget. Despite common misconceptions
of economics as a branch of mathematics or as a harttecieconomics is in fact a social
science, similar to psychology. For example, when we spieasonomic incentives we are
referring to the manipulation of human behavior througliict means to achieve policy
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objectives such as increasing consumer spending, jusiresyphae sound of a bell with the
introduction of dog food will produce dogs that salivatthatsound of a bell when no food is
present (of course the salivation response can evenheélytinguished if no food is provided
for an extended period of time).

Psychology, it turns out, has a great deal to say about eamanvestment banking, and public
finance. Indeed, key psychological themes are commonttued areas of endeavor.

The lllusion of Control

There may be a simple explanation, rooted in humé&regafor the ever larger disasters brought
about by government interventions in the economy and by theutratipf central banking. The
illusion of control is persistence in the belief thafiv'en outcome can be controlled when no
demonstrable influence exists or where, as Mr. Bernantedstautcomes cannot be accurately
predicted. Whether intervention is the result of ceftaak monetary policy or of government
legislation, taxation or regulation, it is the inherenpreaictability of the outcomes of
intervention that belies the philosophy of interventionitsself. Former Federal Reserve
Chairman Alan Greenspan, Ph.D., grappled with thisifeitte wake of the financial crisis when,
in testimony before the US Congress on October 24,,2@98aid:

“... anideology is [...] a conceptual framework with the way pedpld with reality.
Everyone has one. You have to -- to exist, you need an ideologyueBtiergis whether
it is accurate or not. And what I'm saying to you is, yéshd a flaw. | don't know how
significant or permanent it is, but I've been very distressetdiyfact. [That there is a]
flaw in the model that | perceived is the critical functioning streecthat defines how the
world works, so to speak. ... | was shocked, because | had been gatfg/éars or
more with very considerable evidence that it was working exceptionellly

Mr. Greenspan accurately refers to the dominant econonucyth®ot as a science, but as an
ideologythat ultimately does not conform to reality. In psychologieahs, an irrational belief
that cannot be modified by reason or evidence is preciselgefinition of the term “delusion.”
Despite his having been confused for 40 years, Mr. Gpeenslearly recognized and
acknowledged a limitation of his economic ideology. In retraspechaps Mr. Greenspan
regrets having departed from lmisginal views Sadly, the same cannot be said for the majority
of economists, central bankers and US government offistadsdo not recognize, as Albert
Einstein pointed out, that "the definition of insanity isrdpthe same thing over and over again
and expecting different results.”

The Gamblers

Gambling addictiorand belief in the paranormal, e.g., psychokinesis,xammpgles of the illusion

of control. When rolling dice in the casino game crapsefample, people tend to throw harder
for high numbers and softer for low numbers when thene isonnection between the force with
which the dice are thrown and the result. Experimental dslgaa even be made to believe that
they can affect the outcome of a coin toss through lént of concentration. The illusion of
control is a key factor in gambling addiction becauserieinforced by occasional successes and,
as has been long established by behavioral psychologistsidyreh@onditioned by intermittent
reinforcement are the most difficult to extinguish.

Warning signs of gambling addiction include defensiveness,cse@ed desperation: precisely
the attitudes exhibited by Wall Street bankers seeking baifoarh the US government in 2008.
Like US banks transferring private losses to taxpayemsbging addicts may hold others
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responsible for their financial problems and they mayredfdly insist that they be trusted.
Gambling addicts tend to be secretive about finances, athitee same time irrationally insisting
on having control over money, just as Federal Reserve ChaBeraBernanke has insisted that
Congressional review of the Federal Reserve’s haaksto find out what financial institutions
received taxpayer dollargiould compromise its vaunted independence and harm the US
economy The more gambling addicts are in debt, the more théyhfe@eed to defend gambling
and they often defend a specific theory or model that ‘auaes” winning (if only they can get
more money to continue gambling).

A gambling addict’s savings and assets may mysterialvgilydle, perhaps like crumbling bank
balance sheets laden with sub-prime mortgages or bank &ss®sated with risky financial
derivatives, and there may be unexplained loans or cashadygerhaps like the Federal
Reserve’s Term Asset-Backed Loan Facility (TALF) prograLike bankgacking up credit card
interest ratesgambling addicts become increasingly desperate for monapdddrther
gambling. The debts of gambling addicts may increaslshaeflecting a “bet more, win
more” mentality that inevitably leads to the gambler gdingt. Gambling addicts seek money
with increasing desperation, perhaps like former US TrgaSecretary (and former Chairman
and Chief Executive Officer of Goldman Sach€nry M. Paulson’s dire warnings of financial
Armageddon in 2008Items easily sold or pawned for money may mysteriodisigppear,
perhaps like the US government’s Fort Knox gold, which is saded by rumors and
speculation that a long sought (e.g., by@uwd Anti-Trust Action Committéeindependent audit
could easily dispel.

The Alcoholics

The originalTwelve Stepgpublished byAlcoholics Anonymousnclude admitting that one’s life,
or in this case the US economy has become unmanageable tagdazer beyond one’s self
(i.e., beyond current economic theories and government polisiespessary to restore sanity.
Contrary to theviews of current Goldman Sachs CEO Lloyd BlankféiveHigher Powercannot
be one’s self. The self regulating dynamics of a freeketafor example would certainly adjust
US housing prices to sustainable levels and promote sound lestdietards, but this has been
prevented by the interventions of the Federal Reserve ampEnment. Not coincidentally, it
was the Federal Reserve and the US government, respectimalgriginally caused the inflation
of housing prices and undermined lending standards.

Breaking the grip of alcohol addiction requires a searchiddearless moral inventory,
admitting the exact nature of one’s wrongs, and an unreseiiliedness to change and to make
amends with those who have been harmed. Sadly, n#ithEederal Reserve, nor Wall Street
bankers, nor the US Congress, which is committed to Wworgoits way out of debt, seem likely
to repent.

The destructive behavior of alcoholics is often enabledyisfunctionalco-dependent
relationships A dysfunctional relationshis one that creates more emotional turmoil than
satisfaction, or in the case of the US economy, moreu¢istn of wealth than creation.

Warning signs of a dysfunctional relationship include efcample, addictive or obsessive
attitudes, an imbalance of power, or a superiority compiethe part of one person. Co-
dependency is a pattern of detrimental behavioral interectvithin a dysfunctional relationship,
most commonly a relationship with an alcohol or drug abbsgrequally possible in a
relationship with a gambling addict. The co-dependenperson who perpetuates the addiction
or pathological condition of someone close to them in a hatyilnpedes recovery.
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The US government appears trapped, together with the FedseVBand Wall Street banks, in
a destructive web of dysfunctional, co-dependent relationships.US government is addicted
to the easy money created by the Federal Reserve at gesexpf taxpayers who eventually
suffer a loss of purchasing power. According to Mr. Gnean's 1966 articl&old and
Economic Freedontdeficit spending is simply a scheme for the confiswatf wealth.” Wall
Street bankers depend on US government bailouts and guarasteed|, as on the Federal
Reserve’s lax monetary policy, and the Federal Reserve depieactty on the US government
for the legalization of its unaccountable monopoly and é@utly on the continuation of the
largest US banks. While a dysfunctional triangle of quedéency is merely descriptive, the
interdependence of the Federal Reserve, the largest USdrahkise US government is a fact in
reality.

Unfortunately, it is no more possible to spend one’g tegorosperity or to borrow one’s way out
of debt than it is to drink one’s self sober. Nonetheldsaks to the Federal Reserve’s 7 day per
week, 24 hour per day money printing service, the US governmesttplao precisely this. If
creating wealth were as simple as printing money, therdiorhschool of economics would be

led by Robert Mugabe, PresidentZambabwe and Gideon Gono, governor of Zimbabwe's
Reserve Bank (and winner of the 20@Nobel Prize in Mathematigswho share with Mr.
Bernanke a love for the feel of crisp paper and for thel ssh&ksh ink.
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As Milton Friedman once saitT he real problem with government is not the deficit. Tla re
problem with government is the amount of our money that ridspé

The wealth destroyed by the collapse of the US real datiégtde and the stock market crash of
2008 has not been and cannot be brought back by bailouts, stimuldengpar outright money
printing. While averting a deflationary spiral is necegspropping up asset prices dsopping
money from a helicoptearedistributes wealth and interferes with the price raem of the free
market. Devaluing the US dollar may help to hold up assetgphut it also prevents housing
prices from falling to sustainable levels while at the same adding the risk of eventually far
higher prices, or, in the worst case, hyperinflatioher€ is no historical example of a
successfully re-inflated economic bubble. What is more itapt however, is that the
unintended consequences of currency debasement, i.e., thefesuinflationary monetary
policy marked by near 0% interest rates, are likely taveigih the goals of the policy even if they
are achieved.

Reducing the value of debts in real terms through curréebgsement requires a commensurate
loss of purchasing power, thus while housing prices mayéwepted from falling further,
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savings will be destroyed and wages will lag behind prices trey inevitably begin to rise.
Although consumer prices in the US currently lag behindigventrend of the US Dollar Index
(USDX), an inflation tax will eventually be levied. Undbe name “economic stimulus”, wealth
is being dissipated by the US government at an alarming rdte@asustainable benefit. US
government programs like Cash for Clunkers only impact short-¢eonomic data while, in
reality, destroying wealth, increasing debt and divertingueorer spending into already bankrupt
industries. At the same time, the US government is eagecriease tax revenues to offset deficit
spending and it has all manner of businesses, as well #byiadividuals in its crosshairs.
German-born Presbyterian clergyman William Boetcker (1873-19G2g:

“You cannot bring about prosperity by discouraging thrift. You cannot held smeal

by tearing down big men. You cannot strengthen the weak by weakening the ¥trong.
cannot lift the wage-earner by pulling down the wage-payer. You canndhegdpor
man by destroying the rich. You cannot keep out of trouble by spendintharoreour
income...”

Boetcker’s words are profound. It is not possible panethe US economy through stimulus
spending or to increase the wealth of consumers by inflagegt values via currency
debasement. Supporting asset prices, thus bank balance stzeetrrency debasement, in the
best case, can spread debt defaults over time, perhapsidelagicollapse of bankrupt financial
institutions. However, currency debasement promises to mmagiéans closer to the financial
status of Zimbabweans due to the destruction of the punthpsiver of the US dollar. A less
valuable US dollar will reduce consumer spending in exat$, and reduced consumer spending
will impact businesses and, therefore, jobs.

The US Dollar and Gold

The price of gold indicates a lack of confidence in the Uidahd in the US economy and it
reflects poorly on the credibility of the Federal Reserkdairihe US government. Tlobanging
composition of central bank reseryes., increasing gold holdings, is a direct effect of the
currently weak US economy and US dollar, which has lostiderable value in recent months.
In contrast, gold is the only financial asset, in gacurrency that has no counterparty risk. This
simple, but often overlooked fact goes a long way to explairectinvestment demand for gold
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All other things being equal, strong economies offer invesigpgrior returns and lower risk
compared to weak economies, thus the currencies of strormgemeies are always preferred
over those of weaker ones and have a higher relative valueuastion of supply and demand.
Of course, monetary inflation and monetary deflation aldoente the value of a currency in
terms of supply.

In a world financial system composed entirely of Garrencies, where no currency is redeemable
in terms of hard assets, money is an abstract claimanlugtion and the value of one national
currency relative to another can only, ultimately befeection of the performance of the
underlying economy that the currency represents (performamog inclusive of the
consequences of its monetary policy), i.e., a claim gor@duction. Thus, if an economy is in
decline, i.e., its production is falling, its currency, otime, must also decline. Conversely, there
can be no doubt that if the US economy were exhibiting creedibd significant growth, i.e., if
production were increasing, the US dollar would certainiy galue, but that is not the case.
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The fact that central banks are reducing US dolladihgé and increasing holdings of other
currencies, including gold, is simply a matter of preisg the value of their reserves in the face
of developments influencintpe value of the US dollasuch as the burgeonitdp dollar carry
trade Having gone “all in” to save the largest banks, the EddREserve and US government
continue to assume that the crisis can be managedieitgpiact that their policies are making
the situation worse in terms of sustainable housing pmcesic debtand the value of the US
dollar. In the mean time, Wall Street bankers have gonetbdble casino, nonchalantly cashing
in their bailout chips angocketing the gains

The rationale of buying time for US banks and of supporti8géal estate prices seems
reasonable on its face but this probably doomed policy isdglf@ving counterproductive.
Despite the patina of economic recovery sprinkled over the madg like fairy dustsmall
businessandcommercial real estate failuress well as ongoingesidential mortgagandcredit
card defaultsare rippling through the weak US economy, whitemployment continues to rise
underminingconsumer spendintus, ultimatelypank balance sheetSetting aside the
understandable reluctance of US banks to make new loans,oomiaofitenuous good newso
matter howexaggeratechas been able to rekindle the frenzgofisumer borrowinghat

formerly characterized the US economy.

The illusion of control is a temporary state of afaiiThe triangle of dysfunction and co-
dependency formed by the Federal Reserve, Wall Strees,bamdk the US government is like a
story about a madman, a gambler and an alcoholic, whelneregos the others in their respective
downward spirals. The illusion of control, common to all thregradually bringing about a
situation that will inevitably be entirely out of contrbyt, as with gambling addicts and
alcoholics, the point where control is lost can only become aipaiter the fact, just as the
financial crisis of 2008 caught the vast majority of expby surprise.

Investors, governments and central banks around the werkkaking safety outside the US
dollar, particularly in gold, as well as outside of the tifgls market, e.g., iBmerging
economies The more borrowed money the US government spends, the more therr@deral


http://www.stockcharts.com/
http://www.washingtontimes.com/news/2009/nov/17/despite-public-boost-dollar-keeps-sliding/
http://www.bloomberg.com/apps/news?pid=20601087&sid=a5ritflpCi34&pos=6
http://www.usdebtclock.org/
http://www.forbes.com/2009/11/24/goldman-jpmorgan-citi-business-wall-street-bonus.html
http://www.google.com/hostednews/afp/article/ALeqM5jztzMWVUhnS_bSxq11mS4eHMtuxQ
http://www.reuters.com/article/GCA-Housing/idUSTRE5A40P720091105
http://www.bloomberg.com/apps/news?pid=20601087&sid=apOfNyUT0FGE&pos=4
http://www.businessweek.com/investor/content/nov2009/pi20091124_160328.htm
http://www.bloomberg.com/apps/news?pid=20601087&sid=af34srfRSY94&pos=1
http://www.bloomberg.com/apps/news?pid=20601087&sid=a2vukUw3EeaA&pos=4
http://bankimplode.com/
http://news.bbc.co.uk/2/hi/business/8376589.stm
http://online.wsj.com/article/SB125729438785426663.html?mod=WSJ_hpp_MIDDLETopStories
http://www.reuters.com/article/ousivMolt/idUSTRE5AP0M420091130
http://www.latimes.com/business/la-fi-foreign-investing28-2009nov28,0,3004533.story

©2009 Hera Research, LLC

Reserve prints and the longermbie bankare kept on life support, the worse the eventual
condition of the US economy, the weaker the US dollar and the highprice of everything in
US dollars will ultimately be, particularly gold.
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