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MONEY, INTEREST RATES, & BUBBLES  
  
WITH  this issue we introduce a new format.
As we have previously written, the reason for
multiple files dates back to the time when the
internet and some computers could not handle
large files. As we create all of our graphics, the
files have tended to be large. 

We are adding coverage in the monthly, as we
have done in the weekly, of the Market Vectors
Junior Gold Miners Index. In order to do that
and because the ETF coverage had become
extremely difficult, we have dropped covered
of the ETFs. The recent success of Gold has
caused a plethora of Gold ETFs to be spawned.
The reporting by many is sketchy, and we
found it almost impossible to adequately cover
them. We admit to a little worry about the
number of Gold ETFs that have sprouted.
While we like ETFs as a tool, the number is now approaching “mania” stage perhaps. 

WE have been receiving a large number of emails with questions on money supply, interest rates, and asset prices. Federal
Reserve Chairman Bernanke’s recent speech in which he suggested that low interest rates played little or no role in the
housing bubble seems to have spurred more discussion of the matter. His view is complete drivel, but as head of the U.S.
central bank it must be given some consideration. So, we will take some time to discuss these topics.

First, let us define some terms that get used sometimes without careful consideration of their meaning.  A mania generally
describes a situation when “everyone” wants to own something cause they believe the price will rise. Tulip bulbs, sports
cards, and Beanie Babies have experienced manias.

A bubble generally describes a mania that experiences continued price appreciation financed by credit, or borrowing
money. The important distinction between the two is the use of credit, borrowed money. The thinking that develops is that
the asset being purchased, be it houses or stocks or Gold, will rise at a speed higher than the rate of interest. Such was the
case in the housing markets around the world and the investment activities of many now gone hedge funds. Investors
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believed that the price of housing would
rise at a rate greater than the interest rate
being paid. 

Hedge funds of recent times have made
excessive use of borrowed money to buy
assets in what is referred to as carry trades.
Another reasonable term would be money
arbitrage, borrowing cheap money and
investing it in what is believed to be assets
with a higher return. Note that the asset
being bought with the borrowed money may
not have a higher return. All that is required
is that the money arbitrager believes that it
will have a higher return.

Important to the development of a bubble is
the thinking of investors. Reality is not the
issue. Investors believe, rightly or wrongly,
that the asset to be purchased will have a
return higher than the cost of the borrowed money. A second component is the ready availability of money to be
borrowed. Finally, borrowers must believe that the central bank will not raise the cost of their borrowed money.

When the Federal Reserve, or any other central bank, sets interest rates below the natural market clearing level, as is
now the case, that sets up the opportunity for money arbitrage. Funds borrow cheap money and invest in assets that
they believe will appreciate. What that all means is they obtain low interest rate money created by the central bank and
invest it where they believe a higher rate of return exits. Ultimately, that process inflates the price of the assets being
bought. The artificially inflated nature of the price is the root of the term bubble. 

The money supply of a nation is the sum of all the loans created by the banking system. If the money supply did not
expand, or grow, a bubble could still occur. That could happen by the allocation of a great portion of those loans to
those investing in the bubble assets. 

Such is the situation at the present time in the U.S. As we will discuss in a moment, the U.S. money supply is not
growing. However, within the total banking system an inordinate amount of lending is being devoted to fund
investment purchases of stocks and Gold. Funds are optimistic on stocks and Gold, so they borrow and invest in them.
Consumers and businesses are paying off debt. The total of loans, therefore, does not expand, but a greater portion of
loaned money goes into stocks and Gold. 

                                                 

GOLD & SILVER VALUATION 
PROJECTED FINAL TARGET DATE:    OCTOBER 2012

US$GOLD /
POTENTIAL

US$SILVER /
POTENTIAL

FINAL TARGET $1,731   + 53% $31.25     + 69%

OVER VALUED $1,058 $19.11      + 3%

FAIR VALUE $814 $14.70

CURRENT PRICE     $1,128     - 1% $18.52      + 5%
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The problem with bubbles, which are
created by artificially low interest rates, is
that they distort the economy. Money is
being misallocated within the system.
Money is flowing to stocks and Gold not
because of the  economic returns to be
earned but because cheap money is
available. The cost of money has been
pushed, by the Federal Reserve, below the
return that should be earned. 

Such was clearly the case with the housing
bubble. As buying houses for a trade rather
than the need for housing became
widespread and endemic, the economies of
many nations were distorted. Not only were
too many people employed in the housing
sector but also in all those sectors connected
to housing. All of those businesses that
serviced those employed in housing owed
their livelihood to the housing bubble.
When the bubble burst, and they always do,
people in the entire chain of commerce built
on the housing bubble lost their jobs. 

Chairman Bernanke in his speech said that
this process did not occur. Further, that
setting interest rates low did not, and does
not, contribute to the bubble creating
process. Any stray dog on the street knows
that he is wrong. 

But, we must understand his motivation for
making such ridiculous statements. To
admit that the Federal Reserve, or any other
central bank, is in error when setting
interest rates low for political reasons opens
the possibility of letting the market
determine the price of money. These people
believe that the marketplace is always
wrong, that they are always right, and
should always be allowed to  rule the world.

In every bubble someone benefits. Those
benefits may be either political or
economic. Politicians can stay in office if
the bubble seems to be benefitting a
sufficient number of voters. Some
businesses are prospering by servicing the
bubble sector. Workers have jobs. That
latter group’s interest is in pay checks, not
the economic wisdom of what is happening
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in the bubble sector. Politics and power are
why the U.S., and some other nations,
persist in a bubble centric monetary policy

We noted above that the money supply is
the sum total of all bank lending for all
purposes in an economy. If the money
supply does not grow, bubbles are still
possible if interest rates are set artificially
low. Bubbles in this case could develop by
excessive allocation of loans within the
system to the bubble sectors.

U.S. money supply is not growing, as
shown in the chart on the page two. It
expanded dramatically in 2008, but since
early 2009 it has not grown. Money supply
growth rate is a proxy for true rate of
inflation within an economy. Consumer
price indices do not measure inflation,
being nothing more than flawed attempts at
doing so.

As can be observed in that graph. on page
two, the U.S. money supply over the past
year has grown slightly more than 2%.
That is the true measure of inflation in the
U.S. economy. Stock market and $Gold
have been rising in such an environment
because credit, loans, are being allocated to
funds to buy stocks and $Gold.

That 2% growth rate for the U.S. money
supply means that the value of the dollar is
not being seriously damaged by monetary
policy. Money withing the U.S. economy
may be going to the wrong sectors, stock
market rather than real economy, but no
inflationary pressures exist within the dollar
based financial system.

In short, AT THE PRESENT U.S.
monetary policy is not creating
inflationary pressure on dollar prices. In
such an environment, the dollar has little
reason to go down in value and $Gold has
little reason to go up.

HOWEVER, that could all change.  If the
U.S. economy begins to falter, as is
extremely likely, in 2010, the Federal
Reserve will again become aggressive in
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monetizing debt. November 2010 is election
time in the U.S. All of the lower house and
one third of the upper house are up for
election. At the present time, Obama’s party
stands to lose the high level of control it
presently has in Congress. Federal Reserve
may act to support the President’s party. 

U.S. DOLLAR chart, page 3: Dollar
correcting over bought condition. Should
trade in a lateral pattern, providing little
reason for $Gold to move up.

GOLD is over bought in all charts.  It needs
to correct that over bought condition. We
need to accept the reality that $Gold has a
top in place that seems to increasingly
dominate the picture. 

Traders will be focusing on the last short-
term low. Should $Gold take out that last
short-term low, US$1,082, traders will
likely sell $Gold off. Major $Gold support
is at US$970, or so. Increasingly likely that
$Gold will test that support.

For the year 2010, the return on $Gold,
December to December, is likely to be a
disappointment. That forecast assumes no
major geopolitical event nor the Federal
Reserve throwing money out of helicopters.
Implicit in that forecast is that a correction
continues to develop in $Gold. From the
low in that correction through remainder
of the year, $Gold should do well.

That view would hold for Gold across
currencies. As most currencies have little
reason to move up or down materially
against the dollar, the “real” price of Gold is
more likely to be the dominant factor. 

That said, some opportunities are being
created by foreign exchange markets.
Canadian dollar, for one, is again being
used as commodity play and a proxy on
Chinese growth. It is likely one of the more
over valued currencies. Canadian investors
should use that over valued currency to buy
Gold when next it is over sold. 

England continues to have serious long-
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term problems being made worse by its
government. British investors need to be
aggressive buyers on price weakness in
Gold. Pound will continue to lose
sponsorship. 

SILVER,  in last chart on previous page,
looks a lot like a squirrel crawling further
out on a weak tree limb. Little support, if
any, for current price. Vulnerability of
Silver price if Gold moves below last short-
term low of US$10,82 is extremely high.
Surprise of 2010 could be how serious a
correction might develop in Silver. As time
passes, $16 level loses power as support and
$14 becomes more important.

VALUATION DISCUSSION:
With the ratio of the price of $Gold to the
S&P 500 approaching the longer term
average we are going to continue giving valuation
some attention. As can be observed in the table at
the bottom of page 2, $Gold is no longer cheap. It
has moved into a range where valuation needs to be
given far more consideration.

Valuation does not make the price of an asset go up
or down. But, it can be a precondition for some kind
of price action. We need to heighten our awareness
of valuation so as to be mentally prepared for any
unpleasant market action that might develop.

The graph at the top is the longer term view, going
back to 1945. We will rotate between the longer
term view and the shorter term one. The black line
in that graph is the long-term average of that ratio. As long as the ratio is below the long-term average we will assume
that we are on the right side of the market.

What is curious is the action of the bars for the most recent periods. Observations for 2008, 2009, 2010 are almost the
same. That suggests that Gold and equities are being bought together by investors. The table below uses that long-term
average to estimate values for $Gold and S&P 500.  The relationship continues about as it has for several months. That
is curious, and not sure what it might mean or imply.

VALUATION
DATA PERIOD: 1945 TO PRESENT

If S&P 500 = 1136 $Gold should equal $1,337 +19%

If $Gold = $1,128 S&P 500 should equal 958  -16%
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GOLD STOCKS: 
Gold stocks, on average, have changed little in the
past month. They, despite some up and down action,
seem to have stalled out. In the graph to the right is
plotted each month the relationship between the
average valuation of the stocks, bottom of the table,
and that for $Gold, bottom line of page. We have
circled the observation for the most recent month in
the graph.

Current valuation situation does not suggest that the
Gold stocks, again on average, are attractively
priced. As we will see on the next page, the
technical situation is also less attractive than it has
been.

Please note the change we made last month in the
last column of the table. Revenue growth is going to
become more of an issue. Gold mining companies
must start demonstrating that higher Gold prices are going to flow through to the benefit of the shareholders. If that

                                PRODUCING GOLD/SILVER COMPANIES

ISSUES
* Denotes New 52 Week
High in Month in Bold

CURRENT
US$ PRICE

%
CHANGE

ESTIMATED
VALUE

% 
POTENTIAL

1 YR.
GROWTH

NOW / LAST

Gold Fields (GFI) $13.3  - 6 $14.6 +10% +10% 

Harmony (HMY) $10.6    0 $10.6 - 0% 0%

Newmont (NEM) $48.3 - 6 $45.2 - 6% +5%

Kinross Gold (KGC) $19.9 + 4 $18.4 - 7% +36%

Barrick Gold(ABX) $40.1 + 1 $36.0 -10% +2%

Anglogold (AU) $42.1 - 1 $35.5 -16% - 8%

Agnico Eagle (AEM) $57.5 - 5 $45.5 -21% +25%

Yamana Gold (AUY) $11.9 - 3 $ 9.2 -23% - 9% / -25%

Goldcorp. (GG) $40.8 + 1 $30.1 -26% +6%

Gammon Gold (GRS) $11.2 - 3 $ 8.0 -29% -12%

* Eldorado Gold(EGO) $14.7 + 9 $10.1 -31% -3%

Randgold  (GOLD) $81.6 - 0 $53.7 -34% +10%

IAMGOLD (IAG) $16.6 - 4 $10.8 -35% -1%

MEAN - 1% -18% + 5%

MEDIAN - 1% -21% + 2%
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does not happen, it will not matter that they
sit on reserves. Reserves that cannot be or
will not be converted to cash flow have no
value. That column is the year-to-year
percentage change of trailing twelve month
revenues. If that number changed since last
month, the previous value is also shown.

Previously the valuation was negative and
the technical was more supportive. At the
present both are somewhat negative for the
Gold stocks. That suggests a continued
cautious stance for the Gold stocks.

GDM, index for Gold stock ETF GDX, is in
top chart. It is comprised of the larger Gold
mining companies. That trend line in arrow
form is really too perfect. Seems to
represent trading action rather than investor
action. A move through that trend line
would generate selling of the stocks.

In that chat is also a flat line running across
the pattern. Essentially the GDM has made
no material progress since September. That
development is an indication of loss of
momentum. In short, the good times have
passed into history.

Our second chart is of the index created for
junior Gold mining companies. It is the
basis for the new ETF focusing on junior
Gold mining companies. Symbol is GDXJ.

We have a much shorter real history on this
one. We mean real as any history before the
ETF would not include the price influence
of the ETF and would have less meaning.

At the present it is also over bought. We can
also observe the loss of momentum in the
chart. That development is less reliable as
the earlier price action could be the result of
the new money flowing into the ETF. 

Per latest information from Van Eck, $661
million is the market value of the juniors
fund. Some of this is new money into the
stocks by asset allocators. This ETF, for
most people, is preferable to buying
individual issues.
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We should also recognize that money will
have a preference for the ETF over
individual issues. If you own a junior that is
not in this index the likelihood of money
flowing into that stock is less now than
before. Juniors will now have two tiers,
those in the ETF and those not. 

Final chart on the previous page is of the
Junior index to the GDM, red line of
circles, and to $Gold, solid black line.
Junior index has outperformed the GDM, as
the line is rising. However, Junior on
balance have only about matched the
performance of $Gold. 

That the juniors have outperformed the
GDM is as it probably should be. However,
that the juniors have not done substantially
better than Gold suggests that good part of
the run is past.

GOLDCORP (GG) is pictured in the graph on this
page. The valuation line, green circles, has been
generally flat for the time period shown. The stock,
though, has had an erratic experience. The price is now
well above the valuation, suggesting it is over priced.

Solid red line red line is the year-to-year percentage
change of trailing twelve month revenues. It uses the
right-hand axis. As the price of $Gold is now at much
higher level, investors are going to expect that some
benefit of that higher price will flow through the
companies. We must, however, recognize that since
mining is a “lumpy”business that revenue growth at
mining companies will be somewhat  less stable than
say at a food company.

GOLD PORTFOLIO:
How should an investor’s Gold oriented portfolio be
structured? If one is new to Gold or the size of the
Gold exposure is not large, then the Gold ETF, GLD,
should be the starting point. GLD has ready liquidity as
it can be sold with the click of a mouse.

As the amount of money committed to Gold becomes
sizeable, ownership of Gold coins should be included
in the portfolio. Coins are more liquid than bars but
less liquid than GLD. We still prefer coins to bars.     
           
On the valuation page we suggested in the chart
holding back some reserves for commitment to Gold at

lower prices. What about the part invested?  Let us
assume than one has no intention of selling the Gold
exposure. In that case the following might be
reasonable, and we will talk more on it over time.

Gold ETF: 40%

Gold coins: 40%

Gold stock ETFs: 20% (See following comments.)

We do not intend the above to be recommendation to
sell anything. If you are all coins, then cash flow
should go into the Gold ETF. That would give you
some liquidity should you need cash. If you are all
Gold ETF, then cash flow should go into coins. We
would consider the Gold stock ETFs to be a position
that could be traded, or ignored. If you have no interest
in trading, then just delete that exposure in your
thinking. Gold stocks are not an investment in Gold.

Next  issue about February 18.

APPROPRIATE ACTIONS: 
We have not altered out basic view.  Investors should
be holding their Gold and Silver positions. Gold should
be bought on price weakness. 

Be selective, seek value, and take care of the dog,
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% Returns Through January 2010 - (Annualized)

20 Yrs. 10 Yrs. 5 Yrs. 1 Yr.

$Gold 5.2 14.8 21.6 22.7

U.S. Stocks,
Includes Dividends

8.7 -0.1 1.5 40.8

CHART ON RETURNS: We did want to comment on the following chart of returns. Notice the final bar for the one
year return for stocks. That bar is too good! The next year will be far different, of that you can be assured.

            

Books: Animal Spirits: How human psychology drives the economy, and why it matters for global
capitalism by George Akerlof and Robert Shiller(2009) borders on being near total drivel. If submitted as
a term paper in a graduate business course, it should receive no better than a C+. Keynesian economists are
in a bind. Since end of World War II Keynesian economics has failed to serve as reliable framework for
understanding the economy or preventing recessions. If the theory does not work, Keynesians must blame
someone else.

Keynesian economic theory assumes that individuals and firms are rational, on average. That does not mean
that every individual makes perfectly rational decisions on each day, all day. On average, they do. How many
cars do you observe driving the wrong way on the highway? How many cars do you observe going on red
and stopping on green? 

By identifying individual behavior that does not fit the model of a  perfectly rational individual, Akerlof and
Shiller attempt to shift the blamed for a failed economic theory onto those people that do not act perfectly
rational. Solution, in their minds, is clearly more government control of the economy and peoples’ lives.
They believe that Kenyesian economists, such as themselves, should be put in charge of that government.

This book and much of Keynesianism should both be considered drivel. Just because I buy a lottery ticket
every week does not mean that Keynesian economists should be allowed to control my life or your life!
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SOME MATTERS ABOUT WHICH TO WORRY

WORRY #1:         ��� �    ��� �    ��� �    ��� �          THE OBAMA REGIME:  

If the polls continue as they are, the Obama Regime will be one of one term. Likewise, much of the U.S.
Congress will be departing earlier than expected. Change we did not get, but we may get some in November.
What U.S. voters got was the least productive post World War II Congress, and a President unable to lead or
make decisions. The worry is how the Obama Regime responds to its failure to keep the voters in line.
Politicians when cornered, either withdraw, spend money, or distract the voters. Obama Regime must find
a distraction to take voters’ minds off the failures of Obama and Congress before November! What will it
be? How much will it hurt? What part of the economy will be damaged?

WORRY #2:         ��� �    ��� �    ��� �      IRAN:  

Well, the Obama Regime’s deadline for Iran to cease development of nuclear weapons came and went, as they
say. One can only conclude at this point that the Obama Regime is supportive of Iran obtaining nuclear
weapons. Is this part of their anti Israeli policies? 

WORRY #3:         ��� �    ��� �     Afghanistan and Pakistan: 

All the Islamic insurgents need to do is to wait till July 2012. Obama Regime intends to pull the troops out
of AfPak at that time so as to have something in hand for the November 2012 Presidential election. The good
news? The Islamic insurgents will not control Pakistan’s nuclear weapons till after July 2012. 
 

VALUE VIEW GOLD REPORT MAJOR BUYS SIGNALS ON $GOLD
Based on buy signals from Intermediate oscillator.

Starting Date of This Record 8 July 2002

Ending Date for This Record $Gold = $1,138 on 14 January 2010

Number of Buy Signals 27

Correct Buy Signals 27

Percent Correct 100%

Average Gain on Signals +114%

Average Buy Price of Gold $628

Gain on Average Price +81%

The signals are from the published record. 
They do not represent actual trades.

This record is not a prediction of future performance.



SCHMIDT MANAGEMENT COMPANY    PO Box 846    BOCA RA TON FL   33429

Page -12-SCHMIDT MANAGEMENT COMPANY       PO Box 846     Boca Raton FL    33429

VALUE VIEW GOLD REPORT MAJOR BUYS SIGNALS ON GDM, G OLD STOCK INDEX
Using Intermediate Oscillator

Starting Date of This Record 21 February 2006

Ending Date for This Record GDM = 1331 on 14 January 2010

Number of Buy Signals 24

Correct Buy Signals 24

Percent Correct 100%

Average Gain on Signals +27%

Average Buy Price of GDM 1065

Gain on Average Price +25%

The signals are from the published record.        
They do not represent actual trades.

This record is not a prediction of future performance.

Subscribe to THE VALUE VIEW GOLD REPORT, and receive:
FREE: TRADING THOUGHTS emailed to you on weekly schedule.

FREE: GOLD THOUGHTS emailed to you about every other week, before it appears on web.

VALUE VIEW GOLD REPORT is delivered each month by e-mail to you for ONE year for US$149.
Use this link  http://home.att.net/~nwschmidt/Order_Gold_GETVVGR.html

VALUE VIEW GOLD REPORT delivered each month by e-mail for TWO years for US$248, $50 savings.
Use this link:  http://home.att.net/~nwschmidt/Order_Gold_GET2YRVVGR.html

Or, use form below to order by credit card. Send it to address at top of page, or fax to 215-243-7161
To pay by check: Checks must be made out to: Schmidt Management Company

CREDIT CARD BILLING INFORMATION. (All sales final, and no refunds.)

NAME

ADDRESS 1

ADDRESS 2

CITY/STATE or PROVINCE /

COUNTRY/ MAIL CODE /

CARD TYPE & NUMBER MC / VISA /

EXPIRE DATE

PHONE NUMBER

EMAIL ADDRESS

SIGNATURE


