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“The Death of Foreign Lending...”
“And what it means for your portfolio!”
“18 months ago, we saw the markets melting down
because of ‘toxic assets’. What would happen if the
dollar itself became toxic?
“In less than six months, the Federal Reserve
created $12,220 per household in this country—
including yours and mine. This gusher of cash is
now being used to take over major sectors of
the US economy. Meanwhile, a $4.1 trillion
debt bomb is set to detonate just a few
months from now.
“Now we discover that foreign lending to
the United States is plummeting. Nobody
wants dollars anymore!
“How far can the US dollar plunge in just one
year? We’re going to ﬁnd out!”

A

s the economy crumbles, everybody is talking about jobs. A few thoughtful people are
talking about deﬁcits.

Hardly anybody is talking about the Federal
Reserve’s balance sheet. But they should be.

James DiGeorgia, Editor

kets in full strength. Major institutions were suddenly on the verge of collapse.
Desperate to prevent this, the Fed started a
massive bailout program. By January, the Fed’s
balance sheet soared to $2.3 trillion.

Whether or not people understand it, the Fed is
at the heart of a massive shift that’s coming to the
markets… this year. Congress is trying to use the
Fed to fund its blowout spending binge.

This will fail.
And the dollar will tank.
When will this happen? Possibly as early as
this autumn.
But I’m getting ahead of myself. Let’s start at
the beginning.
In the late summer of 2008, the Federal Reserve
owned $942 billion in assets (mostly debt instruments). Then the ﬁnancial meltdown hit the mar© 2010 The Silver & Gold Report, LLC. All rights reserved.

In just three months the Fed bought $1.36 trillion in various securities—mostly ‘toxic’ paper.
Notably, it paid full price for these securities—
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100 cents on the dollar. And the reason it bought
them was that their values had collapsed, threatening the big players who had them on their books.
(In other words, the Fed deliberately overpaid
for paper that was worthless, or about to become so.
As taxpayers, you and I were forced to buy worthless securities at full price.)
Anyway, where did the Fed get $1.36 trillion? It
created it all out of thin air.
Let’s get some perspective on how big the bailout was. In the US today, there are about 111 million households. That means…

contain the damage. They thought they could create the money and bail out the institutions, while
keeping most of the tsunami of dollars safely bottled up inside the banking system. Then they could
drain it out of the system, and destroy it again.
In other words, the money would pop into existence, do its magic bailout work, and then disappear again, without ever escaping into the economy. Therefore, it could never cause price inﬂation,
or wreak the other devastation that $1.36 trillion
in newly-created money would usually cause.
It was an amazing plan. It sounded brilliant.

To buy these worthless
securities, the Fed created
$12,220 per household—
enough to buy a new compact
car for every family in the US.

Unfortunately, it didn’t take
into account the same force
that destroyed communism
and other planned economies:
human nature.

Here’s another way to look at it. The total cash
in circulation today is only $918 billion. About half
of that is overseas. Therefore…

That $1.36 trillion was supposed to exist for
only a short time. In fact, most or all of it was supposed to be gone by now.
Unfortunately, it’s all still there, sloshing
around in the Federal Reserve System. About $1.2
trillion of it is sitting in reserve banking balances
at the Fed (more on these in a moment).
And if it ever escapes—if the torrent ever bursts
the dam—it will go roaring through the economy,
and devastate the greenback’s value.
That’s an overview of the current danger. Let’s
look a little closer at what was supposed to happen,
versus what actually did.
The ﬁnancial crisis threatened to wipe out the
big banks. To escape it, banks desperately needed
to clean up their balance sheets and dump their
‘toxic’ assets—securities that were plummeting in
value.
Unfortunately, most of the securities couldn’t
be sold at anywhere near the amount the banks
needed to get. In fact, some classes of securities
couldn’t be sold at all—there were no buyers at any
price.
So the Fed created a mountain of money, and
bought the deteriorating paper. This took the garbage off the banks’ balance sheets, while plumping
up the banks’ assets with lots of cash. Bingo—the
problem was solved with a few keystrokes on a Fed
computer.
But as the economists say, there’s no such
thing as a free lunch. Solving one problem created
another—a terrifying $1.36 trillion of new cash

The Fed created twice as much
as all the cash in the entire
United States today.
In 2009, the US government collected $915 billion in income taxes. That means…

The Fed created more money
than all US income taxes
combined last year.
The Fed created and spent $1.36 trillion. This
is a mind-boggling amount, unprecedented in
United States history, especially over such a short
time. Under normal circumstances, this could have
inﬂated the dollar and wiped it out in a matter of
months.
So weren’t government ofﬁcials more cautious
about doing it? Why weren’t our leaders worried
about igniting a hyperinﬂationary bonﬁre? Because
the Fed’s ﬁnancial wizards thought of a new way to
create the money—one that had never been tried
before.
Under this new plan, they thought they could
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injected into the banking system, which would
chop off the dollar’s legs if the money ever got into
the economy.
No problem, said the ﬁnancial wizards. We’ll
just keep the money in the banks’ accounts at the
Fed. We’ll pay interest on all this new cash. It’s an
offer they can’t refuse.
Here’s what they meant. In the Federal Reserve
System, banks have their own accounts at the Fed.
In a sense, the Fed is a bank to the banks.
Under normal circumstances, the Fed doesn’t
pay interest on the money in these accounts. The
accounts are only meant for passing money back
and forth between the Fed and the general banking system.
Under normal circumstances, banks are supposed to make their proﬁts by lending out their
money to businesses and consumers. They aren’t
supposed to make money by collecting interest
from the Fed, nor do they expect to.
But today’s circumstances are anything but
normal. In 2008, the Fed needed to get cash into
the banks’ accounts, to prevent them from collapsing. At the same time, the Fed needed to prevent
banks from lending out the money into the broad
economy. Otherwise the dollar would tank.
How then could the Fed stuff money into banks’
accounts—which it desperately needed to do—
while at the same time preventing the banks from
using any of it?
The answer was that the Fed changed the rules
of the game. It started paying interest on the money
that banks kept in their Fed accounts.
Now the banks didn’t have to lend out the
money in order to earn proﬁts on it. In fact, they
would be stupid to do so. Why lend out money and
(especially in today’s economy) risk not getting it
back, when you can get a guaranteed return from
the safest possible source: the US government?
And even if they did lend out some of the money,
it wouldn’t matter. Fed Chairman Bernanke had a
backup plan. He made it clear that even if some of
the money did escape into the economy, he’d pull it
back in, using reverse repurchase agreements and
other ﬁnancial tools.
Clearly, Bernanke wanted the money locked
down tight.

The Fed’s Plan Revealed

The Fed would create as much money as necessary
to rescue the banks and other big institutions (the
ones with political connections, anyway).
The banks would sell their toxic assets to the
Fed, and get big piles of newly-created cash in
return. Then the Fed would pay them interest
to keep that money sitting safely in the Federal
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So this is how the bailout was supposed to work.
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Reserve System, instead of lending it into the economy and creating a hyperinﬂationary ﬁrestorm.
Then all the Fed had to do was wait. Ideally,
if it waited long enough, the problem would solve
itself.
Here’s why. The toxic securities it bought were
mostly loans, which appear on the Fed’s books as
assets. Over time, as the economy recovered, these
loans would slowly be paid off. They would shrink
and disappear from the asset side of the Fed’s
books.
Meanwhile, the dollars created to buy them
appear on the books as liabilities. In a sense, the
dollars are holes in the banking system. As the
loans were repaid, the dollars would return to the
Fed, ﬁll in the ‘holes’, and disappear.
Thus, both sides of the Fed’s ledgers would
ratchet down together. Eventually, the grossly
bloated balance sheet of early 2009 would shrink
back down to normal size—hopefully by 2011 or
even 2010.
This could even be accelerated if things worked

out right. As the economy recovered, some of the
toxic assets might regain some of their value. The
Fed could sell them outright, and clean up its books
that way, without even having to wait for the loans
to be repaid.
But, as we noted earlier, none of this has happened. The Fed’s balance sheet is still a $2.3 trillion monster, even though a lot of the earliest loans
have already been paid back. What went wrong?

Never Underestimate
the Greed and Stupidity
of Washington
What happens when a politician ﬁnds out you
have some money? He’ll conﬁscate it and spend it.
What happens when a politician ﬁnds out you
just created $1.36 trillion, but only temporarily?
He’ll ﬁnd a way to make it permanent, so he can
grab it and spend that too.

Portfolio Updates
In Update #810, we issued hedging instructions for subscribers who own ConocoPhillips
(symbol COP), Noble Corp. (NE), Pioneer Natural Resources (PXD), and Talisman Energy
(TLM). On COP, we sold the Feb. $55 calls (symbol COPBK). On NE, we sold the Feb. $46 calls
(NEBT). On PXD for the GEA original portfolio,
we sold the Feb. $55 calls (PXDBK). On TLM, we
sold the Feb. $17.50 calls (TLMBW).
In Update #811, we issued hedging instructions for subscribers who own Bill Barrett Corp.
(BBG), Gulf Island Fabrication (GIFI), and Suncor Energy (SU). On BBG, we sold the Feb. $35
calls (BBGBG). On GIFI, we sold the Feb. $22.50
calls (GQIBX). On SU, we sold the Feb. $36 calls
(SUBN).
In Update #812, we recommended adding
to positions by selling short the Feb. $75 puts
(OXYNO) on Occidental Petroleum.
In Update #814, we added to positions. On
Berry Petroleum (BRY), we sold short the March
$30 puts (symbol BRY100330P30). On Quicksilver (KWK), we sold short the KWK Feb. $13 puts
(KHP100220P13). On Sandridge Energy (SD),
we sold short the Feb. $9.00 puts (SD1000220P9).
On Suncor Energy (SU), we sold short the Feb.

$31.00 puts (SXH1000220P31).
In Update #815, we issued recommendations
for Hess Corp. (HES) and Denbury Resources
(DNR). On HES, we sold short the Feb $55 puts
(IGG100220P55). On DNR, we sold short the
March $12.50 puts (DNR100320P12.5).
In Update #816, we covered our hedges on
Pioneer Natural Resources (PXD100220C35,
for the GEA 2 portfolio), Devon Energy
(DVN100220C75), XOP (XOP100220C41), and
Apache Corp. (APA100220C110). We used the
proﬁts to lower the cost basis of our positions.
In Update #817, we took off our hedges on
Pioneer Natural Resources (PXD100220C45, for
the original GEA portfolio), Occidental Petroleum (OXY100220C75), and Anadarko Petroleum
(AZW100220C65). We used the proﬁts to reduce
the cost basis of our positions.
In Update #825, we issued instructions for
subscribers who hedged Forest Oil (FST) and
Talisman Energy (TLM). On FST, we rolled
up our Feb. $22.50 calls (FST100220C22.50)
to the Mar. $22.50 calls (FST100320C22.50).
On TLM, we rolled up our Feb. $17.50 calls
(TLM100220C17.50) to the Mar. $17.50 calls
(TLM100320C17.50).

February 2010 — See our website at www.GoldAndEnergyAdvisor.com for our updates, recommendations, and current model portfolio

Fed Chairman Bernanke was naïve enough
to think he could create money, use it for a while,
and then make it disappear again. He should have
known better.
He should have known Congress would use the
Fed to power its runaway-deﬁcit machine in Washington.

The Fed has become a puppet—
a sideshow in the ongoing
Nancy and Harry circus in
Washington.
The Fed is now being forced to fund an endless
series of bailouts.

For example, the US government has basically
taken over the entire mortgage market in this country. According to the Wall Street Journal, Fannie
Mae and Freddie Mac (both owned by the Treasury) and the Federal Housing Administration back
nearly 9 out of 10 mortgages in America.
To prop up this ﬁasco, in just the last 12 months,
the Fed has bought $963 billion in mortgage-backed
securities.
Setting aside the ugly implications for the
housing market (which, like any other governmentmanipulated market, will get more and more distorted until a massive lashback occurs), my point is
that Congress is now using the Fed as a bottomless
piggy bank. There are already rumors swirling of a
second “stimulus” package (about a quarter-trillion
dollars), and other boondoggles as well.

Buy Gold at WHOLESALE
by James DiGeorgia
ecently we obtained a small lot of 24karat 2009 Gold Buffalo coins, issued by
the US Mint.
These have been graded at Mint State
70—perfect!—by PCGS, one of the two major
coin grading services.
In 2009, the Mint was forced to suspend
Gold coin production. The ongoing shortage
of physical Gold has made it impossible for
the government to get enough metal to mint
coins. This makes 2009 US Gold coins scarce
and difﬁcult to ﬁnd, especially in perfect
Mint State 70
condition.
A week
ago, we
managed
to obtain
200 of these
beautiful
coins. We
have only
43 left.
As this
Coins enlarged to show detail.
issue goes

R

to press, the average dealer price for an
MS70 2009 Gold Buffalo is $1,700. (See
for yourself at http://www.pcgs.com/prices/
PriceGuideDetail.aspx?MS=1&PR=1&SP=1&c=1
651&title=Gold+Buffalos).
As a GEA subscriber, you can get these
coins at much less. As long as our supplies
last, we’re offering the remaining coins to
GEA readers at wholesale.
I believe the premiums on these coins
will rise dramatically this year alone. I
recommend these coins highly.
Don’t miss
out on this
opportunity.
To reserve
your 24
karat US
Gold Buffalo
Coin(s) at
wholesale,
call Finest
Known today
toll-free at
Actual diameter 1.287 in.
(866) 697-4653.
Gold and Energy Advisor
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Bernanke should have known that once money
is created, Washington never allows it to disappear.
His original plan, had it been allowed to go
through, might actually have worked. Unfortunately, he failed to account for the greed and stupidity of his government masters.
Although Bernanke was able to avoid a sudden torrent of dollars gushing out of the Federal
Reserve System, he’s helpless to prevent Congress
from getting it into the economy in other ways.
Ultimately, such a large infusion of cash will
have the same effect: massive inﬂation of the dollar.
In a sense, Washington has to use the Fed to
fund its spending. Nancy and Harry have committed to a massive binge that far exceeds all taxes, all
other forms of revenue, and all possible sources of
lending.

The Ticking Time Bomb That
Will Explode This Year
Take a look at this chart.

The US Government must
borrow $4.1 trillion this year
alone. That’s $36,936 for
every family in this country,
including yours and mine.
And that’s actually the most optimistic projection. Rising rates will make it far worse.
Much of our debt was issued during the panic of
2008-2009. Investors ﬂed to the safety of Treasuries, forcing real rates down below zero. The average rate of Treasury bills in FY 2009 was a mere
0.3 percent.
But the panic is over now. Investors are no longer willing to pay the US government to hold their
money.
The average interest rate of debt maturing in
2010 is 1.09 percent. Even though that’s triple last
year’s average, it’s still at rock-bottom, given the
dismal ﬁnancial outlook for the US.
Now investors are starting to demand higher
returns on their money. This means the US will be
hit with higher interest expenses on its ballooning
debt.
And here’s the ugly “elephant in the room”
question that Washington is desperately trying to
ignore…

How high will rates go
once the Fed stops buying
Treasuries?

This shows the maturity dates of marketable
US Treasury securities.
As you can see, $2.5 trillion of Treasuries are
coming due this year. (That’s about 40 percent of
publicly held debt.)
Of course, as we just saw, the US has not saved
$2.5 trillion to pay off its loans as they come due.
So it will have to roll them over.
In other words, it will be forced to borrow $2.5
trillion in new money, just to pay off the old loans.
Add this to the $1.6 trillion deﬁcit, and it means…

Under its Quantitative Easing (QE) program,
the Fed is “monetizing the debt” and buying Treasuries.
In other words, the Fed is printing money. (QE
is just a fancy name to avoid saying the truth.)
By buying Treasury debt, the Fed creates artiﬁcial demand in the market. This pushes down the
interest rates that the government must pay.
However, this can’t go on forever. Monetizing
government debt is the most direct form of inﬂation there is, and the markets won’t let the Fed do
it forever. If the Fed keeps it up, the dollar will get
spanked hard.
So the Fed has promised to shut down the QE
program next month. If it does, interest rates on
new Treasuries are going to leap up.
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As the rates go up, so do the
interest the US government
must pay. Last year the
government paid $381 billion
in interest alone. What will
happen when rates double or
even triple?
And where will the money come from to pay the
additional interest? This money too must be borrowed, increasing interest expenses all the more.
(Food for thought: what happens to someone
who is so deep in debt, he has to borrow money
just to pay the interest on previous loans? This is a
ﬁnancial death-spiral. And the US government is
neck-deep in one right now.)
We see why Congress is pressuring Bernanke
to keep the QE program going. But again, there’s
no free lunch. If QE keeps going, the market will
devalue the dollar, and market rates will be forced
higher anyway.
There’s an outside chance Congress will force
the Fed to step up QE to compensate for this. That
will kick off a negative feedback loop where investors will ﬂee Treasuries altogether, leaving the Fed
to ﬁll the void all by itself.
That would be the ruin of the dollar. Hopefully
even Congress isn’t stupid enough to try it.
Then again, maybe it will be, thanks to…

The Death of Foreign Lending
Washington expected other nations to lend to
us as much money as we want to borrow. Unfortunately for Washington—and for you and me—
nobody wants to lend to the US any more.
Our primary foreign lender has been China. As
a result, we’ve known for a long time that if the
Chinese ever stop lending to us, we’re sunk.

As the Financial Times
commented, “If China loses
faith, the dollar will collapse.”
But as I’ve documented before in GEA, the Chinese have been warning us for years that they’re
about to pull the plug on the party in Washington.

Now they’re ﬁnally doing it. According to a
report in the New York Times, during the ﬁrst 11
months of last year, the Chinese bought a mere $62
billion in Treasuries. In fact, from July to November its total holdings went down.

In 2006, China lent 47.4
percent of all the money
borrowed by the US
government. That number
has now plunged to a mere 4.6
percent.
That’s why the Fed has been creating money to
buy US government debt. Nobody else is buying it.
So what happens now? Morgan Stanley recently
issued a forecast for supply and demand of US
Treasuries for 2010. According to their estimates,
the US is facing a shortfall of $400-$700 billion in
debt demand this year.
Some analysts interpret this to mean the US
will offer up to $700 billion in debt that nobody will
buy. One or more Treasury auctions will fail, which
will expose the bankruptcy of the dollar. This will
trigger a stampede out of the greenback, and its
value will plunge.
But this is overly simplistic. In reality, the US
can easily sell as much debt as it wants… if it’s willing to offer paper at high enough interest rates.
And that’s the key to this whole scenario. We
aren’t facing a complete failure of the debt markets. What we’re facing is…

A Runaway Train
of Soaring Interest Rates
Earlier I talked about the $1.36 trillion in
‘excess bank reserves’ that the Fed had created,
and wanted to keep bottled up.
As the US Treasury market starts to fall apart,
private and institutional investors will demand
higher and higher interest rates. To avoid the
skyrocketing interest expense, Congress will start
looking everywhere it can for other buyers.
I expect the Fed will be forced to continue its
QE program and its mortgage-backed securities
program. I also expect the Fed to buy Treasuries in
other ways, perhaps with a new method of ‘creative
accounting’ to cover up what’s really going on.
Gold and Energy Advisor
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Plus I expect a lot of pressure from Congress to
force banks to start buying government debt too.
And any company that took bailout funds or government assistance over the last year will be hit
for sure.
If it gets really bad, the private sector will get
sucked in too. Don’t be surprised to see “public
service announcements” about what a great idea
it would be to switch the funds in your IRA and
401(K) accounts from stocks into Treasuries.
After all, it’s the patriotic thing to do.
And don’t forget that $4.1 trillion debt bomb
that’s going to detonate this year. Month by month,
the government’s appetite for money will grow
more and more voracious.
We’ve seen governments blow up their own
debt markets before. The ultimate victim is always
the value of the currency. And that brings up our
last topic this issue…

Rising Gold Purchases
by Other Nations
Unless Washington does an immediate aboutface and starts acting responsibly, the dollar is
going down hard.
However, the world’s other major currencies
don’t look much better. Would you want to own a
lot of euros right now? Me neither.
Ambrose Evans-Pritchard of the UK’s Telegraph
recently wrote about this question. He pointed out
that Western government debt is approaching the
“danger threshold” of 100 percent of GDP in many
cases—including ours. As a result:
“[T]he rising economic powers of Asia, the Middle East, and the commodity bloc are rejecting
Western ﬁat currencies. China, India, and Russia have all been buying gold on a large scale over
recent months.”
He then mentioned an analysis by Stephen Jen,
a hedge-fund expert on sovereign wealth funds.
Jen examined the gold holdings of New World governments (Asia, Middle East, etc) versus the Old
World (the West).
“After crunching the numbers, Mr. Jen found
that the share of gold in [New World] reserves is
just 2.2 percent compared to 38 percent for the Old
World (perhaps we should just call them the deadbeats from now on). They would have to buy $115
billion of gold at current prices to raise their bullion to just 5 percent of total reserves, and $700
billion to reach just half western levels…

“The killer-term here is at
‘current prices’, since any such
move in the tiny global market
for gold would send prices
into the stratosphere.”
Does the New World have the money to make
such a massive move into gold? Absolutely! Continuing from the article:
“Mr. Jen said China alone accumulated $150
billion in reserves in the third quarter, pushing
the total to $2.3 trillion. These are colossal sums.
China is amassing almost as much each month as
the United States ($63 billion) has built up in the
entire history of the country. True, the US understates the value of its gold, but you get the picture.
Something big is going on.
“So far, China has just 1.7 percent of its reserves
in gold, or 34 million troy ounces…

“I was told by a top Chinese
ofﬁcial that they are buying
on the dips so as not to crowd
out the market.”
Pritchard pointed out that many governments
have practically no gold in their reserves yet: Hong
Kong and Singapore have none, Korea has 0.2 percent, Brazil has 0.6 percent, and India has only 4.8
percent, even after its surprising purchase of the
big IMF sale.
And as I’ve reported in previous issues of GEA,
the Chinese are openly musing about backing the
yuan with gold. If they want to create a world-class
currency in a short time—which they do—this is
the way to do it.
There is a lot of potential buying pressure on
gold. The US government is drowning in its own
debt, and rapidly running out of lenders. So foreign
governments are starting to reject the dollar, and
are turning to gold instead.
I’m more conﬁdent than ever that gold will hit
$2,500 in the next few years. It won’t go straight
up, of course. Short-term, it will ﬂuctuate up and
down.
But long-term, it’s headed for multiples of its
current price. It’s only a question of how quickly
we get there!

February 2010 — See our website at www.GoldAndEnergyAdvisor.com for our updates, recommendations, and current model portfolio

