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Contemplating Complexity
Dear Reader,

Oh, dear reader, if only the world were simple. A world where a person could watch a short video or read 
a single well-written sheet of paper and achieve a clear understanding of something reasonably close to 
reality.

Unfortunately, thanks to the entirely human tendency to muck around in other people’s business, coupled 
with an apparently insatiable appetite for governmental meddling – the ostensible purpose of which is to 
one fine day create a world perfect in every way – things are exactly the opposite of simple.

To us as investors, successfully understanding the world as it is – a prerequisite to navigating away from 
the many rocks – requires expending precious time and brainpower contemplating complexity. Regretfully, 
there is no simple alternative: tough times require being mentally tougher than the next guy. 
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Today, for example, as much as we would like to ignore it, if for no other reason than it has become a 
monotonous beating of the drums, it’s imperative to fully understand what’s going on in the troubled 
Eurozone. That’s because it is the “old world” that is currently the flashpoint for what could very well be the 
next major blow to the world’s debt-soaked sovereignties. And, by extension, the markets and currencies 
you use in the attempt to preserve and grow your assets.  

Helping us achieve an understanding of the tangled web of what’s going on in Europe and the US 
government’s active machinations in support of that continent, in this month’s edition, Casey Research 
Chief Economist Bud Conrad delves ever deeper into the entrails of Europe in The ECB, the TARGET 
2 Transfer System and the Effects on the Euro. This is highly original research and, we think, highly 
valuable – but as a word of warning, given the complexity of the subject matter, it is not particularly simple. 

Viewing the challenges now facing the world from a different perspective, Doug Casey weighs in with 
his article EVIL, STUPIDITY, SOCIOPATHS, AND THE FUTURE OF THE US, in which 
he examines the threats emanating from the moral bankruptcy of the US government. Writing in the 
engaging and even entertaining style that is his hallmark, Doug provides an important philosophical 
underpinning for taking the actions that we as investors and as individuals who value personal freedom 
must.

With apologies to our many international readers, who should feel free to skip over it, Terry Coxon’s Roth 
Arithmetic explains the tremendous advantages to most US taxpayers of converting to a Roth IRA. For 
reasons Terry explains, it would be folly to not take advantage of this tax-efficient way to build and preserve 
wealth.

In addition, this month you will find an extended How to Invest feature, in which co-editor Dan 
Steinhart examines whether or not the US dollar is at risk of being replaced as the world’s reserve currency, 
Don Grove reflects upon the ongoing gridlock in Washington, and we once again return to the Data Farm 
to harvest data worth paying attention to.

What is not in this edition, but what you’ll receive by email next week, is a special report featuring a 
comprehensive interview with Andy Miller, our special correspondent on real estate, in which he 
updates his outlook. Watch for it next week.

Once again, a full issue, so let’s get right to it!

Sincerely,

David Galland 
Managing Editor
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Mark the Dates!

The Casey Research “Plan B” Summit
April 27 – 29, 2012, Weston, FL

 
Until relatively recently, for most investors “Plan A” involved conservative investments that were 
considered safe—from blue-chip stocks and real estate to CDs and common-stock mutual funds. 

As we all know, that plan has now been derailed, resulting in widespread asset destruction, as 
well as a great deal of fear and uncertainty that makes investing for the future almost impossibly 
challenging for most. 

With the world’s largest nations now reeling from unpayable debt and social obligations, and 
trying to solve their problems with yet more debt and by meddling in virtually all the markets, 
it’s time for Plan B—a well-devised investment plan that will help you protect your wealth from 
devaluation and collapse. That’s what the Casey Research “Plan B” Summit is all about. 

Here’s a partial list of the blue-ribbon faculty now confirmed to join us in Weston, Florida, this 
April 27-29.

•	 David Stockman – former US congressman and director of the Office of Management 
and Budget

•	 John Williams – acclaimed economist; editor of Shadow Government Statistics

•	 James Rickards – senior managing director, Tangent Capital Partners; author of Currency 
Wars: The Making of the Next Global Crisis

•	 Lacy Hunt – economist; executive VP of Hoisington Investment Management

•	 Doug Casey –chairman of Casey Research and renowned contrarian speculator.

•	 Porter Stansberry – investment advisor; founder of Stansberry & Associates Investment 
Research 

•	 Gordon Chang – author of The Coming Collapse of China and Nuclear Showdown: North 
Korea Takes On the World

•	 John Hathaway – portfolio manager of the billion-dollar Tocqueville Gold Fund

•	 Rick Rule – high-end resource broker and investor; founder of Global Resource 
Investments

•	 Greg Weldon – CEO and president, Weldon Financial; publisher of Weldon’s Money 
Monitor

•	 Michael Lewitt – investment advisor; editor of The Credit Strategist

•	 Caesar Bryan – portfolio manager, Gabelli Gold Fund 
 



THE CASEY REPORT   FEBRUARY 2012 4

•	 Bud Conrad – chief economist, Casey Research

•	 Andy Miller – real estate entrepreneur

•	 Adrian Day – chairman and CEO, Adrian Day Asset Management; editor of Adrian Day’s 
Global Analyst 

•	 Louis James – chief investment strategist, Casey Research Metals & Mining Division

•	 Frank Suess – CEO and chairman, BFI Capital Group

•	 Alex Daley – chief investment strategist, Casey Research Technology Division

•	 Brent Johnson – managing director at Baker Avenue Asset Management

•	 Lars Stouge – president and CEO, Jyske Global Asset Management

•	 Amir Adnani – president, CEO, director, Uranium Energy Corp.

•	 Marin Katusa – chief investment strategist, Casey Research Energy Division

•	 Dennis Miller – author of the upcoming book Retirement Reboot

•	 Jeff Clark – senior editor, BIG GOLD

•	 Pete Kofod – founder and president of technology services firm Datasages

… plus special panels, our popular resource stock round up (featuring some of our favorite 
Casey Research portfolio recommendation companies, gala social events and other networking 
opportunities and much more.

Watch your mail for details and an early-registration opportunity soon. These events always sell out, 
so you’ll want to act quickly to register! 

 

Back to Table of Contents
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The ECB, the TARGET 2 Transfer System and the 
Effects on the Euro 
By Bud Conrad

(For important background and a broader view of the prospects of the euro, see my article from in the 
December issue of The Casey Report)
In December, I provided a relatively broad view of why I felt that the euro, then trading at $1.34, would 
likely drop. It hit a low of $1.26 and has now bounced back up to $1.32. I think the longer-term downward 
trend for the euro will continue.

In that December article, I focused on overt indicators – interest rates, debt-to-GDP ratios, deficits, swaps 
– all good evidence, but widely known by the financial world. In this article, I dig deeper into a more covert 
issue: the imbalance of international cash flows within the Eurozone. I believe this complicates the already-
difficult-to-manage structure of the euro and further impinges leaders’ ability to manage its many inherent 
problems.

There are so many daily stories about the various political maneuvers, announcements of imminent fixes 
and grand plans that are supposed to provide future confidence that I do not have to recount them. As I 
mentioned, what follows is mostly hidden, so provides insight beyond what is covered by traditional news 
sources.

TARGET 2 Has Already Provided €500 Billion to the Peripheral Countries
TARGET (Trans-European Automated Real-Time Gross Settlement Express Transfers System) allows for 
transfer of cash in euros among the countries of the Eurozone. It processes 300,000 payments worth over 
€2 trillion a day. Over 99% of the transactions are processed in less than five minutes. Using TARGET, 
virtually any bank in the Eurozone can transfer money to any other. It provides vital services that are 
trusted and important to the integration of Europe.

Over time, TARGET has facilitated imbalances between the Eurozone countries.  The mechanics are 
complex, and we’ll get to them later. First, let me show how big some of the imbalances have become and 
why they matter.

The German central bank, the Bundesbank, is now holding almost €500 billion of credit from the ECB. 
That is almost a fifth of Germany’s GDP of €2.48 trillion, so it is a very big balance. Because these 
imbalances net out to zero on the whole, they are not even reported by the ECB, and the process by which 
they arose is largely hidden. Individual central banks do report the data if one knows how to interpret it, 
but most reporters don’t understand the unique structure, so are unable to cover the situation.

This huge increase in international imbalances has occurred in the first place because of trade imbalances, 
but also grows because of investors’ preference to hold money in the stronger countries’ institutions. So it is 
both a product of trade imbalances and investment flows.
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The picture is even clearer when we combine the accumulated debts of the peripheral countries into a single 
total as in the following chart. 
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To emphasize the importance of the TARGET balances, I have split the total Bundesbank assets into two 
categories: those from the TARGET imbalances, and reserve assets beyond TARGET. As you can see 
below, the big growth in Bundesbank reserves came from credits from the TARGET system. 

 
An example will help us better understand this process: When more Volkswagens are sold to Italy than 
Fiats to Germany, the difference is delivered as a claim by Germany on the ECB. It is an asset of the 
Bundesbank. The Bundesbank then gives cash to the commercial bank of Volkswagen, but the Bundesbank 
itself only actually receives a claim on the ECB. Similarly, on the other side of the transaction, the Bank 
of Italy is given a loan by the ECB to finance the decrease in cash at the Italian commercial bank. These 
very loans, in the form of TARGET credits, financed most of the current account deficits of Portugal and 
Greece and a portion of the Spanish and Italian deficits.

Thus, the national central banks (NCBs) incur either deficits or surpluses that can be thought of as 
constituting a portion of gross government debt, although they are not officially counted as such. These 
balances are large, approaching 50% of GDP for Greece and 75% for Ireland. It should be noted that these 
deficits and surpluses balance, so as the Bundesbank has been providing credits to the weaker peripheral 
countries, it has in effect been draining money from Germany’s economy

These additional liabilities are a form of money creation that is ignored by traditional money 
measurements. These liabilities and credits were initially expected to be small because international funds 
flows were expected to cancel each other out over time. But as peripheral countries’ trade deficits increased 
and confidence in their financial institutions waned, the imbalances, and thus the liabilities, grew.  

These deficits with the ECB are managed by individual national central banks by providing collateral to the 
ECB, which pays a nominal 1% on the money it obtains. The reverse happens for creditors like Germany, 
which now has an additional asset that earns interest.
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Since 2007, the minimum allowable collateral accepted by the ECB has dropped in several stages, thus 
providing a growing source of funding for the national central banks. Up to October 2008, the minimum 
credit threshold was A-. It was then lowered to BBB-. The minimum ratings were successively suspended 
in May 2010 for Greece, in March 2011 for Ireland and in July 2011 for Portugal. The latest collateral 
schemes provide item-by-item lists of thousands of securities by country, and they show that the ECB is 
accepting a wide variety of securities, some of them very weak. It is not clear how bad the associated risks 
are, but with these lax standards, someone is going to find they aren’t holding the collateral they thought 
they were.

In sum, Germany’s Bundesbank is taking on sizable risk by lending to the ECB, because there’s a real 
chance the ECB will be caught with defaulting collateral. 

The Difference in the Structure of the European System
The European system is unique in that while it has one unifying central bank, each country still has its own 
national central bank (NCB). These were necessary when each country had its own individual currency. 
Through international treaty, the European Central Bank (ECB) was layered on top of these NCBs, but 
the NCBs remain involved in money creation, as evidenced by Germany’s Bundesbank increasing its 
own currency liability from €100 to €400 since the inception of the euro. While theory suggests that the 
currency system is made more complex by the separate NCBs, unifying operation in a single central bank is 
very unlikely. It is this additional overlay of the ECB that has allowed, and in fact enabled, the large hidden 
imbalances. The diagram below shows the links of flows. If there were no ECB, the central banks would 
simply transact directly with each other, with no middleman facilitating imbalances. 
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Trade imbalances are not the only source of TARGET claims. Claims also arise from international 
investment transactions, which are funneled through the ECB’s TARGET 2 transfer system. If a customer 
transfers  a deposit from a perceived risky Irish bank to a safer-appearing German bank, an imbalance 
results. Thus you can see that a loss of confidence further aggravates the imbalance, since the trade and 
investment imbalances usually go in the same direction.

National central banks typically work with their respective governments in managing the interest rate 
within a country and provide backstop liquidity for the central government’s deficits. In the middle of the 
last decade, interest rates across the Eurozone converged as there was confidence in the euro itself. The 
single currency eliminated the risk of currency decline even in a small country with profligate deficits. Low 
rates accommodated large deficits, and the currency’s purchasing power expanded the ability of peripheral 
countries to grow imports. Germany benefited from the increase in exports to the periphery. These trade 
imbalances were important to the growth of the European economies, but as accumulated imbalances grew 
and confidence in the periphery collapsed, rates have diverged and left the periphery countries with debts 
that cannot be paid.

My opinion, after looking in detail through the accounts, is that fiat money systems allow even more forms 
of mischief to create money and imbalances than are widely understood. They provide short-term economic 
strength, only to be met with more disastrous revaluations and defaults later. I conclude that these 
imbalances add to the structural weakness of the euro.

If you’re interested in more information on the TARGET balances, this paper by Hans-Werner Sinn and 
Timo Wollmershaeuser is an excellent source: Target Loans, Current Account Balances and Capital Flows, 
The Rescue Facility” – published in November 2011. 

Greece’s Situation Updated
The problems of Greece have been widely reported in the news, so I’ll just give some summary opinions. 
Greece has already defaulted but has not yet declared so. Greece has not been able to move from deficits 
to a balanced budget even with its many austerity programs, and no one believes it will be able to do so. 
That means they will be continually amassing more debt that they’ll never pay off. I think Greece’s plan 
is to collect as much bailout funding as it can before it officially declares that it will not pay off its debts. 
My expectation is that Greece will at least admit default this year. While Greece doesn’t have to leave the 
Eurozone in such a situation, that outcome is possible.

The Shape of the Bailout
On the surface, the austerity cuts demanded by the troika (or the Eurozone, the ECB and the IMF) 
amount to €3 billion this year, which seems like a good tradeoff for the €130 billion of new funding that 
is being promised. These loans are likely to be defaulted on in a year or so, anyhow. Unfortunately for 
Greece, the new money won’t go to them but to the foreign banks that hold Greek debt, €14.4 billion of 
which is due in March. Greece has already burned through €110 billion from the first bailouts approved 
last summer. For comparison, total Greek taxes in 2010 were €90 billion on a GDP of €227 billion. The 
situation in Greece is beyond repair, but the Eurozone is still trying to keep it together. It will be Germany 
who says no at some point, setting the stage for Greece to abandon the euro.

http://www.cesifo-group.de/portal/page/portal/ifoContent/N/rts/rts-mitarbeiter/IFOMITARBSINNCV/CVSinnPDF/CVSinnPDFAndere/NBER_wp17626_sinn_wollm.pdf
http://www.cesifo-group.de/portal/page/portal/ifoContent/N/rts/rts-mitarbeiter/IFOMITARBSINNCV/CVSinnPDF/CVSinnPDFAndere/NBER_wp17626_sinn_wollm.pdf
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While Greek default eliminates further bailout payments, it leaves behind many bad debts in European 
banks that could be disruptive for the Eurozone’s economic growth. In other words, I don’t expect the euro 
to benefit from Greek demise.

Private Debt
Greece also faces the problem of writing down or refinancing privately held debt. Talks have been going 
on for months, with promises of solutions any day. The amount of discount (called a “haircut”) started at 
20%, was 50% last summer and is now in discussion to be 70% in current negotiations. It is unlikely that 
creditors will accept a voluntary 70% haircut without calling it a default. A default would then trigger credit 
default swap payments, which could be a big burden for banks that offered such insurance against a credit 
default event. A further negotiation point is that if private debt is taking a haircut, then Greek debt held by 
the ECB should also take one. Resolving all this is unlikely by March, when the decision day on whether to 
start distributing a new bailout loan of €130 billion is to be made.

The combined problems of Greece are too big to be managed through patch-ups, bailouts and emergency 
actions. Even the €130 billion is not considered enough. The rumor mills and news reports suggest that the 
situation is pretty close to collapse. 

There are important decisions to be made in March. Regardless of whether the default occurs or if some 
patchwork of “extend and pretend” puts off the inevitable, the contagion to other dominoes like Portugal 
and the general negative pressure for confidence in the euro itself is obvious.

ECB Is Easing Its Monetary Policy and Is “Printing” Up New Loans
Since Mario Draghi has taken over as the new president of the ECB, his policies of easing credit have 
followed the path I predicted in the December issue of The Casey Report. He cut the main interest rate by 
another 25 basis points. He provided €489 billion of loans at only 1% to European banks. He has scheduled 
another open-ended three-year loan to be launched on February 29, and estimates are that this could be 
so attractive that banks may borrow as much as €1 trillion. When banks can borrow at 1% to invest in 
sovereign debt at several times the yield, the result is a very profitable carry trade. This is an end run around 
the restriction of the ECB issuing bonds of its own directly. Call it what you want, but creating this much 
liquidity has to decrease the relative purchasing power of the euro. 

Draghi will be ready to cut the overnight rate from 1% to zero if inflation numbers do not get in the way. 
Markets are expecting much less, probably only a 0.25% drop. 

The ECB is expanding its balance sheet and putting financial unity and growth ahead of maintaining the 
purchasing power of the euro.
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Why This All Matters to You 
In the competitive race to debase, I believe the EU will create more currency in the short to mid-term than 
the Federal Reserve. The benchmark comparison currency is the dollar. Bernanke has promised to keep 
US interest rates at zero through 2014. He will only be able to do this with additional Federal Reserve 
purchases of Treasuries or other assets to keep the rate artificially low. I estimate that the Fed will buy an 
additional $600 billion this year to keep rates low, compared to ECB money creation of €1+ trillion. Upon 
comparing these efforts, I conclude that the euro should drop by the end of this year to around 1.10 to the 
dollar.

Gold, of course, will do well in this environment of world central bank money creation.

While interest rates have been distorted by central bank money printing, at some point inflation is likely to 
become important enough that central banks will recognize that they cannot keep rates low for as long as 
they would like. Indeed in Europe, the soaring rates for Greece and other weak nations have become the 
key indicator of the crisis that is requiring so much intervention. That model is likely to affect all countries 
with too much government debt. Interest rates will eventually rise. 

 
To take advantage of the long-term problems in Europe, I recommend shorting the euro vs. the dollar. 
We used EUO to short the euro in December, but EUO’s leverage makes it more suitable as a short-term 
vehicle. In lieu of a suitable non-leveraged ETF, I recommended directly shorting the EUR/USD currency 
pair using a forex broker such as Oanda. If you don’t have an account, it’s very easy to use, and there’s no 
minimum investment.  

 
Back to Table of Contents

http://www.oanda.com/
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EVIL, STUPIDITY, SOCIOPATHS, AND THE 
FUTURE OF THE US 
By Doug Casey

An International Man (you can learn more about him at this excellent free site, by the way) lives and does 
business wherever he finds conditions most advantageous, regardless of arbitrary borders. He’s diversified 
globally, with passports from multiple countries, assets in several jurisdictions and his residence in yet 
another. He doesn’t depend absolutely on any country and regards all of them as competitors for his capital 
and expertise.

Living as an international man used to be just an interesting possibility. But few Americans opted for it, 
since America used to reward those who settled in and put down roots. In fact, it rewarded them better 
than any other country in the world, so there was nothing pressing about becoming an international man.

Things change, however, and being rooted like a plant, at least if you have a choice, is a suboptimal strategy 
for surviving and prospering. Throughout history, almost every place has at some point become dangerous 
for those who were stuck there. It may be America’s turn. 

For those who can take up the life of an International Man, it’s no longer just an interesting lifestyle 
decision. It has become, at a minimum, an asset saver, and it could be a life saver. That said, I understand the 
hesitation you may feel about taking action; pulling up one’s roots (or at least grafting some of them to a 
new location) can be almost as traumatic to a man as to a vegetable. 

As any intelligent observer surveys the world’s economic and political landscape, he has to be disturbed – 
even dismayed and a bit frightened – by the gravity and number of problems that mark the horizon. We’re 
confronted by economic depression, looming financial chaos, serious currency inflation, onerous taxation, 
crippling regulation, developing police states and, worst of all, the prospect of a major war. It seems almost 
unbelievable that we are talking of America – which historically has been the land of the free.

How did we get here? An argument can be made that miscalculation, accident, inattention and the like 
are why things go bad. Those elements do have a role, but it is minor. Potential catastrophe across the 
board can’t be the result of happenstance. When things go wrong on a grand scale, it’s not just bad luck or 
inadvertence. It’s because of serious character flaws in one or many or even all of the players. 

So is there a root cause to all the problems I’ve cited? If we can find it, it may tell us how we personally can 
best respond to the problems.

In this article, I’m going to argue that the US government, in particular, is being overrun by the wrong kind 
of person. It’s a trend that’s been in motion for many years but has now reached a point of no return. In 
other words, a type of moral rot has become so prevalent that it’s institutional in nature. There is not going 
to be, therefore, any serious change in the direction in which the US is headed until a genuine crisis topples 
the existing order. Until then, the trend will accelerate.

The reason is that a certain class of people – sociopaths – are now fully in control of major American 
institutions. Their beliefs and attitudes are insinuated throughout the economic, political, intellectual and 
psychological/spiritual fabric of the US. 

http://www.internationalman.com/
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What does this mean to the individual? It depends on your character. Are you the kind of person who 
supports “my country right or wrong,” as did most Germans in the 1930s and 1940s, or the kind who 
dodges the duty to be a helpmate to murderers? The type of passenger who goes down with the ship or the 
type who puts on his vest and looks for a life boat? The type of individual who supports the merchants who 
offer the fairest deal or the type who is gulled by splashy TV commercials?

What the ascendancy of sociopaths means isn’t an academic question. Throughout history, the question 
has been a matter of life and death. That’s one reason America grew; every American (or any ex-colonial) 
has forebears who confronted the issue and decided to uproot themselves to go somewhere with better 
prospects. The losers were those who delayed thinking about the question until the last minute. 

I have often described myself, and those I prefer to associate with, as gamma rats. You may recall the 
ethologist’s characterization of the social interaction of rats as being between a few alpha rats and many 
beta rats, the alpha rats being dominant and the beta rats submissive. In addition, a small percentage are 
gamma rats that stake out prime territory and mates, like the alphas, but are not interested in dominating 
the betas. The people most inclined to leave for the wide world outside and seek fortune elsewhere are 
typically gamma personalities.

You may be thinking that what happened in places like Nazi Germany, the Soviet Union, Mao’s China, Pol 
Pot’s Cambodia and scores of other countries in recent history could not, for some reason, happen in the 
US. Actually, there’s no reason it won’t at this point. All the institutions that made America exceptional – 
including a belief in capitalism, individualism, self-reliance and the restraints of the Constitution – are now 
only historical artifacts. 

On the other hand, the distribution of sociopaths is completely uniform across both space and time. Per 
capita, there were no more evil people in Stalin’s Russia, Hitler’s Germany, Mao’s China, Amin’s Uganda, 
Ceausescu’s Romania or Pol Pot’s Cambodia than there are today in the US. All you need is favorable 
conditions for them to bloom, much as mushrooms do after a rainstorm.

Conditions for them in the US are becoming quite favorable. Have you ever wondered where the 50,000 
people employed by the TSA to inspect and degrade you came from? Most of them are middle-aged. Did 
they have jobs before they started doing something that any normal person would consider demeaning? 
Most did, but they were attracted to – not repelled by – a job where they wear a costume and abuse their 
fellow citizens all day.

Few of them can imagine that they’re shepherding in a police state as they play their roles in security 
theater. (A reinforced door on the pilots’ cabin is probably all that’s actually needed, although the most 
effective solution would be to hold each airline responsible for its own security and for the harm done if it 
fails to protect passengers and third parties.) But the 50,000 newly employed are exactly the same type of 
people who joined the Gestapo – eager to help in the project of controlling everyone. Nobody was drafted 
into the Gestapo.

What’s going on here is an instance of Pareto’s Law. That’s the 80-20 Rule that tells us, for example, that 
80% of your sales come from 20% of your salesmen or that 20% of the population are responsible for 80% 
of the crime.
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As I see it, 80% of people are basically decent; their basic instincts are to live by the Boy Scout virtues. 20% 
of people, however, are what you might call potential trouble sources, inclined toward doing the wrong 
thing when the opportunity presents itself. They might now be shoe clerks, mailmen or waitresses – they 
seem perfectly benign in normal times. They play baseball on weekends and pet the family dog. However, 
given the chance, they will sign up for the Gestapo, the Stasi, the KGB, the TSA, Homeland Security or 
whatever. Many are well intentioned but likely to favor force as the solution to any problem.

But it doesn’t end there, because 20% of that 20% are really bad actors. They are drawn to government and 
other positions where they can work their will on other people and, because they’re enthusiastic about 
government, they rise to leadership positions. They remake the culture of the organizations they run in their 
own image. Gradually, non-sociopaths can no longer stand being there. They leave. Soon the whole barrel is 
full of bad apples. That’s what’s happening today in the US.

It’s a pity Bush, when he was in office, made such a big deal of evil. He discredited the concept. He made 
Boobus americanus think it only existed in a distant axis, in places like North Korea, Iraq and Iran – which 
were and still are irrelevant backwaters and arbitrarily chosen enemies. Bush trivialized the concept of evil 
and made it seem banal because he was such a fool. All the while real evil, very immediate and powerful, 
was growing right around him, and he lacked the awareness to see he was fertilizing it by turning the US 
into a national security state after 9/11.

Now, I believe, it’s out of control. The US is already in a truly major depression and on the edge of financial 
chaos and a currency meltdown. The sociopaths in government will react by redoubling the pace toward a 
police state domestically and starting a major war abroad. To me, this is completely predictable. It’s what 
sociopaths do. 

There are seven characteristics I can think of that define a sociopath, although I’m sure the list could be 
extended.

1. Sociopaths completely lack a conscience or any capacity for real regret about hurting people. 
Although they pretend the opposite.

2. Sociopaths put their own desires and wants on a totally different level from those of other people. 
Their wants are incommensurate. They truly believe their ends justify their means. Although they 
pretend the opposite.

3. Sociopaths consider themselves superior to everyone else, because they aren’t burdened by the 
emotions and ethics others have – they’re above all that. They’re arrogant. Although they pretend 
the opposite.

4. Sociopaths never accept the slightest responsibility for anything that goes wrong, even though 
they’re responsible for almost everything that goes wrong. You’ll never hear a sincere apology from 
them.

5. Sociopaths have a lopsided notion of property rights. What’s theirs is theirs, and what’s yours is 
theirs too. They therefore defend currency inflation and taxation as good things.

6. Sociopaths usually pick the wrong target to attack. If they lose their wallet, they kick the dog. If 16 
Saudis fly planes into buildings, they attack Afghanistan.

7. Sociopaths traffic in disturbing news, they love to pass on destructive rumors and they’ll falsify 
information to damage others.  
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The fact that they’re chronic, extremely convincing and even enthusiastic liars, who often believe their own 
lies, means they aren’t easy to spot, because normal people naturally assume another person is telling the 
truth. They rarely have handlebar mustaches or chortle like Snidely Whiplash. Instead, they cultivate a 
social veneer, or a mask of sanity, that diverts suspicion. You can rely on them to be “politically correct” in 
public. How could a congressman or senator who avidly supports charities possibly be a bad guy? They’re 
expert at using facades to disguise reality, and they feel no guilt about it. 

Political elites are primarily, and sometimes exclusively, composed of sociopaths. It’s not just that they 
aren’t normal human beings. They’re barely even human, a separate subspecies, differentiated by their 
psychological qualities. A normal human can mate with them spiritually and psychologically about as 
fruitfully as a modern human could mate physically with a Neanderthal; it can be done, but the results 
won’t be good. 

It’s a serious problem when a society becomes highly politicized, as is now the case in the US and Europe. 
In normal times, a sociopath stays under the radar. Perhaps he’ll commit a common crime when he thinks 
he can get away with it, but social mores keep him reined in. However, once the government changes its 
emphasis from protecting citizens from force to initiating force with laws and taxes, those social mores 
break down. Peer pressure, social approbation and moral opprobrium, the forces that keep a healthy society 
orderly, are replaced by regulation enforced by cops and funded by taxes. Sociopaths sense this, start coming 
out of the woodwork and are drawn to the State and its bureaucracies and regulatory agencies, where they 
can get licensed and paid to do what they’ve always wanted to do.

It’s very simple, really. There are two ways people can relate to each other: voluntarily or coercively. The 
government is pure coercion, and sociopaths are drawn to its power and force.

The majority of Americans will accept the situation for two reasons: One, they have no philosophical 
anchor to keep them from being washed up onto the rocks. They no longer have any real core beliefs, and 
most of their opinions – e.g., “We need national health care”, “Our brave troops should fight evil over there 
so we don’t have to fight it over here”, “The rich should pay their fair share” – are reactive and comforting. 
The whole point of spin doctors is to produce comforting sound bites that elude testing against reality. And, 
two, they’ve become too pampered and comfortable, a nation of overfed losers, mooches and coasters who 
like the status quo without wondering how long it can possibly last.

It’s nonsensical to blather about the Land of the Free and Home of the Brave when reality TV and 
Walmart riots are much closer to the truth. The majority of Americans are, of course, where the rot 
originates – the presidential candidates are spending millions taking their pulse in surveys and polls and 
then regurgitating to them what they seem to want to hear. Once a country buys into the idea that an 
above-average, privileged lifestyle is everyone’s minimum due, when the fortunate few can lobby for special 
deals to rake something off the table as they squeeze wealth out of others by force, that country is on the 
decline. Lobbying and taxation rather than production and innovation have never been able to sustain 
prosperity. The wealth being squeezed took centuries to produce, but it is not inexhaustible.

http://www.youtube.com/watch?v=XztrTGXl29U
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In that light, it was interesting to hear Mitt Romney, the 
presumptive Republican nominee, speak about the lower, 
middle and upper classes recently. Romney is an empty suit, 
only marginally better than the last Republican nominee, the 
hostile and mildly demented John McCain. In any event, 
Romney is right about the poor, in a way – there is a “safety 
net,” now holding 50 million people on Medicaid and 46 
million on food stamps, among many other supposed benefits. 
And he’s right about the rich; there’s no need to worry about 
them at the moment – at least until the revolution starts. He 
claims to worry about the middle class, not that his worries will 
do anything to help them. But he’s right that the middle class 
is where the problem lies. It’s just a different kind of problem 
than he thinks.

People generally fall into an economic class because of their psychology and their values. Each of the three 
classes has a characteristic psychological profile. For the lower class, it’s apathy. They have nothing, they’re 
ground down and they don’t really care. They’re not in the game, and they aren’t going to do anything; 
they’re resigned to their fate. For the upper class, it’s greed and arrogance. They have everything, and they 
think they deserve it – whether they do or not. The middle class – at least in today’s world – is run by fear. 
Fear that they’re only a paycheck away from falling into the lower class. Fear that they can’t pay their debts 
or borrow more. Fear that they don’t have a realistic prospect of improving themselves.

The problem is that fear is a negative, dangerous and potentially explosive emotion. It can easily morph 
into anger and violence. Exactly where it will lead is unpredictable, but it’s not a good place. One thing 
that exacerbates the situation is that all three classes now rely on the government, albeit in different ways. 
Bankruptcy of the government will affect them all drastically.

With sociopaths in charge, we could very well see the Milgram Experiment reenacted on a national scale. 
In the experiment, you may recall, researchers asked members of the public to torture subjects (who, 
unbeknownst to the people being recruited, were paid actors) with electric shocks, all the way up to what 
they believed were lethal doses. Most of them did as asked, after being assured that it was “alright” and 
“necessary” by men in authority. The men in authority today are mostly sociopaths.

WHAT TO DO

One practical issue worth thinking about is how you, as someone with libertarian values, will manage in a 
future increasingly controlled by sociopaths. My guess is poorly, unless you take action to insulate yourself. 
That’s because of the way almost all creatures are programmed by nature. There’s one imperative common 
to all of them: Survive! People obviously want to do that as individuals. And as families. In fact, they want 
all the groups that they’re members of to survive, simply because (everything else being equal) it should 
help them to survive as individuals. So individual Marines want the Marine Corps to survive. Individual 
Rotarians want the Rotary Club to prosper. Individual Catholics leap to the defense of the Church of 
Rome. 

 “... fear is a negative, 
dangerous and potentially 
explosive emotion. It can 
easily morph into anger and 
violence. Exactly where it 
will lead is unpredictable, but 
it’s not a good place.”

http://www.youtube.com/watch?v=tqSrpynRTlk
http://www.youtube.com/watch?v=o-zoPgv_nYg
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That’s why individual Germans during World War II were, as has been asserted, “willing executioners” – 
they were supporting the Reich for the same reasons the Marines, the Rotarians and the Catholics support 
their groups. Except more so, because the Reich was under attack from all sides. So of course they followed 
orders and turned in their neighbors who seemed less than enthusiastic. Failing to support the Reich – even 
if they knew it had some rather unsavory aspects – seemed an invitation to invading armies to come and 
rape their daughters, steal their property and probably kill them. So of course the Germans closed ranks 
around their leaders, even though everyone at the top was a sociopath. You can expect Americans to do the 
same.

Americans have done so before, when the country was far less degraded. During the War Between the 
States, even saying something against the war was a criminal offense. The same was true during World 
War I. In World War II, the Japanese were all put in concentration camps on groundless, racially based 
suspicions of disloyalty. During the early years of the Cold War, McCarthyism was rampant. The examples 
are legion among humans, and the US was never an exception. It’s even true among chickens. If a bird has 
a feather out of place, the others will peck at it, eventually killing it. That out-of-place feather is deemed a 
badge of otherness announcing that its owner isn’t part of the group. Chicken Autre must die.

Libertarians, who tend to be more intelligent, better informed and very definitely more independent 
than average, are going to be in a touchy situation as the crisis deepens. Most aren’t going to buy into the 
group-think that inevitably accompanies war and other major crises. As such, they’ll be seen as unreliable, 
even traitors. As Bush said, “If you’re not with us, you’re against us.” And, he might have added, “the 
Constitution be damned.” But of course that document is no longer even given lip service; it’s now a 
completely dead letter.

It’s very hard for an individualist to keep his mouth shut when he sees these things going on. But he’d 
better keep quiet, as even HL Mencken wisely did during both world wars. In today’s world, just keeping 
quiet won’t be enough; the national security state has an extensive, and growing, file on everybody. They 
believe they know exactly what your beliefs, desires, fears and associations are, or may be. What we’re now 
facing is likely to be more dangerous than past crises. If you’re wise, you’ll relocate someplace where you’re 
something of an outsider and, by virtue of that fact, are allowed a measure of eccentric opinion. That’s why 
I spend an increasing amount of time in Latin America. I hope you can join me at our next get-together 
there in March. In truth, however, security is going to be hard to find anywhere in the years to come. The 
most you can hope for is to tilt the odds in your favor. 

The best way to do that is by diversifying your assets internationally. Allocating your wealth into real assets. 
Linking up with sound, like-minded people who share your values. And staying alert for the high-potential 
speculations that inevitably arise during chaotic times.  
 
Back to Table of Contents
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Roth Arithmetic 
By Terry Coxon

It’s clear to me, even though it may not be clear to you, that unless there is something very unusual about 
your situation, if you have a traditional IRA, you should pay the tax now and convert it to a Roth IRA. 
Not just maybe, but definitely. Not just for a small advantage but for a big one. If you don’t convert today, 
you’ll ultimately surrender much more to the tax collector. You’ll be throwing money away. And you’ll keep 
throwing it away. It’s a result neither of us wants.

Your IRA is an object in motion, with money going in and out of it and investments turning over inside of 
it. It lives not just on your brokerage statement but across the years of your calendar as well. That’s why the 
Roth conversion question can seem so tangled. Because of the time dimension, deciding whether to convert 
isn’t as simple as deciding whether to replace one stock with another. But there is, as I’ll try to show, a way 
to look at the question that cuts through the complexity.  
 
 
Comparisons

With a traditional IRA, you are allowed to contribute $5,000 per year of employment income (or $6,000 
if you are 51 or older), and, if your income isn’t too high, you receive a tax deduction for the contribution. 
Earnings inside the IRA accumulate and compound free of current tax. Later, when you withdraw the 
money, it comes to you as taxable income (except to the extent of any contributions that weren’t tax 
deductible when made, which come out tax free). 

With a Roth IRA, if your income isn’t too high, you may contribute up to the same $5,000 or $6,000 per 
year, but none of it is tax deductible. Just as with a traditional IRA, earnings inside the Roth accumulate 
and compound free of current tax. When the money comes out, assuming you are at least 59 ½ years old 
and the IRA is at least five years old, the money goes tax free straight to your pocket.

Whether traditional or Roth, any IRA’s power to make you richer comes from tax-deferred compounding. 
Consider a simple example that compares an ordinary, taxable savings account with a traditional IRA. 
Assume, for the sake of simplicity, that:

•	 An individual is willing to forgo $1,000 of current spending.

•	 He’s putting money away for 30 years. 

•	 His income tax bracket (federal and state) during the 30-year period is a constant 40%.

•	 The before-tax rate of return is a constant 5% per year.

The ordinary savings account starts with $1,000, the amount of current spending the investor is willing to 
forgo. Given a 40% tax bracket, the earnings compound at an after-tax rate of 3%, so at the end of 30 years, 
the investor has $2,427 in spendable cash.

The traditional IRA starts with $1,666.67, since, given the tax deduction and a 40% tax rate, that’s the 
amount that entails forgoing $1,000 of current spending. The earnings will compound at a tax-deferred rate 
of 5%, so at the end of the 30 years there is $7,203 in the traditional IRA. When the investor withdraws 
the entire amount and gives up 40% in tax, he’s left with $4,322 in spendable cash – 78% more than if he 
hadn’t used the IRA.
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How does a Roth IRA stack up against a traditional IRA? Redo the calculations for a Roth and you find 
the same result, to the penny. The Roth starts with $1,000. The earnings grow at a tax-free rate of 5%, so 
at the end of the 30 years, there is $4,323 in the Roth IRA. And since withdrawals from a Roth can be tax 
free, it’s all spendable cash.

There is a fourth possibility, which I’ll call a “Lame IRA.” A Lame IRA is a traditional IRA that has been 
funded with contributions that were non-deductible because the owner’s income was too high. Like the 
Roth, it starts with $1,000, and at the end of the 30 years the balance is $4,323. But of that amount, $3,323 
is taxable when it is withdrawn. After paying tax, the owner is left with just $2,993 in spendable cash. This 
is the weakest outcome for an IRA, but it still beats an ordinary savings account. 

The Free Hand You Don’t Have

A 78% improvement in wealth accomplished with a traditional IRA is a big payoff for filling out a few 
papers. So if you had a free hand – meaning if there were no contribution limits – how much of your 
income and assets should you put into a traditional IRA?

Part of the answer is easy: any interest-earning dollar assets (cash, money market funds, T-bills, taxable 
bonds, etc.) that are part of your overall portfolio should go into the IRA. In your hands, the interest they 
earn is heavily taxed. Inside the IRA, the interest is tax-deferred. The ideal IRA would be at least big 
enough to hold all your interest-earning dollar assets.

The same goes for any part of your portfolio that you plan on devoting to short-term trading – trades that 
you expect to last for less than one year and hence would generate short-term capital gains. Unless you 
have an unhappy inventory of capital losses, your short-term capital gains will be taxed at the same rate as 
ordinary income, and they’ll be taxed currently – unless they happen inside your IRA. So your ideal IRA 
would be big enough to hold all your short-term trades as well.

Longer-term positions are a different matter. Unless your traditional IRA has a long life ahead of it (at least 
20 years), you shouldn’t expand the IRA to make room for stocks you are holding for more than one year. 
Putting those stocks into the IRA risks a reverse alchemy – converting lightly taxed long-term gains into 
ordinary income.

What about gold? The top federal tax rate on gold profits is 28%, which, depending on your state, gets the 
bill to, perhaps, 34%. In any case, the rate is less than the ordinary income rate you pay when profits come 
out of a traditional IRA. So if you are planning to liquidate a traditional IRA within the next few years, it’s 
not the place to hold gold. But if your IRA is going to stay in business for another decade or longer, you 
likely will be selling much of the gold and reinvesting in something else, including interest-earning assets 
and perhaps short-term trades. In that case, yes, the ideal size for a traditional IRA would be big enough to 
hold most of the gold that is part of your overall portfolio. 

So, in general, moving your directly owned assets into a traditional IRA would be to your advantage. But 
there are limits. Moving assets whose return is taxed lightly could be a mistake.

With a Roth IRA, however, the picture is much simpler. Ideally, if it were possible, all your investments 
should be wrapped up in a Roth, for zero tax when profits are earned and zero tax when profits are 
paid out to you. Of course, that ideal isn’t available, but it demonstrates that with a Roth IRA, bigger is 
unambiguously better. And that gets us closer to answering the Roth conversion question.
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Deconstructing a Traditional IRA

Again assume, for the sake of simplicity, that you face a constant tax rate of 40% far into the future. 
Regardless of how wonderfully profitable the investments in your traditional IRA turn out to be (or how 
disappointing), and no matter how long the money stays in the IRA, 40 cents of every dollar that comes 
out will be lost to taxes. You’ll only get the 60 cents to spend. In other words, your traditional IRA is in fact 
a 60/40 partnership between you and the government. 

Now take a close look at your 60% share, which is all you really own. Its returns are free of current tax. And 
when the partnership liquidates (when money comes out of the IRA), you’ll collect your 60% share tax free. 
Sound familiar? Your 60% share of a traditional IRA is indistinguishable from a Roth IRA. It is a virtual 
Roth. And the other 40% isn’t yours at all. 

Traditional IRA
Government’s share = 40% Your Virtual Roth IRA = 60% 

 
Viewing a traditional IRA in that light, if the government were willing to sell its share and you could use 
your directly owned (non-IRA) assets to buy it, would it be smart for you to do the deal? The effect of a 
buyout would be to move your directly owned assets from their high-tax environment into the shelter of a 
Roth IRA. And we’ve already established that it is always better to have a dollar in a Roth than to have a 
dollar in your pocket. So if the government invites you to buy them out, you should almost certainly accept 
the offer.

In fact, the government is making you such an offer right now. It’s called a Roth conversion. Accept the 
offer. It’s a migration of assets from a high-tax environment to a zero-tax environment. Unless you believe 
that income tax rates are going to decline drastically, put your wealth on the boat.

Four More Factors

Moving more of your financial life into a tax-free Roth zone is by itself a compelling reason to make a 
Roth conversion. But there are several more advantages:

Inflation Protection

The years of rapid price inflation that many of us are expecting will increase the value of an IRA’s tax 
protection. Inflation generates profits that are accounting fictions but nonetheless are taxable. A stock 
whose price doubles during a period when what you buy at the grocery store has gotten twice as expensive 
hasn’t delivered a real profit. But when you sell the stock, your “gain” will be taxed as a capital gain... unless 
the stock is in your IRA.
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The tax picture for interest-earning assets during rapid price inflation is even uglier. Yields on money 
market instruments tend to rise along with inflation rates, on average leaving the investor with a real, after-
inflation return of about 1%. When inflation is running at 14%, for example, you can expect money market 
returns to be in the 15% neighborhood. But the entire 15%, not just the 1% true return, will be taxed – 
unless the investment is in a shelter such as an IRA. Avoiding a big tax bill on fictitious income adds to the 
importance of sending as much of your wealth to Rothland as possible. 

No Minimum Distribution Requirement

With a traditional IRA, you must take a minimum distribution every year starting at age 70 ½. Your IRA 
is forced into a slow liquidation, which pushes wealth back into the environment of full taxation. Dollar by 
dollar, tax deferral comes to an end.

With a Roth IRA, on the other hand, there are no minimum distribution requirements. You can let the 
money ride as long as you like. In nearly all cases, the best approach is to not touch the Roth until you’ve 
run out of directly owned assets. For many investors that means letting the Roth grow tax free for years 
past age 70 ½.

Heal the Lame

If any of your contributions to a traditional IRA weren’t tax deductible when you made them, your IRA 
is, to that extent, lame. The tax cost of moving those contribution dollars to a Roth is exactly zero, and the 
future earnings of those dollars can come out of the Roth tax free.

Additional Tax Savings

The range of investments that the tax rules permit an IRA to hold is broad – far broader than what you 
can get with any stockbroker, mutual fund family or insurance company. An IRA is authorized to own real 
estate of any kind, for example. It can own copyrights, patents and other intellectual property and collect 
royalties. It can own an equipment-leasing business. It can even have a foreign bank account. 

Anyone can gain access to such investments for his IRA by moving it to a custodian that will allow the 
IRA to own a limited liability company. The individual manages the LLC that his IRA owns, and the LLC 
buys and owns the investments. It’s a way to free yourself up to invest IRA money in almost any way you 
choose. 

The structure can provide an additional benefit. It can cut the tax bill on a Roth conversion by one-third 
or more. That is accomplished by adopting a valuation strategy that has become commonplace in estate 
planning.

The amount of taxable income that you recognize on a Roth conversion is equal to the “fair market value” of 
the property that moves from the traditional IRA to the Roth. For all tax purposes, fair market value means 
the price that would occur in a transaction between a willing buyer and a willing seller. If the property is a 
non-controlling interest in an LLC, its fair market value will depend on what’s in the LLC and also on the 
terms of the operating agreement that governs the LLC. With the right terms, that fair market value can 
be pushed far below the interest’s pro rata share of the LLC’s assets.

An example may make this less mysterious.
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Suppose you have a traditional IRA that owns an LLC that in turn owns $100,000 worth of marketable 
stocks. Under the terms of the LLC’s operating agreement:

•	 The Manager (you) has the discretion to make distributions at whatever time the Manager chooses.

•	 No owner of an interest in the LLC may sell it without the consent of the Manager.

•	 The Manager can be replaced, but only with the unanimous consent of the owners.

•	 The LLC can be liquidated, but only with the unanimous consent of the owners.

•	 The operating agreement can be amended, but only with the unanimous consent of the owners.

How much would anyone be willing to pay for a 50% interest in your IRA’s LLC? Certainly not $50,000. 
All he would be getting is the right to wait for you to decide to make a distribution, and he would have no 
power to get rid of you or to change the rules. So the fair market value of the 50% interest would be less 
than $50,000. How much less? A professional appraiser would tell you the fair market value of the interest 
is no more than $35,000 (possibly even less than that).

That valuation discount translates into tax savings. Move a 50% interest in the LLC to a Roth, and you 
recognize taxable income of only $35,000. The following year, repeat the exercise. That will put the entire 
LLC, with its $100,000 of assets, under the Roth umbrella, and you will be paying tax on just $70,000 of 
income.

Jumping

The advantages of converting a traditional IRA to a Roth stack up. Move more of your wealth into a 
tax-free environment. Achieve greater inflation preparedness. Escape the rules on required minimum 
distributions. Turn non-deductible contributions into a generator of earnings you can withdraw tax free. 
Cut the tax cost of getting spendable cash from the IRA by using a valuation strategy when you convert.

The advantages stack up so high that if your traditional IRA could read this article, it would be jumping 
around the room and waving its arms high and shouting “Convert me! Convert me!” I hope you can 
imagine hearing that advice and taking it. Every time you or anyone else acts on a legitimate opportunity to 
save on taxes, he deprives the government of the means for more mischief. You’d be doing us all a big favor. 
I do my part. Now it’s time for you to do yours.

In addition to his role as economist and editor with Casey Research, Terry Coxon is a principal in Passport IRA 
and the author of Unleash your IRA. 

The information included in this article is not to be construed as legal or tax advice; should you consider a Roth 
conversion, make sure to discuss your plans with your own CPA and tax advisor.
 
Back to Table of Contents
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How to Invest  
Our monthly look at ideas to keep your portfolio aligned with the bigger trends.

Bilateral agreements, or arrangements between countries to conduct trade on their own terms, have been making 
headlines recently. The most recent attention grabber was India and Iran’s agreement to trade oil for gold, 
circumventing the almighty US dollar. Could such arrangements mark the beginning of the end for the greenback as 
the world’s reserve currency? 

Mainstream media outlets have weighed in, but we find their assessments of the situation severely lacking. Given 
that our portfolio’s performance is tied to the dollar’s fate, a primer on reserve currencies is in order.

What Exactly Is a Reserve Currency?

A reserve currency is one nation’s currency that is held in reserve by many other nations and is often used 
to both buy goods internationally and to back other nations’ currencies. A reserve currency must be widely 
accepted in settlement of international transactions.

Referring to the dollar as “the” world’s reserve currency is actually inaccurate. In reality, the world has 
multiple reserve currencies, of which the dollar is currently the dominant one. Historically, one national 
currency has played an outsized global role in a particular time period, but multiple currencies can and do 
lay claim to “reserve” status concurrently.   
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The chart above illustrates countries’ holdings of foreign currencies since 1995. Today, as you can see, the 
dollar dominates with over 60% of global holdings, but it is by no means the only game in town. The euro 
accounts for nearly 30% of global holdings, and foreign holdings of pounds and yen, while small, are also 
significant.

So why do countries bother hoarding other nations’ fiat at all? For one, it allows a central bank to better 
protect the value of its own currency, but that’s not our main concern here. Trade between countries with 
two different currencies has to be settled in a common medium, and therein lies the US dollar’s biggest 
advantage: most international trade today (including oil, the world’s most traded commodity) is settled 
in dollars. When Japan purchases oil from Saudi Arabia, no yen or riyal changes hands; instead, Japan 
purchases Saudi oil with US dollars. For this reason, it behooves all countries to keep dollars on hand. And 
it’s not just oil – a full two-thirds of all international trade is settled in US dollars.

Historical Context

The dollar isn’t the world’s first dominant reserve currency, and it won’t be the last. The silver drachma, first 
issued by Athens in the fifth century BCE, was probably the first currency used widely outside of its home 
country’s borders. The graphic below depicts all of the dominant reserve currencies since. The status of each 
rose and fell with the commercial and economic success of its issuing empire:

In a more modern sense, it’s commonly accepted that the dollar became the world’s dominant reserve 
currency upon the adoption of the Bretton Woods system in 1944. That’s technically true; from 1944-1971, 
nearly all world currencies were pegged to the dollar. But also during that time, the dollar was redeemable 
for gold at $35/oz., so gold was actually the de facto reserve currency. The current incarnation of the dollar 
as a fiat currency backed only by promises and the ability to tax has only been around for 40 years.

http://www.caseyresearch.com/articles/will-iran-kill-petrodollar
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The Dollar’s Reserve Status Is Not in Danger, But…

Given that the dollar is not the only but one of many 
reserve currencies, it’s important to recognize that its 
dominance is not binary but relative. Most countries 
use the dollar as an international medium of exchange 
because it is (or, some would argue, was) the best available 
option. As a result, the international community won’t 
suddenly decide to use, say, the renminbi instead. What’s 
more likely is that the dollar’s dominance will wane over 
time.

This is exactly what we’re starting to see now. Other 
countries around the world are slowly but surely chipping 
away at the dollar’s hegemony. Major partnerships 
between and among China, Japan, Russia, India and 
Iran have developed in the last few years, each seeking 
to limit or exclude altogether the dollar’s role in their 
transactions. But while the dollar will probably slide 
closer to parity with the other currencies of the world, 
the threat of another currency rising to dominance and 
replacing the dollar is near zero. The reason is simple: lack 
of alternatives.

Consider the contenders: The euro, which may not even 
exist a year from today? Japan, with its debt approaching 
1 quadrillion yen? Even the well-managed, politically 
stable, resource-based currencies of Canada and Norway 
are far too small to serve as serious reserve currencies. The 
Chinese renminbi may be the best long-term challenger, 
but while China’s global ascent has been impressive, it 
still has a long way to go in liberalizing its economic 
restrictions.

So while international currency diversification will 
continue, and the dollar’s commanding 2/3 share of global trade is sure to shrink considerably, it will retain 
its status as the top reserve currency for the foreseeable future, albeit by a slimmer margin. Think of it this 
way: the dollar has been the 800 lb. gorilla in the global currency markets for the past 40 years. A 1,000 lb. 
gorilla won’t come along and supplant it anytime soon, but a couple of 500-pounders should join the party 
and erode the US’s large comparative advantage.

Going forward, we expect a global landscape in which a few currencies dominate particular regions. For 
example, the US dollar maintains its grip on the Americas, the euro or one of its successors serves Europe 
and a combination of the yen/renminbi dominates the Far East. 

The End Game 
 
The one long-term, viable alternative to 
the dollar is gold, or, perhaps, a currency 
redeemable for gold. We fully expect the 
dollar to eventually fall to zero, as all fiat 
currencies inevitably do.
Ultimately, fiat currencies are predicated 
upon nothing but public confidence, 
and unfortunately, the public at large 
remains totally oblivious to the ongoing 
debasement. The death of fiat will 
come when a cataclysmic crisis shakes 
public confidence from paper back into 
gold. But even in the event of such a 
crisis, there’s no certainty regarding the 
conclusions people will draw. What 
would your neighbor say if overnight, 
the dollar dropped in value by 50%? He 
or she would probably get angry at the 
greedy retailers who doubled their prices!  

Our discussion of reserve currencies 
is not meant to imply that they are 
anything other than worthless paper; 
they’re not. But it could take a long 
time before the public wakes up. In 
the meantime, the dollar isn’t going 
anywhere.
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Effect on Our Investments

The fact that more than half the world settles its transactions in US dollars has a profound impact on our 
investments. As the top fiat dog, demand for the dollar is much higher than it would be otherwise, which 
props up its value. As the dollar’s global importance slowly slips and global demand for it declines, there are 
two primary takeaways for our portfolio:  

1. The dollar’s price will decrease, leading to nominal price increases in all things priced in dollars. 
This is bullish for our precious metals, stocks and foreign currency holdings.

2. Over time, falling demand for the dollar should lead to fewer Treasury buyers, meaning Treasury 
yields will need to increase to entice buyers. This is bullish for our rising-rate plays.

Overall, it’s no coincidence that these events are a boon to our investments; our portfolio has always been 
structured to protect and profit from dollar depreciation. Count this as another factor on a long list of 
reasons to diversify away from the dollar and use alternative methods of storing wealth.

Gold and Silver

Both silver and gold are back in familiar territory as the first and second best-performing assets in 2012 so 
far. In January, silver rose 19.3% and gold rose 13.9%. For the moment, happy times are here again. But The 
Casey Report readers know that precious metals sentiment and prices can change on a dime; volatility is the 
norm.

Does this volatility make them risky? That depends. Oftentimes, particularly with precious metals, volatility 
and risk are confounded. But actually, if one invests properly, volatility need not be risky.

Consider two investors: one who levers himself to purchase assets, and one who purchases assets only with 
available cash.

For investor one, both silver and gold are indeed quite risky. Corrections of 20-50% are commonplace; 
if such a correction hits at the wrong time, margin calls or other demands for capital related to his other 
assets could conspire to force him to liquidate his precious metals at unfavorable, depressed prices, locking 
in losses.  

Investor two, on the other hand, only purchases assets with cash – that is, capital he saved from producing 
more than he consumed. For this responsible fellow, a temporary price drop means nothing more than 
perhaps the opportunity to purchase more metals. With a long-term view toward preserving his wealth, 
gold’s volatility is not risky at all.

The risk is in the strategy. Provided one is investing in assets of long-lasting, stable value like gold (and not 
assets on their way to zero, including, in time, the dollar), the only risk is being forced to liquidate one’s 
investment at an inopportune time. And that risk is eliminated by eschewing leverage. Invest conservatively 
and responsibly, and you’ll sleep well at night, regardless of gold’s swings.
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When to Invest

Last month, we issued a conservative recommendation to buy Telecom Italia (TI) below $9. Our rationale 
for entering with such care was twofold: Europe was in full-fledged crisis mode, with equities still 
plummeting, and the euro itself was freefalling as well. It was clear that TI was undervalued, but we didn’t 
want to try to catch a falling knife, so we played it safe; a buy under $9 carried only a minute risk of capital 
losses.

This month, the situation across the pond has stabilized a bit, and we’re more comfortable purchasing 
a small allocation of TI at today’s prices. We’re still proceeding with caution and recommend dollar 
cost averaging by purchasing 20% of your desired allocation every 4-6 weeks, but we now recommend 
purchasing your first 20% tranche at current market prices, ideally on a weak day.

Original Recommendation of TI

Interest Rates

Our inverse interest rate plays have been the dogs of our portfolio. Every fundamental driver imaginable 
is on our side in these trades: supply and demand, Federal Reserve monetary policy, runaway government 
spending and debt, rising international currencies and the simple fact that rates really cannot go much 
lower. For now, however, the dollar is still perceived as the best shelter from economic peril, so rates remain 
suppressed. We are still convinced we will ultimately be proven right, but we were clearly early (and 
therefore wrong) on the timing of this trade.  

We’re continuing to short rates using these vehicles. But for frustrated readers, we offer an alternative 
strategy: it’s unlikely there will be much rate action before the elections are complete; the Fed has kicked 
the can down the road this far, so they can certainly kick it for a few more months. If you’re so inclined, 
sell your positions and take the tax loss. Then, in the next few months (and after the wash sale period of 30 
days), buy back in.

Of course, recognize that there is a certain degree of risk in doing so. If you temporarily close these 
positions, there is always a chance you could miss the boat, which is why we prefer waiting it out. Weigh 
your risk/reward, and if you’d like to take the loss and free up your cash for a few months, consider selling 
TBF or RRPIX with an eye towards buying them back in 4-6 months.

New Investment Recommendation 
 
WisdomTree Emerging Markets Equity Income Fund (NYSE.DEM) 

Executive Summary: The WisdomTree Emerging Markets Equity Income ETF (DEM) offers 
broad, diversified exposure to emerging market economies, a strong income stream and additional 
profit potential from further weakening of the US dollar.  

The Trade: Buy DEM at current prices, ideally under $56

http://my.caseyresearch.com/displayTcr.php?id=54#TI
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Key Financials  
Current Price (2/6/11) $57.04 Portfolio Turnover 33% 
52-Week High/Low $64.86 - $45.97 Expense Ratio 0.63% 
Net Asset Value $56.61 Premium/Discount 1.25% 
Total Assets $2.81 billion Dividend Yield (TTM) 4.12% 

 
Developed markets worldwide remain lethargic; Europe’s sovereign debt problems are well documented 
and promising investments in the US and Japan are equally scarce. Given the slew of unresolved problems 
developed markets still face, we decided to look elsewhere, namely emerging markets, for this month’s 
recommendation. 

The benefits of investing in emerging markets (EM) are well known. Growth in EMs has easily outpaced 
that of developed markets to the tune of 5% annually over the past seven years, a trend that is expected to 
continue. HSBC’s Global Research expects emerging economies to expand 5.3% in 2012 and 6.1% in 2013, 
dwarfing the expected 0.6% expected growth of developed economies over the same period.  

EMs offer superior returns on the back of that strong growth. Of course this is usually accompanied by 
increased risk, and the foremost risk with EMs is stability. Capital in immature markets is typically very 
timid and tends to flee at the first sign of trouble. The question becomes: how do we harness the upside 
without taking on unnecessary risk?

The answer is to diversify. By investing in companies that are diversified by both geography and industry, 
we can substantially reduce EM risk. If we spread our risk around the globe, one country’s political or 
economic instability will only have a small effect on our overall return. This way, we can ride the wave of 
outperformance by EMs and mitigate localized risks.  

Our pick this month, WisdomTree Emerging Markets Equity Income Fund (DEM), does just that. 
DEM holds 300 of the highest dividend-yielding emerging market companies and is diversified across 18 
countries and 9 sectors. The fund is passively weighted by annual dividends paid, meaning it only invests in 
strong, stable, cash flow-positive companies. 

Most importantly, DEM 
has proven quite resilient 
in times of crisis. To the 
right is a comparison of the 
performance of DEM vs. the 
S&P 500 since mid-2007, 
encompassing the global 
financial crash of 2008:  
 
From its low of $27.60 
in March 2009, the fund 
rebounded to pre-crisis levels 
of $52.20 by January 2010, 
less than a year later. The 
S&P 500, on the other hand, 
still sits more than 100 points 
below its pre-crisis high. 
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Furthermore, DEM’s largest quarterly loss was 39.8% in the summer/fall of 2008. In the three months 
following, it quickly erased those losses, shooting up 46.7%. This stands to reason; global correlation is 
typically very tight in crises, but during rebounds, EM equities generally outperform their developed peers.

We also particularly like the income DEM provides. It currently yields an attractive 4.12% dividend; the 
dividend is variable, since it depends on the dividends paid by the underlying companies, but DEM has 
yielded at least 3.3% in each year since 2008, so we expect the dividend to remain strong. This combination 
of a strong income stream, capital appreciation potential and managed risk is hard to come by.

Currency Benefit

The Casey Report readers of any duration know that we believe the dollar’s long-term future is bleak. The 
reasons are well documented, including the developing trend away from dollar usage in international trade, 
which we discuss above.

DEM holds foreign stocks directly on the foreign exchanges, and these stocks are denominated in each 
country’s currency. Each company is originally quoted and earns its profits in local currency, and these 
quotes and profits are then translated to dollars for investors in DEM. For this reason, when the dollar 
weakens against these other currencies, the gains accrue to investors in DEM. We’re very happy with this 
additional upside and the fact that we can accomplish two separate objectives with DEM: diversifying our 
equity risk and diversifying our currency risk. 

Geographic Allocations 

 
DEM holds companies in a whopping 18 different countries. No geographic area dominates – its top three 
holdings, Brazil, Taiwan and South Africa, are all on different continents.  
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At first glance, the fund’s small allocation to China (only 3.2%) is surprising – after all, China is the mother 
of all emerging economies. But we’re actually happy with the low direct allocation… the economic data 
coming from China is only so believable, and its investment climate is exceedingly opaque. We’re leery and 
prefer to keep our investment in China to a minimum, at least until the hard landing that we expect may 
come sooner rather than later.

That said, DEM does have exposure to China’s upside. Both Brazil and Taiwan, for example, export heavily 
to China. Overall, we’re content with DEM’s moderate indirect and low direct exposure to China; it makes 
for manageable medium risk/medium reward.

Sector Allocations 

 
DEM invests in nine different sectors and has an allocation of 10% or more in five separate sectors.

We aren’t thrilled with DEM’s 26% allocation to financials, but we do take comfort that EM financials 
tend to have tighter regulatory oversight (especially in Brazil) and more transparent derivative markets than 
their developed counterparts. As such, EM financials are not subject to the same level of uncertainty as are 
the financial behemoths of Europe, the US and Japan.

Overall, diversity is once again the key. No single industry dominates, and risk is spread throughout many 
sectors.

Recommendation 

DEM offers a rare combination of income, strong appreciation potential and managed risk; we recommend 
a purchase of DEM at current market prices, ideally below $56.
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The Speculator’s Corner

Significant Updates 

Assured Guaranty (AGO) April 2012 Puts @ $10.00 Strike (AGO120421P00010000): AGO has rallied 
above prior resistance and now looks rather bullish on daily charts. Without a clear topping pattern, which 
will likely take at least a month to develop and trigger, the time frame for the puts is in jeopardy. As such, 
we recommend closing the position. Our remaining puts are in “Free Ride” territory after we recouped our 
initial investment back in August, so the proceeds of this sale will be pure profit. 

Deutsche Bank (DB) April 2012 Puts @ $30.00 Strike (DB120421P00030000): Deutsche Bank has rallied 
back to our entry level of $44.00, but it still looks quite bearish on longer-term charts. We’ve already 
locked in a 57% return on half of the position, and our official recommendation is to hold the April puts. 

Alternatively, if you have a higher risk tolerance and would like to give this trade more time to materialize, 
you may buy the January 2013 puts on DB at the $40.00 strike price, currently priced at $6.05. If you go 
that route, look to exit on a move in the share price near the recent lows of $31.42.

M&T Bank Corporation (MTB) April 2012 Puts @ $50.00 Strike (MTB120421P00050000): MTB has 
been on a relentless rally since mid-December. Unfortunately, now that the stock is trading above $82.00, 
it’s very unlikely that these puts go into the money by April. Like AGO, MTB needs to form a clear 
topping pattern before it moves lower because of the strength of this rally. We recommended closing the 
position.

US Brent Oil Fund (BNO) April 2012 Calls @ $78.00 Strike (BNO120421C00078000) / iShares iBoxx $ 
High Yield Corporate Bond ETF (HYG) March 2012 Puts @ $85.00 Strike (HYG120317P00085000): Brent 
crude has performed well, even as domestic West Texas Intermediate crude oil has weakened significantly. 
The calls are in the money with BNO trading at $79.70, but the puts are not yet near our target price. Hold 
them for a move higher. 

HYG has stubbornly hovered near $90.00. Though we still think HYG is poised to move lower soon, time 
decay is setting in. Since the March expiration is fast approaching, we recommend placing an offer to sell 
the puts above $0.50 on the next move down.

PowerShares Deutsche Bank Agricultural Fund (DBA) January 2013 Calls @ $28.00 Strike: DBA has 
performed well so far – the options are now theoretically priced at $3.00, amounting to a 20% gain. We 
recommend holding this position for a rally this year.

VIX: Using Fed Intervention as an Entry 
By Aaron Bedrick 

Executive Summary: The Fed has successfully sucked volatility out of the markets using dovish 
language and monetary policy. History shows that following these volatility-subduing actions by 
the Fed, spikes often follow within 1-3 months. 

The Trade: Buy the ProShares Short-term VIX Futures ETF (VIXY) between $42.02 and 
$58.36. Exit the position at a target price between $84.81 and $126.30. 
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It appears that the Fed has finally succeeded in quashing volatility and pumping up stocks; almost all of the 
most-watched equity indices are at or near multi-year highs, and the Nasdaq has hit levels not seen since 
2001!

Though economic data has been slightly improving, we don’t believe this performance is a result of 
improved fundamentals. On the contrary, markets are increasingly being driven only by the Fed’s decisions, 
a departure from reality from which we can profit.  

For proof that the Fed is in the driver’s seat, look to the most recent major lows and breakouts: most have 
coincided with major Fed announcements. The low in August was made the same day as the FOMC 
speech introducing multi-year ZIRP, and a sharp rally followed. Again, in October, a low was made on the 
day that Bernanke declared to the Joint Economic Committee that the Fed “is prepared to take stronger 
action to promote a stronger economic recovery in the context of price stability,” and an even sharper rally 
followed.

And sometimes, even when the markets are performing well, the Fed still can’t help itself: markets were 
quite strong in January, and the Fed still decided to extend the ZIRP policy past 2014, resulting in a rally 
that continues to this day.

Every time markets rally on Fed announcements, the VIX, a measure of volatility and risk in the market, 
plummets (please see the March 2011 edition of The Casey Report for a more comprehensive overview of 
the VIX). But given that none of the world’s economic problems are fixed, the next volatility spike is always 
just one piece of bad news away.

History shows that when volatility is artificially suppressed by the Fed as it is today, it’s usually a good time 
to buy the VIX. In 2007 and 2008 during the mortgage crisis, volatility spiked multiple times, and each 
spike was met with a heavy dose of Fed action. Each time the Fed succeeded in knocking the VIX back 
down, but only until the next spike. The Fed continually subdued volatility by both actions and language, 
but each trough turned out to be a great opportunity to buy in anticipation of the next spike.

http://my.caseyresearch.com/displayTcr.php?id=38#a4
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click here to enlarge
 
We’re currently in one of those troughs. With the world facing another debt crisis, this time of the 
sovereign debt variety, the fundamentals suggest that we should be experiencing moderate to high volatility. 
Nevertheless, the Fed’s most recent proclamation to extend ZIRP through 2014 has beaten the VIX down 
below $17.00. This volatility crush is the entry point we’ve been waiting for.  

VIXY, our favored vehicle for trading the VIX (we explain why in the July 2011 edition of The Casey 
Report) is currently at its lowest price since August 2. We recommend buying VIXY when it is trading 
below the June 2010 highs of $58.08 and above the all-time lows of $43.00. 

As we have mentioned in prior issues, volatility ETFs have a history of declining in value if held too long, 
and spikes are often short-lived, so look to exit the position during the next volatility spike when VIXY 
is trading between $85.00 and $100.00. It’s exceedingly likely that any spike will come between issues, so 
only enter this trade if you’re nimble enough to monitor VIXY and exit at the appropriate time. And, as 
always, this is a speculative play, so only trade with speculative capital.

http://www.caseyresearch.com/images/HTI_Chart2_Feb2012_lg.png
http://my.caseyresearch.com/displayTcr.php?id=43#a5
http://my.caseyresearch.com/displayTcr.php?id=43#a5
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The Casey Report Portfolio

THE CASEY REPORT PORTFOLIO1

INVESTMENT Ref.  
Date2 Symbol Current  

Recommendation
Price  

at Issue
Price  

2/6/12
Price  

Target

Gain / 
(Loss) 

%3

GOLD & SILVER
Buy Gold - Buy $937.50 $1,719.95 - 83%
Buy Silver - Buy $17.56 $33.63 - 92%
Central Fund of 
Canada 10/5/2009

CEF
Buy

$12.98 $22.99 - 77%
T.CEF.A $13.90 $22.81 - 64%

Please see above for discussion of gold and silver.
Market Vectors 
Gold Miners ETF 11/1/2008 GDX Buy on Weakness $57.00 $55.54 - -2%4

GDX had a strong month overall, rising 6%. Gold miners still have a long way to go to catch up to physical 
gold and regain the upside potential they used to offer, but we remain convinced that is exactly what will 
happen. Continue to accumulate shares of GDX on price weakness, in anticipation of eventual explosive 
upside.
ENERGY PLAYS
Vanguard Energy 
ETF 7/6/2010 VDE Buy on Weakness $97.17 $107.37 - 12%

VDE climbed this month along with Brent Oil and now sits at a 6-month high. The long-term global 
demand for oil will continue to rise, and as much as we dread the impending potential conflict between 
the US and Iran, such a situation would be a boon to oil investors. Continue to accumulate shares of VDE 
during price weakness.
AGL Resources Inc. 7/20/2011 AGL Buy $41.28 $41.25 $50 2%
No news from GAS leading up to its earnings release on February 22; be sure to visit our portfolio page, 
where we’ll give our take on GAS’s performance.
EMERGING TRENDS
American Water 
Works Company 
Inc.

8/11/2011 AWK Buy on Weakness $31.16 $34.49 $38 - 
$42 11%

AWK remains on track and posted a strong 7% gain this month. It’s been quiet leading up to AWK’s next 
earnings release on February 24 - we’ll cover the release on our portfolio page and in next month’s 
edition of The Casey Report.
Brasil Foods SA 
(ADR) 10/13/2011 BRFS Buy on Weakness $20.29 $19.39 $24-

$28 -4%

No news from our Brazilian food play this month. Continue to buy on weakness in order to position 
yourself for the long-term trend of increased food demand from growing middle classes in emerging 
countries.

http://my.caseyresearch.com/portfolio/stock-detail/450/
http://my.caseyresearch.com/portfolio/stock-detail/450/
http://www.caseyresearch.com/quote/CEF
http://www.caseyresearch.com/quote/CEF.A.TO
http://my.caseyresearch.com/portfolio/stock-detail/262/
http://my.caseyresearch.com/portfolio/stock-detail/262/
http://www.caseyresearch.com/quote/GDX
http://my.caseyresearch.com/portfolio/stock-detail/524/
http://my.caseyresearch.com/portfolio/stock-detail/524/
http://www.caseyresearch.com/quote/VDE
http://my.caseyresearch.com/portfolio/stock-detail/4147/
http://www.caseyresearch.com/quote/AGL
http://my.caseyresearch.com/portfolio/stock-detail/4244/
http://my.caseyresearch.com/portfolio/stock-detail/4244/
http://my.caseyresearch.com/portfolio/stock-detail/4244/
http://www.caseyresearch.com/quote/AWK
http://my.caseyresearch.com/portfolio/stock-detail/4449/
http://my.caseyresearch.com/portfolio/stock-detail/4449/
http://www.caseyresearch.com/quote/BRFS
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GLOBAL DIVERSIFICATION
iShares MSCI Chile 
Investable Market 
Index Fund

2/3/2011 ECH Buy $70.83 $65.95 - -5%

Global X FTSE 
Norway 30 ETF 2/3/2011 NORW Buy $15.93 $14.05 - -10%

WisdomTree 
Emerging Markets 
Equity Income Fund

2/9/2012 DEM Buy $57.04 $57.04 - 0%

Both ECH and NORW had their best months in a while, rising 9% each. While international sectors will 
rise and fall with risk and volatility, Chile and Norway’s conservative management and fundamental 
economic strength should bring stronger returns than equities in developed markets over the long term. 
Continue to diversify by accumulating shares of ECH and NORW. 
EUROPEAN CRISIS
Telecom Italia 
S.p.A. (ADR) 1/10/2012 TI Buy on Weakness $10.38 $10.38 $16-

$18 0%

Please see above for discussion of TI.
INTEREST RATES
ProFunds Rising 
Rates Opp Inv 7/1/2008 RRPIX Buy $17.88 $8.05 $49 -55%

ProShares Short 
20+ Year Treasury 6/9/2011 TBF Buy $41.50 $31.86 $61 -23%

Please see above for discussion of interest rates.
DIVERSIFY CASH 
Norwegian Krone 6/3/2010 NOK Buy 0.1542 0.1738 - 13%
Canadian Dollar 6/3/2010 CAD Hold 0.9542 1.0039 - 5%
The dollar predictably resumed its slide this quarter, and we picked up 3% gains on each of our preferred 
cash alternatives. Continue to diversify your cash to hedge against money printing by the Federal 
Reserve.
1 This sheet represents our current portfolio recommendations and is not a comprehensive track record. 
2 Reference date is the release date of the publication when the recommendation was originally made in The Casey Report. 
3 Includes Dividends 
4 We also hold a free ride position in GDX, which we recommended for purchase on 1/14/2010 and recommended a free ride on 4/14/2011. We netted a 28% gain 
upon taking the free ride, which is not included in GDX’s performance above.

*Portfolio Page Updates: Get the latest on your companies by regularly visiting the portfolio page on our 
website, or click here. 
 
Back to Table of Contents

http://my.caseyresearch.com/portfolio/stock-detail/2958/
http://my.caseyresearch.com/portfolio/stock-detail/2958/
http://my.caseyresearch.com/portfolio/stock-detail/2958/
http://www.caseyresearch.com/quote/ECH
http://my.caseyresearch.com/portfolio/stock-detail/2959/
http://my.caseyresearch.com/portfolio/stock-detail/2959/
http://www.caseyresearch.com/quote/NORW
http://my.caseyresearch.com/portfolio/stock-detail/4927/
http://my.caseyresearch.com/portfolio/stock-detail/4927/
http://my.caseyresearch.com/portfolio/stock-detail/4927/
http://www.caseyresearch.com/quote/DEM
http://my.caseyresearch.com/portfolio/stock-detail/4785/
http://my.caseyresearch.com/portfolio/stock-detail/4785/
http://www.caseyresearch.com/quote/TI
http://my.caseyresearch.com/portfolio/stock-detail/330/
http://my.caseyresearch.com/portfolio/stock-detail/330/
http://www.caseyresearch.com/quote/RRPIX
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http://www.caseyresearch.com/quote/TBF
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Casey’s Data Farm  
A monthly recap of data worth paying attention to.

Mining and Financial Services Trade Job Numbers 

 

While employment growth is still sluggish, big changes are happening beneath the surface. During the 
height of the bubble, easy money encouraged malinvestment in certain sectors of the economy. In a 
healthy economy, the ensuing bust should liquidate those malinvestments and reallocate resources to more 
productive sectors. Is that happening?

Actually, it is. Financial services jobs have barely recovered from their epic crash, while mining jobs have 
resumed their pre-bust rate of growth – more people are working in mining today than prior to the 
recession.  

There is a footnote worth mentioning: mining doesn’t just include metals but extraction of all resources, 
including oil, gas and coal. Even though the price of oil isn’t nearly as high as during the boom, the number 
of oil and gas jobs have surpassed boom-time levels. Projects such as the Keystone pipeline are much 
more than political talking points; they’re vital to future job growth. The oil and gas sector has been a key 
economic driver for employment, and if the industry is allowed to prosper, the sector will continue to add 
jobs.
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The Number of Discouraged Workers Grows 

 
The official unemployment rate fell to 8.3% in January, the lowest in two years. The announcement was 
met with a lot of skepticism (as it should be), but much of it was misdirected. Many sources pointed to 
the massive drop in workers in the labor force as a clear sign of statistical shenanigans. Far be it from us to 
defend the BLS, but there’s actually a reasonable explanation.

As you can see in the chart above, there’s a recent steep uptick in the blue line. To be precise, it’s a 1.177 
million uptick of workers no longer in the labor force. The primary reason for this increase was a revision 
in total population statistics. The January 2012 labor data was revised to finally reflect the 2010 census, and, 
based on the new population numbers, there should have been more people not participating in the labor 
force all along. 

However, while the revision is reasonable, it doesn’t invalidate the clear trend of more and more workers 
becoming discouraged and dropping out of the labor force. In January, the number of discouraged workers 
grew by 114,000 to 1.059 million. These workers are marginally attached to the workforce – meaning 
they haven’t been looking for a job in the past four weeks. If things are getting so much better, then why 
are so many job seekers still becoming discouraged? Obviously, there’s a large disconnect between the 
employment situation on the ground and the unemployment rate calculated from the cozy offices at the 
Bureau of Labor Statistics.
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Foreign Treasury Purchases Are Higher But Still Weak 

 
As mentioned last month, the likelihood of net foreign purchases remaining in the red wasn’t great. There’s 
still too much uncertainty on the horizon about Europe. Unless a major crash sends investors fleeing into 
Treasuries, the pattern of weak positive numbers with a few negative months scattered in will probably 
continue.

Though December’s numbers are an improvement, no one at the Federal Reserve should be sleeping any 
easier. Once the European crisis either calms down or blows up, bringing resolution to the situation, and 
the demand for US Treasuries as a safe harbor falls, the specter of negative foreign purchases should return, 
eventually translating into pressure for higher interest rates.
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Yen Holdings Declining, Other Currencies Ascending 

 
We discussed the changing landscape of reserve currencies in depth in our How to Invest section. Here, 
we’ve zoomed in on the bottom to examine the smaller reserve currencies of the world.

Since 1999, the Japanese yen has fallen from nearly 7% of world reserves to less than 4%. In percentage 
terms, these numbers are significant, especially in that the result of the fall-off is that world central banks 
are now holding only half the amount of yen that they did a little over a decade ago. This is another worrying 
sign that Japan is edging ever closer to an almost inevitable fiscal Armageddon.  

Besides the yen, the most interesting line is the “other currencies” category. Since the 2008 crash, it has 
surpassed both the yen and the pound sterling in reserve holdings. With the dollar looking shaky, the euro 
in trouble, the sterling facing inflation and the yen in its slow death spiral, it’s no surprise that the other 
currencies are climbing. Our investment recommendation this month capitalizes on this very trend by 
investing in emerging market countries in their local currencies.  

Also, remember that other paper currencies aren’t the only replacements for old reserves. Gold holdings 
have increased as the central banks are making a slow exodus from fiat currencies.
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The Baltic Dry Index Sends Blurry But Ominous Signals 

 
The Baltic Dry Index measures the costs of shipping commodities around the world and has served as an 
early warning sign of economic troubles. As the global economy froze up in 2008, the Baltic Dry Index 
predictably crashed, but on February 1 of this year, the index fell below those 2008 levels to a new record 
low of 662 – down 94% from its pre-crisis peak. But here’s the conundrum: if the index is so low, why is the 
stock market booming? In fact, lately the index seems to be following the inverse of the S&P 500.

It’s important to remember that the Baltic Dry Index is a combination of two factors – supply and demand. 
If countries around the world aren’t shipping goods, the price of shipping will necessarily fall. Such a 
demand-driven decline is certainly a bad sign for the economy. However, ship availability on the supply 
side is equally important. If a bunch of new ships come online, the Baltic Dry Index will fall as well, but a 
supply-driven decline in the index doesn’t indicate economic trouble.

So, what’s driving the Baltic Dry Index downward? That’s the tricky part, because right now both low 
demand and greater ship supply are acting simultaneously. Supply is definitely a factor: since it takes a long 
time to build these humongous ships, the orders are placed years in advance, and as a result, ships ordered 
at the peak of the bubble are only coming online now.   

The malinvestment in the shipping industry has only just begun clear out. Additional ships are still in the 
construction process, and the lives of these ships can span into the decades, so supply won’t be meaningfully 
reduced for a long time.

There are demand issues as well. China is slowing down its drive for commodities, and a few random 
events, such as weather conditions in Brazil reducing the export of iron ore, have led to even greater slack 
capacity worldwide.
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In most cases, the Baltic Dry Index could act as our canary in the coal mine. However, it’s impossible to say 
how useful the indicator is at this point. If the index is mostly demand driven, then we’re in very serious 
trouble. If the extra supply of ships is primarily pushing prices downward, then there’s no reason to panic. 
Unfortunately, the Baltic Dry Index, a once clear indicator, has become clouded just when we could use it 
most.  
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Obama Watch 
Gridlock 
By Don Grove, Casey Research Washington Correspondent

The first session of this 112th Congress was spent with Democrats and Republicans at loggerheads over the 
debt ceiling, taxes, spending cuts, the deficit super committee, appropriations bills and finally the extension 
of unemployment compensation and a two-month extension of the payroll tax cut. Standard and Poor’s 
downgrade of the United States’ federal debt was due in part to all the haggling over how, and actually 
whether, to reduce the debt.  

No One Is Willing to Pay the Political Price to Cut Spending 

This year Obama asked Congress for, and was given, an additional $1.2 trillion of borrowing authority, 
which will increase the debt limit to $16.4 trillion, just enough to get him past the 2012 election. It could 
be close, however. If budget projections prove to be overly optimistic, Obama could face another cliffhanger 
over a further increase in the debt ceiling in the midst of the presidential election in November. How 
embarrassing to have to say “reelect me – and by the way, I need to borrow some more money to pay this 
month’s bills.” 

President Barack Obama
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Sometime early in January, the US crossed the line at which its national debt exceeds its gross domestic 
product of $15.1 trillion. Each party blames the other, but in truth, almost no one in the federal 
government is willing to bite the bullet and make necessary cuts. Everyone hopes someone else’s ox will be 
gored.

The federal government’s expenditures have been exceeding its revenues by about $107 billion per month 
so far in fiscal year 2012. At that rate, there will only be about $100 billion of this additional $1.2 trillion of 
borrowing authority left come November. That’s not much breathing room.

After the Republican-controlled House of Representatives voted to reject the president’s request for 
authorization to borrow another $1.2 trillion, House Speaker John Boehner (R-OH) said the vote “is an 
indictment of the administration’s reckless spending binge that has driven America’s economy down a 
disastrous fiscal path . . . the most rapid increase in debt under any US president.” Boehner noted that the 
national debt has increased more than $4.6 trillion since Obama took office.  

While the House vote may seem like an encouraging gesture, it is ultimately irrelevant. Under the deal cut 
last summer, a majority of both houses of Congress would be required to block the debt limit increase, but 
even then the president could veto it. Simply, if the Democrat Senate joined the House in rejecting the 
increase, there’s no way a 2/3 majority of both houses could have been summoned to override a presidential 
veto.  

At Loggerheads 

Both parties accuse the other of obstruction. Senate Majority Leader Harry Reid (D-Nev) observed that 
“we’ve spent months on things that used to happen just matter-of-factly.” He added that “the Senate works 
on consensus, and we haven’t been able to get that because the Republicans [are engaged in] obstructionism 
on steroids.” He accused Republicans of using Senate rules friendly to the minority, namely the filibuster, 
to thwart his agenda. On the other hand, John Boehner’s spokesman, Michael Steel, said “the House 
passed nearly 30 jobs bills with bipartisan support, but Senate Democratic leaders have refused to act.” 
Representative Pat Meehan (R-Pa) said that if only the Democrat-controlled Senate and President Obama 
would work with Republicans, Congress could “end the gridlock and get our economy moving. . . Our 
economy faces serious challenges right now – gridlock in Washington doesn’t have to be one of them.”

Obfuscation 

A recent Gallup poll gives Congress a bipartisan approval rating of only 13%. This exasperation with 
Congress is certainly tied to gridlock and obstruction, but we are also faced with so much obfuscation that 
there is no telling who is at fault. 
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For example, a bill to extend the two-percent payroll tax cut for a full year was passed by the Republican-
led House, but not by the Democrat-controlled Senate. The tax cuts were to expire on December 31, 2011. 
Both parties had attached other provisions or qualifications to their versions of the legislation that the 
other party in turn opposed. Yet both parties tried to gain political points by accusing the other of simply 
opposing extending the payroll tax cut. For example, House Minority Whip Steny Hoyer (D-Md) accused: 
“You’re walking out, you’re walking away, just as so many Republicans have walked away from middle-class 
taxpayers.” 

House Minority Whip, Steny Hoyer

 
But in reality, the Republicans were proposing to extend the tax cuts for a full year, and Hoyer’s party 
proposed extending for only two months. Obfuscation at its finest.  

Legislative Futility 

Since 1947, the Congressional Record has included the Resume of Congressional Activity at the end of 
each year. The Washington Times recently analyzed these reports and concluded that “Congress set a record 
for legislative futility by accomplishing less in 2011 than any other year in history.” What was accomplished 
consisted mostly of things like naming post offices and extending existing laws. The House and Senate 
often failed to reach agreement in conference, and the Senate often failed to reach agreement within its 
own chamber. Hoyer said 2011 was “as unproductive a session as I have served in since I came to Congress 
30 years ago.”  
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The Senate continues to abdicate its responsibilities by failing to unveil a budget rather than risk putting 
forward a plan that results in political backlash in an election year. Sarah Binder, both of Brookings 
Institute and a professor at George Washington University, observed that it’s hard to get things done “when 
revenues aren’t growing and the decisions are how to cut, and how to cut long term.” She said that it is 
harder for Congress to compromise on spending quarrels “because the two parties are drastically opposed 
on fundamental principles.”  

There’s little hope in the near future; this second session of the 112th Congress will suffer from election-
year paralysis. Senator Joe Manchin (D-WVa) said of gridlock in the coming year: “You think this is bad? 
You ain’t seen nothing yet.” As a candidate in 2008, Obama promised to transcend partisanship. Instead, 
Congress and the nation seem more polarized than ever.  

Embracing Gridlock 

Gridlock may be the nation’s salvation, an encouraging sign that the ever-expanding leviathan is collapsing 
under its own weight. Robert Heinlein would undoubtedly welcome the gridlock we see today on 
Capitol Hill. In The Moon Is a Harsh Mistress, Heinlein’s character, Professor Bernardo de la Paz, advises a 
constitutional committee as follows:

I note one proposal to make this Congress a two-house body. Excellent, the more impediments to 
legislation the better. But, instead of following tradition, I suggest one house legislators, another 
whose single duty is to repeal laws. Let legislators pass laws only with a two-thirds majority . . . 
while the repealers are able to cancel any law through a mere one-third minority. Preposterous? 
Think about it. If a bill is so poor that it cannot command two-thirds of your consents, is it not 
likely that it would make a poor law? And if a law is disliked by as many as one-third, is it not likely 
that you would be better off without it?

Gridlock by design? He was on to something. Here’s to hoping they don’t find a solution.

Don Grove is our Washington, D.C. correspondent. Don casts a jaundiced eye upon the activities of Congress, the White House, and the 
courts from his front row seat in the nation’s capital where he is an attorney in federal practice and a managing partner in his law firm. 
He is admitted to practice in Maryland, Washington, D.C., and Tennessee and is admitted to the bar of the U.S. Court of Federal Claims, 
the U.S. Court of Appeals for the Federal Circuit, the U.S. District Court for the District of Columbia, and the U.S. Supreme Court. Don 
is a champion of limited government in the belly of the beast.
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End Note  
A closing comment by Doug Casey

Since Presidents’ Day is in February, and since my article this month highlights the fact that sociopaths 
are now in full control of the apparatus of the state, I took a brief look at past US presidents. In my view, 
none of them are great, and most of the best-known and so-called “greatest” (Lincoln, Teddy Roosevelt, 
Woodrow Wilson, and FDR) are actually among the very worst. The fact is that few good men are drawn 
to power, and those who do accede to power, like Thomas Jefferson, usually only wind up talking the talk 
but not walking the walk. 

So is anyone really worth honoring on Presidents’ Day? Apart from the fact that the holiday should be 
abolished, there are slim pickings. The worthy candidates are relative unknowns. Since they didn’t start 
any wars or preside over any large thefts, their reigns furnish few of the standard materials of history. 
Competent (which does not necessarily mean popular or conventional) historians usually choose from this 
short list: Martin van Buren, John Tyler, Rutherford B. Hayes, or Grover Cleveland. 

Here’s something Cleveland said when vetoing a bill that would have given $10,000 to grain farmers (500 
ounces of gold, which wasn’t much, even in those days, for the government). Cleveland was famous for 
vetoing bills. I suspect that any president who said this today would be disavowed by his party, pilloried by 
the pundits and roundly booed by the masses. But in the closing years of the 19th century (he served two 
non-consecutive terms, 1885-89 and 1893-97), before the US embarked upon becoming an empire, and 
back in the day when everyone wanted to come to the country as opposed to find a way to get out, these 
sentiments were considered reasonable and proper:

“I can find no warrant for such an appropriation in the Constitution; and I do not believe that 
the power and duty of the General Government ought to be extended to the relief of individual 
suffering which is in no manner properly related to the public service or benefit. A prevalent 
tendency to disregard the limited mission of this power and duty should, I think, be steadily 
resisted, to the end that the lesson should be constantly enforced that, though the people support 
the Government, the Government should not support the people... the friendliness and charity of 
our countrymen can always be relied on to relieve their fellow citizens in misfortune…”  
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