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 Very Preposterous Ideas
 Little else is requisite to carry a state to the highest degree
 of opulence from the lowest barbarism, but peace, easy 
 taxes and a tolerable administration of justice.
  Adam Smith (1723–1790)
 What sex is to the novelist, inflation is to the economist!
  Anon
 In all more advanced communities the great majority of 
 things are worse done by the intervention of government,
 than the individuals interested in the matter would do them,
 or cause them to be done, if left to themselves.
  John Stuart Mill (1806–1873)
 What experience and history teach is this — that people and
 governments never have learned anything from history, or
 acted on principles deduced from it.
 G.W.F. Hegel (1770–1831)
 INTRODUCTION
 Commenting on UK chancellor of the exchequer Alistair Darling’srecent Budget, Mrs. Moneypenny(Financial Times of May 16, 2009)noted: “For those of you not living inthe UK or who prefer (wisely) not toknow about these things, the role of the Budget is to provide an update onthe state of the economy (in a word,dire) and the public finances (worse)and to present new forecasts for each,to set out the government’s economic
 and fiscal objectives (as far as I cansee, to stifle investment by small andmedium-size companies), to report onthe progress it has made toward itsobjectives (like what?), and to
 explain the further steps it is takingto meet them (soak the rich).”
 Mrs. Moneypenny goes on toexplain that the higher tax rate forpeople who earn more than 150,000British pounds a year will increasenext April from 40% to 50% and that“if you take into account the removalof the tax-free allowance for higherearners and the increase in nationalinsurance contributions, there arecertain salary levels where people’smarginal rate of tax will be in excessof 60%”. She also points out that
 from April 2010, dividends paid topeople earning more than 150,000pounds will be taxed at 42.5%. Alsofrom that date, higher rate relief forpension contributions will be
 abolished, which should be aninducement for business owners to
 “remove money from your companynow as dividends and pensioncontributions”! Rightly, Mrs.Moneypenny further observes that “if entrepreneurs and business owners doremove money to reduce their likelytax bill, the money won’t be in thecompanies and, therefore, availablefor investment. How does that help usout of this recession? And the worstis that I am not sure that any othergovernment would do any better”
 (emphasis added). Mrs. Moneypennybelieves that the only people who aregoing to benefit from all this are taxplanners and accordingly advises “allyou single girls in the UK, go and find
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 an accountant to marry, preferablyone in tax (or recovery)”.
 I am not sure I would agree withthis advice, since smart accountantswill also earn more than 150,000pounds a year and will therefore beheavily taxed. Like anyone else whois a high income earner, these tax
 accountants (and auditors) will likelymove out of the UK to more tax-friendly jurisdictions (Dubai,Singapore, Hong Kong — in fact,most of the emerging economies),whose citizens — unlike the Swiss,who seem to have been deprived of any backbone and who bend to theslightest pressure from the US andthe EU — will resist anyinfringement of their sovereignty.
 Steve Kurtz ([email protected]), a
 keen observer of economic and socialtrends, alerted me to an article byCatherine Deshayes, which notesthat “a whopping 11 million Brits arethinking of taking a job overseaswithin the next two years”(www.themovechannel.com/news/841434e7-35a6/). According toDeshayes, Britain is
 …experiencing the greatestexodus of its own nationals in
 recent history while immigrationis at unprecedented levels… In2007, 207,000 British citizens —one every three minutes — leftthe country and currencyspecialist “Foreign CurrencyDirect” has revealed that one infour working Brits are nowlooking to leave the country forsunnier climes and better jobopportunities… An increase intax leveled at high wage earners
 coupled with rising UKunemployment is thought to bepartly behind the mass exodus…The majority of people planned tohead for a country with a warmerclimate, more days of sunshineand those that were Englishspeaking. A fifth of people namedAustralia as their top choice; onein six selected the USA and onein ten chose New Zealand.
 And for single girls in the UK,Miss Deshayes has different advicefrom Mrs. Moneypenny: “Not only
 could you enjoy a better lifestyle inAustralia, but your relationship couldbe happier too — divorce rates arejust 40% in Australia compared to70% in the UK.”
 On the other hand, I agree withMrs. Moneypenny that the drinkindustry is likely to benefit. She
 writes: “… notwithstanding the extrafew pence on a pint of beer in theBudget. The Chancellor of theExchequer, by law, is allowed todrink alcohol to refresh himself during his speech. No other MP isallowed to bring alcohol into thechamber, at any time, not even if thespeech does last four hours and 45minutes.” (Mrs. Moneypenny isreferring here to William Gladstone’sBudget speech of April 18, 1853,
 which still holds the record for thelongest such speech.) She concludes:“I, however, will need a drink, orseveral, to recover from this Budgetand I suspect I may not be alone.”
 How true! My readers and I willneed lots of drinks if we are to copewith the coming period of rising taxes(both direct taxes on income andcapital gains and, especially, indirecttaxes, such as those on cigarettes,alcohol, stamps, subway fares, hotels,
 retail sales, etc.), huge budget deficits,increasing state intervention into freemarkets, less personal freedom, risinggeopolitical and racial tensions, andthe rising prices of consumer goods.
 I seldom become depressed, butwhen I consider that prosperity iscreated by “peace, easy taxes and atolerable administration of justice” Ireally think that the US and otherWestern governments are doing theirvery best to impoverish their
 countries. Most depressing of all isthat, as Hegel pointed out 200 yearsago, people and governments havelearned nothing from history and stillbelieve that things are better done bythe intervention of governmentsthan by individuals left tothemselves. A friend of mine,Michael Berry, whose missives Ialways read, could not have phrasedthis better than in “Importance of theIndividual”, a recent report in whichhe quotes Milton Friedman (whoseviews I fully share in this particularinstance) in an interview with Phil
 Donohue (www.discoveryinvesting.com). According to Berry,
 On February 11, 1979 MiltonFriedman took 2-1/2 minutes toexplain the critical importance of the individual and choice in thefree enterprise system to a doubting
 Phil Donohue. I wonder what Dr.Friedman would say 30 years laterabout our current predicament andthe role government is assuming inour lives? The individual’s freedomand ability to choose and take risksto create value are, of course, allimportant life elements and acornerstone of our country.Individual ability to choose andtake risk is being suppressed. It isincreasingly evident that it is the
 government that is defining riskand the taking of risk. The sanctityof Moral Hazard has now beenrepeatedly breached by both recentadministrations. We must guardthese life elements jealously. Pleasetake time to ponder the Friedmaninterview. Unfortunately in thecurrent partisan atmosphere inWashington the role of theindividual and that of individualrisk taking is being suppressed.
 When the President of the UnitedStates uses the “Bully Pulpit” tocriticize institutions for not “playingball” (Chrysler debt holders) andforces a CEO to resign (GM’sWagoner), when a TreasurySecretary and Chairman of thePresident’s Economic Council teamup to run an auto company(General Motors), and when noinstitution is too large to fail (theother side of individual risk taking)
 something is seriously amiss. Underthe guise of saving the economy,there is a not so stealthyencroachment on the rights of theindividual. No one is noticing. Thisis not, “Change We Can Believe In.” It is “change we must be wary of.”Where is Milton Friedman whenwe really need him? Think carefullyabout the following interviewwhich was conducted 30 years ago.Another read of Friedman’s “Free toChoose” is in order for all. We praythat Washington will not stray toofar.
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 Phil Donohue: When you seearound the globe the maldistribution of wealth, thedesperate plight of millions of people in underdevelopedcountries. When you see so fewhaves and so many have-nots.When you see the greed and the
 concentration of power. Did youever have a moment of doubtabout capitalism? And whethergreed is a good idea to run on?
  Milton Friedman: Well first of alltell me, is there some society youknow that doesn’t run on greed?You think Russia doesn’t run ongreed? You think China doesn’trun on greed?
 What is greed? Of course none
 of us are greedy. It’s only the otherfella that’s greedy.
 The world runs on individualspursuing their separate interests.
 The greatest achievements of civilization have not come fromgovernment bureaus. Einsteindidn’t construct his theory underorder from a bureaucrat. HenryFord didn’t revolutionize theautomobile industry that way.
 In the only cases in which the
 masses have escaped from thekind of grinding poverty that youare talking about, the only casesin recorded history are where theyhave had capitalism and largelyfree trade. If you want to knowwhere the masses are worst off, it’sexactly in the kind of societiesthat depart from that.
 So that the record of history isabsolutely crystal clear, there is noalternative way, so far discovered,
 of improving the lot of theordinary people that can hold acandle to the productive activitiesthat are unleashed by a freeenterprise system.
 Phil Donohue: Seems to rewardnot virtue as much as the abilityto manipulate the system.
  Milton Friedman: And what doesreward virtue? You think theCommunist commissar rewardsvirtue? You think a Hitler rewardsvirtue? Do you think … American
 presidents reward virtue? Do theychoose their appointees on thebasis of the virtue of the peopleappointed or on the basis of political clout? Is it really truethat political self interest is noblersomehow than economic self interest? You know I think you are
 taking a lot of things for granted.And just tell me where in theworld you find these angels thatare going to organize society forus? Well, I don’t even trust you todo that.
 Well, for sure you won’t find anyangels at central banks around theworld and in the economics facultiesof universities. So, whereas Mrs.Moneypenny needed “a drink, or
 several,” to recover from the newBritish Budget, I needed quite a fewshots after reading a Wall Street
  Journal article by Harvard ProfessorGregory Mankiw, who advocatescreating negative real interest ratesthrough inflation and seems to havegreat sympathy for the outrightexpropriation of savers. ProfessorMankiw needs no introduction. Hisgreat intellect was revealed onFebruary 1, 2000, dead ahead of the
  Nasdaq collapse, when he expressedthe view in the Wall Street Journal
 that “when you look at the mistakesof the 1920s and 1930s, they wereclearly amateurish. It is hard toimagine that happening again—weunderstand the business cycle muchbetter [emphasis added].”
 THE FRAME OF MIND OF AMERICAN ECONOMICPOLICYMAKERS
 The mindset of the US FederalReserve and of a very large number of economists is perfectly reflected in theviews of Mankiw, according to whom,“It May be Time for the Fed to Go
  Negative” (see Wall Street Journal of April 19, 2009). For the ease of thereader I have added some comments.
  Mankiw: With unemploymentrising and the financial system inshambles, it’s hard not to feelnegative about the economy rightnow. The answer to our problems,
 however, could well be morenegativity. But I’m not talkingabout attitude. I’m talking aboutnumbers [MF: He means negativeinterest rates] … What is the bestway for an economy to escape arecession?
 Until recently, most
 economists relied on monetarypolicy. Recessions result from aninsufficient demand for goods andservices — and so, the thinkinggoes, our central bank can remedythis deficiency by cutting interestrates. Lower interest ratesencourage households andbusinesses to borrow and spend.More spending means moredemand for goods and services,which leads to greater employment
 for workers to meet that demand.
 There is no clear evidence thatinterest rate cuts stimulate lastingemployment gains, because “lowerinterest rates encourage householdsand businesses to borrow and spend”.If an industry is plagued byovercapacities (the oil and miningindustry in the 1980s and 1990s),lower interest rates (interest rates fellthroughout the 1980s and 1990s) are
 irrelevant. (The same applies for autosnow.) In addition, interest rate cutsthat encourage households to borrowand spend may not help employmentin the country that implements suchpolicies (the US after 2001) butinstead in another country (China),where production costs are lower andwhere a large pool of savings isavailable for capital spending. (Also, itis not consumption that createsprosperity but capital formation.) To
 his credit, Mankiw recognises thisproblem. He writes:
  Mankiw: The problem today, itseems, is that the Federal Reservehas done just about as muchinterest rate cutting as it can. Itstarget for the federal funds rate isabout zero, so it has turned toother tools, such as buying longer-term debt securities, to get theeconomy going again. But theefficacy of those tools is uncertain,and there are risks associated withthem…
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 So why shouldn’t the Fed justkeep cutting interest rates? Whynot lower the target interest rateto, say, negative 3%?
 At that interest rate, you couldborrow and spend $100 and repay$97 next year. This opportunitywould surely generate more
 borrowing and aggregate demand.The problem with negative
 interest rates, however, is quicklyapparent: nobody would lend onthose terms. Rather than givingyour money to a borrower whopromises a negative return, itwould be better to stick the cash inyour mattress. Because holdingmoney promises a return of exactlyzero, lenders cannot offer less.
 Unless, that is, we figure out a
 way to make holding money lessattractive.
 At one of my recent Harvardseminars, a graduate studentproposed a clever scheme to doexactly that.
 Imagine that the Fed were toannounce that, a year from today,it would pick a digit from zero to9 out of a hat. All currency with aserial number ending in that digitwould no longer be legal tender.
 Suddenly, the expected return toholding currency would becomenegative 10%.
 That move would free the Fedto cut interest rates below zero.People would be delighted to lendmoney at negative 3%, since losing3% is better than losing 10.
 Of course, some people mightdecide that at those rates, theywould rather spend the money —for example, by buying a new car.But because expanding aggregatedemand is precisely the goal of theinterest rate cut, such anincentive isn’t a flaw — it’s abenefit. [MF: I think that mostpeople would choose to invest inanother country where savingswouldn’t lose 3% per annum (seealso Keynes’ comments below).]
 The idea of making money earna negative return is not entirelynew. In the late 19th century, theGerman economist Silvio Gesellargued for a tax on holding money.He was concerned that during
 times of financial stress, peoplehoard money rather than lend it.
  John Maynard Keynes approvinglycited the idea of a carrying tax onmoney. With banks now holdingsubstantial excess reserves, Gesell’sconcern about cash hoardingsuddenly seems very modern.
 Silvio Gesell (1862–1930) was arather obscure economist, but a cultformed around his more outlandishsocialist and land nationalisationideas. He was the author of Die
 Reformation des Münzwesens als Brücke
 zum Sozialen Staat (The Reformationof the Monetary System as a Bridge toa Social State — read “socialism”). (Infact, I had forgotten about him untilMankiw brought him up, but I
 remember well how my historyteacher in high school — who alsohad a socialist tick, but was anoutstanding historian — discussedhim at length in the context of socialism and land reforms throughexpropriation. (Right throughout thecourse of history, this has neverworked. Also, Gesell’s tax on cash hadmore to do with soaking the rich thanstimulating consumption.) In 1919,Gesell was called to take part in the
 Bavarian Soviet Republic by Ernest Niekisch. The Republic offered him aseat on the Socialisation Commissionand later appointed him as thePeople’s Representative for Finances.Fortunately (for the world), his termof office lasted only seven days. Afterthe bloody end of the Soviet Republic,Gesell was held in detention forseveral months and was later acquittedof treason. (Unfortunately, he neverhad the opportunity to read George
 Orwell’s Animal Farm — published in1945 — which refuted most of hisarguments for a “social state”. See alsoMilton Freidman’s comments above.)
 In his 1,200 page History of Economic Analysis, Joseph Schumpetermentions Gesell just twice and just en
  passant — in one instance whenexplaining that Keynes himself acknowledged in the General Theory of 
 Employment, Interest and Money thatGesell had a much larger influence onhim than Hobson. (Keynes calledGesell a “non-Marxian socialist”.)Keynes noted in the General Theory
 that, according to Gesell’s proposal,“currency notes (though it wouldclearly need to apply as well to someforms of at least bank-money) wouldonly retain their value by beingstamped each month, like aninsurance card, with stamps purchasedat a post office. The cost of the stamps
 could, of course, be fixed at anyappropriate figure. According to my[Keynes — ed. note] theory it shouldbe roughly equal to the excess of themoney-rate of interest (apart from thestamps) over the marginal efficiencyof capital corresponding to a rate of new investment compatible with fullemployment.” And although Keynesfound “the idea behind stampedmoney sound”, he neverthelessconceded that there would be
 difficulties in the implementation of this scheme:
 But there are many difficultieswhich Gesell did not face. Inparticular, he was unaware thatmoney was not unique in having aliquidity-premium attached to it,but differed only in degree frommany other articles, deriving itsimportance from having a greater
 liquidity-premium than any other
 article. Thus if currency noteswere to be deprived of theirliquidity-premium by thestamping system, a long series ofsubstitutes would step into theirshoes — bank-money, debts atcall, foreign money, jewelry andthe precious metals generally,and so forth … [Emphasis added]… there have been times when itwas the craving for the ownershipof land, independently of its yield,
 which served to keep up the rateof interest; though under Gesell’ssystem this possibility would havebeen eliminated by landnationalisation. (John MaynardKeyes, General Theory, London,1936, Chapter 23)
 I briefly discussed Gesell’s ideasbecause his books would makeexcellent bedtime reading forComrade Obama. I doubt, however,that the Commissar can indulge inmuch reading time since he hasembarked on micro-managing the
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 economy. Also, as Keynes himself admitted, there are enormousproblems associated with the“stamping system”, as well as with the“hat system” explained above byMankiw, because savers would turnto other forms of “money” such asprecious metals, non-ferrous metals,
 diamonds, paintings, stamps,cigarettes (see also below), metalcoins, ecstasy pills, cocaine, prepaidcards, etc. But back to Mankiw!
  Mankiw: If all of this seems toooutlandish, there is a more prosaicway of obtaining negative interestrates: through inflation. Supposethat, looking ahead, the Fedcommits itself to producingsignificant inflation. In this case,
 while nominal interest rates couldremain at zero, real interest rates— interest rates measured inpurchasing power — couldbecome negative. If people wereconfident that they could repaytheir zero-interest loans in
 devalued dollars, they would havesignificant incentive to borrowand spend…
 Yes, real interest rates could bestrongly negative, as was the case inthe 1970s, which generated highinflation and high nominal GDP
 growth rates but a collapse in bondprices (see Figures 1 and 2). Currently,Mr. Mugabe maintains in Zimbabweby far the lowest interest rates in theworld in real terms. But who is lendinghim money? What about capitalspending and consumption inZimbabwe? Go and look for yourself,Professor Mankiw! But there is noneed to travel that far. After all, it isfar too uncomfortable for an academicat Harvard. Closer to home — in the
 US — there is sufficient evidence thatconsumption as a percentage of theeconomy fell in the inflationaryenvironment of the late 1960s and1970s when interest rates in real termswere mostly negative (see Figure 1and, also, below).
  Mankiw: Ben S. Bernanke, Fedchairman, is the perfect person tomake this commitment to higherinflation. [MF: I am in fullagreement on this point.] Mr.Bernanke has long been anadvocate of inflation targeting. Inthe past, advocates of inflation
 targeting have stressed the needto keep inflation from getting outof hand. But in the currentenvironment, the goal could be toproduce enough inflation toensure that the real interest rate issufficiently negative…
 I have a far simpler solution forcreating inflation (for which I shouldobtain a Nobel prize in economics)than the half-baked measures
 proposed by Gesell, Mankiw, and hisstudents, in order to create “moredemand for goods and services, whichleads to greater employment forworkers to meet that demand”. Thegovernment could issue to each USman, woman, and child free vouchers
 Figure 1 Real Monthly Average Federal Funds Rate, 1955–2009
 Source: Ron Griess, www.thechartstore.com
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 Figure 2 Bond Yield and Nominal GDP, 1962–2009
 Source: Ed Yardeni, www.yardeni.com
 temporarily lift the prices of everything and, therefore, achievethe objective of the US economicpolicymakers of creating inflationand negative real interest rates. (Aneven simpler solution would be toremove all taxes for two years, orsimply to send each American a
 cheque for a million dollars, but theimpact on spending would not be aspowerful as with my voucher system.)With my voucher system, the currentinterventionist government couldeven target the bailout of somespecific industries that are currentlyailing. For instance, it could issue 310million vouchers, each of whichcould be exchanged for the purchaseof a new car; whereas it would notissue vouchers for goods where
 demand remains strong — namely,for guns, cocaine, ecstasy, prostitutes,and porno magazines. And if someprotectionist flavour was desired —since this would really stimulatedomestic capital spending andemployment — the governmentcould issue a disproportionately largerquantity of vouchers for the purchaseof domestic goods than for foreigngoods.
 And who would pay for the
 vouchers that businesses would receivefrom consumers? Nobody! TheTreasury Department could issue bills,notes, and bonds to pay businesses forthe tendered vouchers, and have theFed buy them all. But would nobodyreally pay for my voucher system? Theobjective of my voucher system wouldbe fulfilled, which is to createinflation, but at the cost of a tumblingUS dollar and collapsing bond prices,as was the case in the 1970s (see
 Figures 3 and 4). I may add that acollapsing dollar might lead to a “littletoo much inflation”—even for theBernankes and Mankiws of this world!
 The astute reader will naturally askwhat will happen when the economicstimulus arising from the vouchersends, since they are issued with anexpiry date. The answer is very simple:the same thing as occurred after 2007when the stimulus from easy monetarypolicies and strong debt growth(inflation) ended: demand collapsed.But that should be of no great concernto the Mankiws of this world. The
 Figure 3 US Dollar Index (EOD) ($USD), 2008–2009
 Source: www.decisionpoint.com
 for different goods and services,which would have a three or sixmonths’ expiry date. There are 310million Americans. The governmentcould issue 310 million vouchers tobe exchanged for a new car, 100million vouchers to be exchanged fora $500,000 home, a billion vouchersfor a visit to an amusement park, atrillion vouchers each for Prozac and
 attendance at a sporting event, andso on. AIG and Citigroup would bein charge of making a market in thesevouchers, so if someone didn’t wishto buy a car he could exchange thecar voucher for cigarette vouchers orany other voucher. But since thesevouchers would have an expiry datethey would unleash a hugeconsumption boom, which would
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 of exchange — ed. note] wereexhausted and the depression becamea blizzard. Food, itself scarce, wasalmost given away in order to meetthe non-monetary demand forcigarettes.”
 Radford never won a Nobel prizefor his observations about the
 economics of a P.O.W. camp, butthey taught me far more aboutrelative and absolute pricemovements than did economists atIvy League schools. When supplies of cigarettes (money) increased relativeto food items, prices for food rosemore than for cigarettes; and whensupplies of cigarettes fell, food pricesfell more than prices of cigarettes.
 In other words, the successfulP.O.W. camp hedge fund traders had
 to constantly adjust their investmentposition between cigarettes (money)and food (assets), depending on theirrelative supplies. This is theinvestment environment I expect forthe foreseeable future.
 INVESTMENT OBSERVATIONS
 Given the mindset of Americaneconomic policymakers — bestreflected by the views of Mr. Mankiw
 — a post-1989 Japanese deflationaryeconomic scenario is not very likely.Far more probable is that economiesand stock markets will resemble thepost-1980 Latin American economicand financial trends. In the late 1970s,OPEC countries had huge currentaccount surpluses, which were largelyrecycled through American banks inthe form of bank loans to LatinAmerican countries. When, after1980, oil prices no longer increased,
 these “petrodollars” dried up andcaused the “Petrodollar Crisis” of 1980–1982. In other words, as wasthe case in 2008, a relative tighteningof global liquidity led to an economicand financial crisis in Latin America.At the time, it should be noted, mostLatin American countries were“banana republics” (similar to the UStoday) with the exception of Chile,where General Augusto Pinochet hadsucceeded the socialist presidentSalvador Allende in 1973. (As anaside, I find that Mr. Obama hasmuch in common with Allende.)
 Under normal circumstances thereduced flow of funds to LatinAmerica post-1980 would haveproduced recessions and deflation. Butbecause Latin American countriesincreased their fiscal deficits and“printed” money in order to offset thedwindling flow of petrodollars, high
 inflation and a simultaneous economicimpoverishment of these countriesfollowed until economic and financialreforms were implemented in the late1980s.
 During the 1980s, financialmarkets were extremely volatile. Theyincreased in value in terms of localcurrencies, but fell in US dollar termsbecause their currency depreciationexceeded the local share priceappreciation (see Tables 1, 2, and 3).
 In particular, I should like to attractthe reader’s attention to the following.As inflation accelerated after 1982,stock market volatility increased —particularly in local currency terms.Even though the Mexican Pesodepreciated sharply against the USdollar in the 1980s, there were greatopportunities for traders who movedin and out of Mexican shares and thePeso to earn substantial profits.However, as can be seen from the
 Mexican Stock Exchange Index in USdollar terms (see Table 2) and fromthe net asset value of the MexicanFund (see Table 3), long-terminvestors were only rewarded richlyonce—in the summer of 1987. (Pleasenote that the figures of the dollarindex are not 100% accurate.) By1988, however, following the October1987 crash, investors who hadpurchased the index with dollars atthe high in 1980, or the Mexican
 Fund when it was launched at $10,lost money. Also noteworthy is thatbetween 1979 and 1985 the MexicanStock Exchange Index rose from a lowof 1107 to a high of 11,197. However,in dollar terms the index fell from alow of 48 in 1979 to a high of just 25in 1985 (see Table 2). And, as is socommon in our industry, the MexicanFund underperformed the Mexicanstock market in US dollars for theentire period under consideration (seeTables 2 and 3). Finally, althougheconomic conditions were miserablefor Latin America and Mexico in the
 1980s, it wasn’t rewarding to holdlong-term short positions in LatinAmerican stock markets and inMexico in local currencies.
 So, whereas I agree with my peerswho are very negative about the globaleconomy, and specifically about theUS, given the predisposition of central
 bankers around the world to printmoney, and to print even more moneyshould economic conditionsdeteriorate further, stock marketscould still move up and even makenew highs in paper money. From timeto time stock markets could even rallystrongly in gold terms, as has been thecase since early March (see Figure 6).
 In the near term, stock marketsaround the world have become over-bought and some technical negative
 divergence for major indices hasdeveloped as of late May. Insider saleshave picked up and the number of S&P stocks above their 50-daymoving average is in record territory,which suggests that a correction intolate June is likely (see Figure 7).
 However, given my views oncentral banks’ reflationary policies(leading the pack is the US FederalReserve), new market lows are mostunlikely. Also, the renewed US dollar
 weakness is constructive for assetmarkets. As I have explained before,strong asset markets between 2002and 2007 were accompanied by aweak US dollar. But when globalliquidity began to contract towardsthe end of 2007 (at least in relativeterms), weak asset markets followedin 2008, while the US dollar wasstrong. (A weak US dollar = strongasset markets; a strong US dollar =weak asset markets.)
 I would, therefore, use any setbackin asset markets (commodities andstocks) as an opportunity toaccumulate the equities and funds Imentioned in last month’s GBDreport. In particular, I have noticed afar better performance recently of Asian real estate companies andREITs. (A listing of most SingaporeREITs is contained in the December30, 2008 GBD report entitled “DoAsset Markets Really ProvideLifetime Buying Opportunities?”.) Irecently added to my portfoliocompanies such as Regal Hotels
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 Table 1 High/Low of Mexican Stock Exchange Index (pesos), 1979–1988
 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988
 High 1,651 1,432 1,479 796 2,452 4,366 11,197 47,101 343,545 178,456 (Feb)
 Low 1,066 1,107 862 496 837 2,885 3,710 12,802 60,281 139,620
 Table 2 High/Low of Mexican Stock Exchange Index (US$), 1979–1988
 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988
 High 70 62 63 29 15 24 25 51 220 77 (Feb)
 Low 48 48 34 5 5 16 16 25 47 62
 Table 3 Mexican Fund Net Asset Value (US$), 1979–1988
 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988
 Net Asset Value N.A. 10.00 3.30 1.72 2.88 2.95 3.53 9.84 15.70 7.10*
 * As at March 4, 1988
 Sources: Acciones Y Valores De Mexico, SA; Marc Faber, The Great Money Illusion (Hong Kong, 1988)
 Figure 6 Dow Jones Industrial Average/Gold — Continuous Contract (EOD) ($INDU:$GOLD), 2008–2009
 Source: www.decisionpoint.com
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 Figure 7 Percentage of S&P 500 Stocks above their 50-day Moving Average, 2006–2009
 Source: Ron Griess, www.thechartstore.com
 Figure 8 Champion REIT, 2006–2009
 Source: Bloomberg
 International (78 HK), Regal REIT(1881 HK), and Champion REIT(2778 HK — see Figure 8), which areall controlled by Y.S. Lo — a verysmart Hong Kong businessman—andAscendas India Trust AIT SP.
 As I have repeatedly written inearlier GBD reports, it is veryprobable that Asian markets made amajor low in October/November
 2008. This observation also relates tothe Japanese stock market (seeFigure 9).
 As explained in the April GBDreport, it is likely that the US dollarhas resumed its downtrend.However, whereas in early Marchsentiment about the US dollar hadturned extremely positive since thedollar index had broken out above
 its November high, sentiment hasnow turned rather negative (seeFigure 3). At the same time, whereasin late December 2008 bondinvestors were very confident thatbond prices would continue toincrease, sentiment has now turnedalmost universally negative (seeFigure 4). I maintain the viewexpressed in the April GBD report
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 Figure 10 Sprott Resource (SCP CN), 2004–2009
 Source: Bloomberg
 Figure 9 Tokyo Nikkei Average (EOD) ($NIKK), 2003–2009
 Source: www.decisionpoint.com
 correction in the next few weeks, as“better bad news” is replaced onceagain by “worsening bad news”.
 I am pleased to enclose a reportbelow on Sprott Resource (SPC CN)by my friend Aaron Edelheit([email protected]). Aaron ispresident of Sabre Value
 Management and runs a hedge fund,the Sabre Value Fund, whichspecialises in investing in small tomedium-sized companies of whommost investors haven’t heard, basedupon insider buying, spin-offs, orturnarounds.
 Sprott Resource (see Figure 10) isrun by two friends of mine, EricSprott (chairman) and KevinBambrough (CEO). Sprott Resourceinvests in all sorts of commodities
 and related equities (but especially ingold and silver) and is in the processof launching One Earth Farms — alarge-scale farm operation on First
  Nations farmland. (For furtherinformation, please contact KevinBambrough at [email protected].) And, yes, westill like gold.
 Further below, KennySchachter—well known to regularreaders of this report—discusses
 recent events in the art market.
 that investors should not be on theside of the US government; theyshould be on the side of foreigners.The more that quantitative easing(money printing) is announced andimplemented (and what we have
 seen is just the tip of the iceberg),
 the happier foreigners will be todump their long-dated Treasuries onto the hapless Fed.
 Still, I would expect somerebound in the US dollar and inlong-dated US Treasuries, which
 would coincide with a stock market
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 Sprott Resource (Toronto: SCP – C$2.65) Aaron Edelheit
 Tel: 1-805-569-3711; E-mail: [email protected]
 Want to buy a dollar for 75 cents?What if I told you there was acompany out there that waspredominantly sitting in cash, goldand silver bullion with no debt, whosetangible book value is approximatelyC$3.50 per share, with little expenses,that was selling for C$2.75 per share?Better yet, what if I told you that it isrun by one of the best resourceinvestors around, who has a provenrecord for making investors moneyand has increased book value from $1.50 to over $3.50 in two years? In anormal market, opportunities such asSprott Resource don’t exist, but this isno normal market, especially for smallcap stocks.
 Eric Sprott, the chairman, isone of the best resourceinvestors aroundEric Sprott, the chairman of SprottResource, is also the chairman of Sprott Asset Management, which has$4.6 billion in assets under
 management in Canada. He is also thefounder of Sprott Securities, which isnow called Cormark Securities, a mid-size Canadian brokerage firm. Hefounded Sprott Securities in 1981 andsplit off from it in 2002 to focus onmoney management.
 His main hedge fund, SprottHedge Fund, was only down 2.8% inthe last year and is up over 25% sinceinception in 2000. In November2008, due primarily to superior
 performance, Hedge FundIntelligence nominated Sprott AssetManagement in the “ManagementFirm of the Year” category at the2008 Absolute Return Awards.
 Check out the Sprott website formore information on this impressivefirm with great long-term results:www.sprott.com.
 So, what exactly is SprottResource?
 Sprott Resource is a public companythat is managed like a hedge fund or
 private equity fund, without the useof any leverage.
 The advantages that SprottResource has as a corporate entityover mutual funds or hedge funds isthat by having a captive pool of capital, they have the flexibility toinvest in private companies or inlong-term deals and without theworry of clients pulling money out.
 Further, because of Sprott’sexpertise and connections tomanagement teams and resources allthrough Canada, they have access toa wide breadth of deals andopportunities that most people neverget to see.
 And due to their non-leveredstructure and long-term capital,Sprott Resource is a very attractivepartner to other companies; EricSprott’s positive reputation inCanada is a positive as well.
 Check out Sprott’s recentpresentation on the company fromMarch: www.sprottresource.com/
 docs/SprottResource_InvestorPres.pdf.
 Hedge fund’s style of payThe way Sprott Resourcemanagement gets paid is unique for apublic corporation. Management ispaid like a hedge fund with amanagement fee of 2% of the assetsand 20% of the profits at the end of every year.
 The 20% incentive paid is based
 on pre-tax earings (i.e. realisedgains), so unrealised gains that flowthrough other-comprehensive incomedo not count. Further, Sprott valuesprivately held securities which theyown less than 20% of, at cost.Management evaluates valuationseach quarter and writes down thecarrying value if necessary.
 Finally, there is a hurdle to theincentive payment being paid. Theprofit has to be over the average rate
 for the year of the 30-year Canadiangeneric bond index. A copy of the
 Management Services Agreementcan be found on their website, whichoutlines the incentive fee calculationin greater detail.
 This is a unique way to get paidand some people may not like this atall. I will point out that there are nosalaries or options or bonuses. Whatis very attractive about this set-up isthat all compensation is verystraightforward and there are nohidden expenses or dilution as is thecase with most companies.
 There is another example of acorporate entity being compensatedas if it were a hedge fund and that isGreenlight Capital RE (Nasdaq:GLRE). GLRE is a reinsurer, whichcompensates, pays management 2%and 20% on its investment returns.For those who think that this type of payment structure deserves adiscount, GLRE trades for about a20% premium to book value.
 Track record with PBS Coals
 is quite compellingAnd since Sprott Resource wasformed, their track record has beenquite good. In fact, they hit a homerun with PBS Coals last year. Sprotthad invested US$55 million inDecember 2007 through April 2008and sold it in November for US$200million to OAO Severstal, one of Russia’s largest steel companies.
 PBS Coals is a low-cost producerof private metallurgical coal in
 Pennsylvania that needed funding toexpand production and buy outexisting investors. This is anexcellent example of what to look forin the future, especially as resourcecompanies are starved for capital.
 Balance sheet is mainly cashand gold and silver bullion,thanks to PBS CoalsDue to the huge sale of PBS Coals,Sprott Resource is mainly cash, gold,
 and silver bullion. In fact, they haveover $265 million in cash, gold, and
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 silver, or over $3 a share in liquidassets, with no liabilities.
 One of the real benefits of investing in this company in thiscurrent economic climate is thatmanagement is very conservative andalso quite bearish on the economy.This basically means that they aren’t
 going to be doing anything rash orstupid with the capital.
 Other investmentsSome other investments they haveare Stonegate Agricom Ltd. andWaseca Energy Ltd.
 Stonegate Agricom Ltd. is anapproximately 79%-owned subsidiaryof Sprott Resource Corp., whichindirectly owns and is working onexploring and developing the
 Mantaro Phosphate Deposit locatedin Peru. Stonegate Agricom isindependently managed.
 Stonegate potentially has a verylarge phosphate mine in Peru and arecent report estimated that theinferred mineral resource on thePhilip concession of the MantaroPhosphate Deposit is 45.17 milliontonnes grading at 15.4% P2O5.Phosphate prices have soared inrecent years due to a shortage of 
 phosphate and tremendous demandfor use as a fertilizer in agriculture.
 Waseca Energy Ltd. is a newlycreated private oil and gas companyand a subsidiary of Sprott ResourceCorp. In October 2008, Sprottfunded over $27 million to acquireover 79% of Waseca.
 Waseca’s primary focus will beheavy oil production from theLloydminster area on the border of central Alberta and Saskatchewan.
 Waseca currently owns fourprospective petroleum and natural gasleases, has started drilling, and willcontinue to drill on its existing leasesand pursue additional acquisitions.
 The independent managementteam at Waseca has an average 33years of technical and managerialexperience in the oil and gas sector.Prior to founding Waseca,management generated significantproduction growth in theLloydminster area while employed ata major independent oil and gascompany.
 One Earth Farms representsa huge opportunityLast month (March) Sprott Resourceannounced that it was launching OneEarth Farms, a large-scale farm in theFirst Nations farmland of the PrairieProvinces in Canada. Sprott willinvest $27.5 million to establish
 operations, fund working capital, andsupport its initial growth.
 The plan for One Earth Farms isto start with an initial 50,000 acresand grow to possibly one of thelargest farms or the largest contiguousfarm in North America on untappedFirst Nations land. (First Nationstribes are similar to NativeAmericans in the US.) They aresetting this up as a separate companythat they can possibly bring other
 investors into, bring public, or evensell sometime down the road.
 I am a huge bull on agriculture,the prospects for agriculturecompanies and for grain prices ingeneral, and think this could be anabsolute home run. There are veryfew ways to invest in agriculture andOne Earth Farms could be quite anattractive stock to many investors,especially considering it is in such astable country as Canada.
 So, if the prospects aregreat, why is the stockselling so far below cash?I think the main reason is that smallcaps around the world have beencrushed. Further, small cap Canadahas been obliterated for no goodreason other than money managersand investors bailing from theCanadian market. For some reason,investors never rewarded the
 company for its huge gain in PBSCoals, which happened when all hellbroke loose in the stock market lastyear.
 Basically, I believe the market isjust incredibly inefficient right nowand this is just one of the moreegregious opportunities out there.
 Insiders are buying and abuyback will be coming if discount persistsWhile the market may not be buying,insiders sure are. The chairman, EricSprott, has bought 631,200 shares in
 the last four months and the CEO,Kevin Bambrough, has bought412,000 shares. And they have donethis buying despite already owninglarge stakes. As of right now, EricSprott owns 6,918,100 shares andKevin Bambrough owns 1,562,000shares.
 Last year, the company boughtback 10% of the shares, due to thecompelling discount in the stock. PerToronto Stock Exchange rules, youcan only buy back 10% of your stockonce a year. Management hascommunicated to me that if thediscount persists, they will once againlaunch a large buyback when they areallowed to in August.
 Optionality of investing with
 Sprott should be worthsomethingI think that at a minimum, the stockshould be trading at around $3.50 pershare. Even more, the stock reallyshould be trading at a premium tobook value of 1.1 to 1.2 times. Why?I think there is tremendousoptionality and value to Sprott’saccess to deal flow, managementteams, and insider-typeopportunities. The private equity
 investment in PBS is an excellentexample. Further, One Earth Farms isexactly the type of investment thatwe as ordinary investors have noaccess to.
 Finally, I will point out that whenSprott Resource went public,investors were so excited they bid thestock up to over 2 times book value,which was initially C$1.50 per share.For this reason, my initial price targetfor Sprott Resource is C$4 a share,
 45% higher than current prices.
 SummaryIn summary, I think Sprott Resourceis an incredible opportunity to buy acompletely liquid company for 80cents on the dollar. I think you cantake advantage of a dysfunctionalmarket and buy a stock with quite abright future for Benjamin Graham-type prices. With little downside, dueto its incredible balance sheetstrength, Sprott Resource offersinvestors an incredible risk/rewardsituation.
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 Price-LessKenny Schachter
 E-mail: [email protected]
 there is more time to spend (if notmoney) on fitness. On top of everything, it may appear tooindulgent to be overweight thesedays.
 Charles Dickens began A Tale of 
 Two Cities with the line: “It was thebest of times, it was the worst of times”, a fitting description of thepresent predicament. People say howcan anyone contemplate buying artin such historic trying times, but if you really like art, try trying not to.The urge to collect art is as primal asthe facility to make it. From the firstcave drawing came the first ravenouscollector. Even in the recession-corrected times we are in, yes, thingsare less, but not all reassessments arecreated equal. Talk about an about-face — but if you can’t contradictyourself , who can you?
 There were pockets of surgingperformances in the spring 2009auctions, and many records set in theprocess, though the trend is
 substantially lower volume and muchthe same with values. Overall, thatcollectors are still confident enough tocontinue to plough millions intopigment on canvas proves the notionthat art really is an acknowledgedasset class in the best sense of theterm, despite the dire and relentlessprognostications of the media. Thisonly goes to prove we will get throughthis malaise with the market if notthriving as it once was, nevertheless
 intact. And a note to all the persistentnaysayers: you can’t take away the sun(unless you are an avowed Gore-ian,global warm-ist). A well-known hedgefunder expressed the opinion that artwould come to have no value; funnyhow the art market continues totrudge along at quite an astonishingrate, all things considered, while hisfund, down 75% last year, willcontinue to drown deep under hishighwater mark.
 In art and design, signs of hope arebeginning to abound. There was arecent strong Asian art sale; nearly all
 sold and, more importantly, the saleswere all to Chinese buyers (albeitmore traditional works thanspeculative contemporary). Alucrative design sale where 45-year-old Australian designer Marc
  Newson’s dresser/bureau more thandoubled the low estimate to sell atUS$517,000 was followed a fewweeks later by US$1,613,000achieved for his Lockhead lounge,the highest price ever fetched for aliving designer. Take note: it’s anedition of 10 (ten!) with 5 (five!)“artist’s proofs”. It is now indisputablethat design has reached parity withcontemporary art as a recognised andestablished collecting category. TheYves St Laurent sale of the EileenGray US$30 million chairphenomenon was apparently nofluke: there’s a new benchmark for …the bench.
 In the latest spate of Impressionist, Modern, andContemporary sales in New York
 there were nasty casualties, such as anoverestimated Picasso andGiacometti — no one and nothing issacred from improbably highestimates. The art business today ischaracterised by the equation: less artfor less money equals more (solidresults). Weak were recent high-flyerssuch as Jeff Koons and Damien Hirst,but there was still plenty of supporteven for such over-inflated artists bythe likes of Larry Gagosian and other
 market preservers, and protectors.These players have vested intereststoo all-encompassing to permitcollapse, or even the appearance of failure. In the past, dealers colludedto keep prices artificially low in orderto steal things on the cheap; comparethat to today, when dealers andmega-professional collectorsfrequently step in to provide atemporary fix in order to maintainand support the illusion of health and
 wealth in the system. Whether thispropping will last, is anyone’s guess.Modern and Impressionism and
 A Banksy graffiti was recently sprayedwith graffiti itself: the tagline was:“Price-Less”. And true it is, as thegraffiti genre has been swiftly andbroadly hit by the onset of recession.Yet, even something priceless has aprice less today than a year ago. Wehave seen the pace of globalisationsubside as people travel less, spendless, and nest more. Such are idealtimes to forge closer familialrelations. We are experiencing awidespread realignment after atectonic shift in world economic andsocial systems. And the massiveaftershocks from this earthquake/tsunami have far from subsided. Forthe time being, we are becomingmore provincial in outlook regardlessof how far afield we hail from. In thecondition of entropy, things have atendency to resort to a state of disorder and disarray, falling to bitsand pieces like the peeling paint anddecomposition of an old house — notunlike the international economy.
 A major auction house recentlysold an artwork for under £50,000 —when the bidder evaporated aspayment was due, they went as far asphysically paying a visit to theresidence to demand payment. Isuppose it wasn’t Bill Ruprecht orPinault doing the bidding in thisinstance, but in light of today’sstunning setbacks in every sector of the art and auction market, it wellcould have been. That’s proactive
 debt collection. From Sotheby’sdramatic stock slide to the 75%Tiffany & Co. is down (unless peoplehave soured to marriage), everyone isdesperately solicitous for business.Formerly aloof restaurant staff theworld over are now mimicking thelyrics of the theme song from Cheers:“where everyone knows your name”.It’s as though we are all actingwithout a script, working harder thanever and never making less. One
 possible upside is that there seem tobe more people losing weight, maybebecause its cheaper to be thin, and
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 Contemporary sales are two wildlydifferent animals when it comes tomarket performance; but hand it toChristies, where the Contemporaryresults nearly mirrored the levels of Mod and Impressionist. Whencollectors are now flocking in drovesto safer, historically established
 works, that’s as bullish an indicator ascan be for recent art in particular andthe market in general. As anaddendum to the story of wealthbarometers in the recessionaryeconomy, a classic Ferrari just madeover US$12 million, a record for apublic sale, which was considered bythe media a disappointment. (Thehouse was hoping for $15 million, itwas stated.) It’s enough to make tearswell up when you consider the
 shortfall in expectations — could
 things really be so dismal that a carcan’t achieve the price of a plane? Iremember the days when a nice carcould be had for a cool million.
 Another “Tale of Two Cities” wasthe latest tale in the ongoing war of Sotheby’s vs. Christies. Sotheby’sheld its May sales for Impressionist/
 Modern and Contemporary onconsecutive Mondays, while Christiesfollowed on successive Tuesdays. Thisscheduling bifurcation of sales datesended in very divergent results. Inboth of Sotheby’s Monday auctionsthe buyers seemed to be onlyinterested in testing the waters,looking for assurances that there wasto be no Chicken Little moment,while such hesitations nearly causedthe sky to fall on the market. The
 anemic and tepid bidding was
 disastrous, only to be followed onboth occasions by firm and decidedlysuccessful performances at Christies.That both early sales by Sotheby’sfailed on the first day of the week wasno coincidence. In the bigger picture,what a difference a year makes forContemporary, as both houses are
 down in volume about 85% from ayear ago. I’d like to share a poem Iwrote on the way to the bank todeposit the proceeds from the sale of two watches (hard times demandtough actions):
  A Bad Date
 A bad date it was for Sotheby’s!A lucky date, a hot dateA date with fateBetter late
 For Christies
 IMPORTANT NOTICE:The July GBD report will be mailed out on July 6.
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