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October 25, 2010
Name
Address 1

Address 2

City

Dear                         :
The stock market continued its roller coaster ride in the third quarter, with strong September gains bringing returns solidly into the black for the full quarter and year to date. The large-cap S&P 500 Index was up 11.3% for the third quarter and 3.9% for the year. Foreign stocks had an even stronger quarter, with the MSCI EAFA International Stock Index up 15.8%, while emerging market stocks gained 18% for the third quarter and 11% for the year. On the bond side, Treasuries and corporate bonds posted solid 4% gains for the quarter and are up double digits for the year to date. Precious metals continued to be the shining stars by climbing almost 8% in the quarter, leading to gains over 21% so far in 2010. 

Our portfolios have been underweighted to equities and over weighted to bonds and precious metals, and this barbell approach helped boost our performance vs. portfolio benchmarks this year. This outperformance was also enhanced by the strong showings of many of our active bond and equity managers, as well as our tactical position in international bonds.

The following table summarizes the annualized returns for several major indices* through September 30, 2010:

	Index
	3 Mo.
	YTD
	12 Mo.
	3 Yr.
	5 Yr.
	10 Yr.
	Description

	US CPI
	0.56
	0.43
	8.04
	1.52
	1.88
	2.31
	Gov’t Reported CPI

	Citi 10yr Treasury
	4.52
	14.41
	10.27
	9.30
	6.71
	6.63
	10 Yr US Treasuries

	BarCap US Corp IG
	4.71
	10.77
	12.27
	8.42
	6.48
	7.07
	Inv Grade US Corp Bds 

	Citi WGBI NonUSD
	10.45
	6.76
	4.47
	8.44
	7.33
	8.01
	Foreign Bonds

	S&P 500 Index
	11.29
	3.89
	10.16
	-7.16
	0.64
	-0.43
	Large US Stocks

	Russell MC Index
	13.31
	10.97
	17.54
	-4.16
	2.60
	4.86
	Mid Cap US Stocks

	Russell 2000 Idx
	11.29
	9.12
	13.35
	-4.29
	1.60
	4.00
	Small US Stocks

	MSCI EAFE
	15.79
	-1.25
	0.53
	-12.12
	-0.72
	0.15
	Large Foreign Stocks

	MSCI Emrg Mkts
	18.16
	11.02
	20.54
	-1.20
	13.08
	13.77
	Emrg Country Stk

	DJ UBS Com. Idx
	11.61
	0.90
	10.01
	-6.84
	-2.35
	5.19
	Commodity Basket

	DJ UBS Pr Metals Tr
	7.70
	21.56
	28.99
	18.57
	22.03
	16.01
	Precious Metals


The National Bureau of Economic Research recently announced that the Great Recession officially ended in June 2009—marking the country’s longest and deepest recession since the 1930s—but my big-picture view of the economic environment in the United States remains cautious and is largely unchanged from what I have been describing over the past year. I continue to believe we are in for a sustained (multiyear) period of subpar economic growth as a consequence of the financial crisis of 2008 and its aftermath. Ongoing “structural” headwinds such as consumer deleveraging, high levels of unemployment and underemployment, weak wage and income growth, tight credit availability to households and small businesses, weak housing markets, higher taxes, and cuts in local, state, and federal government spending in response to their financial difficulties all imply that aggregate demand, and ultimately corporate revenues and earnings growth, are likely to be under pressure for a while. In short, this is not your typical post-WWII business cycle.
“There are two ways to conquer and enslave a nation. One is by the sword. The other is by debt.” John Adams
With regard to deleveraging, households have started to make progress reducing debt toward sustainable levels—although they still have a considerable way to go—but federal government debt has ballooned.

In the second quarter, household debt contracted by $57 billion (a 2.3% annual rate), marking the ninth consecutive quarterly decline. State and local government debt also declined slightly in the second quarter after five consecutive quarterly increases. However, growth in federal government debt continued to soar at an annual rate of 24%. 

Currently, Federal Reserve Chairman Ben Bernanke is making clear his intention to counterfeit yet another round of money (QE Lite, QE2, QE to Infinity?) and use it buy more of our government’s debt because international investors are gradually decreasing their purchases; accordingly, the dollar has continued its collapsed on the world markets. It collapsed hard against gold and silver.  It collapsed against all commodities, equities and even against the other paper currencies.

"The central bank is an institution of the most deadly hostility existing against the Principles and form of our Constitution. I am an Enemy to all banks discounting bills or notes for anything but Coin (government issued, gold and silver backed currency). If the American People allow private banks to control the issuance of their currency, first by inflation and then by deflation, the banks and corporations that will grow up around them will deprive the People of all their Property until their Children will wake up homeless on the continent their Fathers conquered." Thomas Jefferson

Jefferson’s underlying message in the above quote was that the issue of paper money could not create real wealth, only destroy it. Wealth is (scarce) goods which satisfy a human need. Current and prior economic advisors either do not know this or do not care. Influential economists keep saying that the printing of money will create stuff ("stimulate the economy"). 

Here is what Mr. Paul Krugman, the cheerleader for big government, wrote over one year ago on March 20, 2009, in the article “Fiscal Aspects of Quantitative Easing”:
 “The big policy news this week has been the Fed’s decision to buy $1 trillion of long-term bonds, going beyond the normal policy of buying only short-term debt. Good move…”
“The Fed is, however, creating a new liability: the monetary base it creates to buy these bonds. In effect, it’s printing $1 trillion of money, and using those funds to buy bonds. Is this inflationary? We hope so! The whole reason for quantitative easing is that normal monetary expansion, printing money to buy short-term debt, has no traction thanks to near-zero rates. Gaining some traction — in effect, having some inflationary effect — is what the policy is all about.”
“I’m not complaining; I think quantitative easing is the right way to go.”
Contrast that with what our founding fathers had to say about the topic of currency debasement in the exact language of the US Coinage Act of 1792:

Section 19. And be it further enacted, That if any of the gold or silver coins which shall be struck or coined at the said mint shall be debased or made worse as to the proportion of the fine gold or fine silver therein contained, or shall be of less weight or value than the same out to be pursuant to the directions of this act, through the default or with the connivance of any of the officers or persons who shall be employed at the said mint, for the purpose of profit or gain, or otherwise with a fraudulent intent, and if any of the said officers or persons shall embezzle any of the metals which shall at any time be committed to their charge for the purpose of being coined, or any of the coins which shall be struck or coined at the said mint, every such officer or person who shall commit any or either of the said offenses, shall be deemed guilty of felony, and shall suffer death.
One thing is clear: either those men that are universally accepted to be among the greatest American patriots of all time were terrorists for desiring the sentence of death for anyone that destabilized money, or Paul Krugman (and his ilk) are massively wrong. Both cannot be right. Any defense of Krugman’s position must repudiate the very founding fathers of this republic and needs to explain why such economists are spreading a diametrically opposing viewpoint to the wishes of America’s founding fathers.
“Blind belief in authority is the greatest enemy of truth.” Albert Einstein

When prominent academics such as Mr. Krugman support monetary policies that our founding fathers believed to be tyrannical, this supports a misguided and delusional belief system. These mistakes are then exponentially multiplied by financial journalists that ensure that misinformation becomes not myth but part of a new reality that bankers and politicians desire. Misleading headlines like, “Financial markets soar on the expectation of quantitative easing,” should read, “Financial markets re-price assets in anticipation of currency depreciation.” 
Such headlines, by nature, imply that a rising currency is undesirable when in reality such policy is enormously beneficial to a nation of savers. Monetary debasement punishes anyone who saves their money instead of spending it right away. Financial journalists, unable to comprehend monetary policy accurately because of academics that spread deceit instead of truth, continuously script headlines that fall victim to the con game of ideological subversion. For the record, here are just a few of the advantages of a strong currency:
· A strong currency only hurts exports over the short run. No one seems to remember that the German mark was at .25 and the Japanese yen at 300 to the US dollar before the Nixon devaluation of 1971. The mark afterwards quintupled, and the yen has almost quadrupled since then, but that has not stopped German and Japanese cars from being annual best sellers in this country nearly every year since.
· A strong currency reduces the cost of imports, helping to keep prices in check. If the price of your currency doubles, the price of imported oil, machinery, technology, and everything else is cut in half.
· Strong currencies attract foreign capital and encourage domestic savings. Businesses prefer to invest in a place where values tend to rise with the currency. Think Switzerland.
· A strong currency encourages producers to be as efficient as possible. When domestic costs rise with the currency, producers run a tighter ship and substitute technology for labor. That is the path to progress. Using cheap workers instead of technology is an inefficient alternative.
· Conversely, devaluing the currency simply makes everyone poorer. Most people keep their savings in the national currency, so are directly impoverished by devaluation. The only benefit (and only over the short term) goes to the companies that export, and those are few unless you are in China. 
Governments have no business fixing the prices of currencies. It creates distortions, just like fixing the price of anything does. The idea of devaluing the currency to make things better is at least as stupid as the idea of printing money to stimulate the economy. And they have the same economic premises.

The October 16th issue of The Economist featured a front cover headline - "Currency Wars."  The key players are the US and China.  Swords are rattling.  They accuse us of lax monetary policies and we accuse them of deliberately manipulating their currency down.  Of course, each side is correct.

When consumer debt deflates from very high levels, history has taught us that central banks will repeatedly dilute their fiat currencies to create rising nominal asset prices, and try to expand economic growth and employment. We own gold now because, as real money, it has a long history of sustaining its purchasing value when paper currencies are diluted. A global currency war, led by a central banker who has stated publicly that the Federal Reserve should target an inflation rate higher than the currently targeted 2%, will only exacerbate the dilution of all fiat currencies.
“Whoever controls the volume of money in our country is absolute master of all industry and commerce…and when you realize that the entire system is very controlled one way or another, by a few powerful men at the top, you will not have to be told how periods of inflation and depression originate.” James A. Garfield assassinated President of the U.S.

In 1966 (before becoming a central banker), Alan Greenspan wrote an essay called “Gold and Economic Freedom” and concluded it with the following summary: 

“Stripped of its academic jargon, the welfare state is nothing more than a mechanism by which governments confiscate the wealth of the productive members of a society to support a wide variety of welfare schemes. A substantial part of the confiscation is effected by taxation. But the welfare statists were quick to recognize that if they wished to retain political power, the amount of taxation had to be limited and they had to resort to programs of massive deficit spending, i.e., they had to borrow money, by issuing government bonds, to finance welfare expenditures on a large scale.

In the absence of the gold standard, there is no way to protect savings from confiscation through inflation. There is no safe store of value. If there were, the government would have to make its holding illegal, as was done in the case of gold (in April 1933). If everyone decided, for example, to convert all his bank deposits to silver or copper or any other good, and thereafter declined to accept checks as payment for goods, bank deposits would lose their purchasing power and government-created bank credit would be worthless as a claim on goods. The financial policy of the welfare state requires that there be no way for the owners of wealth to protect themselves.

This is the shabby secret of the welfare statists' tirades against gold. Deficit spending is simply a scheme for the confiscation of wealth. Gold stands in the way of this insidious process. It stands as a protector of property rights. If one grasps this, one has no difficulty in understanding the statists' antagonism toward the gold standard.”

Last month, the same Alan Greenspan (post tenure as a central banker) said the following in a speech before the Council on Foreign Relations: 

"Fiat money has no place to go but gold. If all currencies are moving up or down together, the question is: relative to what? Gold is the canary in the coal mine. It signals problems with respect to currency markets. Central banks should pay attention to it."

As Greenspan shows, gold’s relevance then and now cannot be overstated. Gold is the sovereign global currency that calls into question the policies, motives and institutional capacity of policy makers overseeing discrete economies with multiple objectives. Unlike paper money contrived and promoted by fiat, gold is no one’s liability. It does not rely on false confidence in ever expanding credit when logic demands otherwise. The world’s most sophisticated thinkers are beginning to conclude that Keynesianism itself is the “barbarous relic.”
The Fed will make additional attempts to jump start the economy with more bond purchases. Monetizing our debt with quantitative easing is now creating inflation and, if continued, will ultimately lead to hyperinflation. However, I do not believe that central bankers want to hyper-inflate because the welfare state would fail under such stress. I see a middle step between debt monetization and hyperinflation, and it is called gold revaluation.

“The future belongs to people who see possibilities before they become obvious.”  Ted Levitt

I believe that gold revaluation is the chosen path by the world’s central bankers, as they have now committed to major long-term gold buy programs, which is the exact opposite of the last twenty years. These buy programs are the mechanism of gold revaluation under the guise of currency reserve diversification.

As quantitative easing becomes less effective, the central banks will decrease their purchases of bonds and foreign currencies, and increase their bullion buy programs, increasing the price they are willing to pay for gold. They will do this with tremendous vigor because they want to devalue paper money to raise asset prices, so that currently underwater marked-to-model derivatives and their collateral can be marked-to-market. Targeting gold, rather than government debt, will be less inflationary because it will allow financial markets to take interest rates higher, stop enabling deficit government spending by taking away another avenue for financing US debt, and put the freshly minted cash in the hands of the prudent minority who tend to save, as it is the savers who now have the gold and continue to flee cash for gold. This group would include the Germans, Swiss, Austrians, Asians and you.
“Gold will be the ultimate bubble.” George Soros
Gold has moved steadily higher every year for the last ten years, leading many economists and market pundits to declare that gold is in a bubble. They claim that everyone is now onboard the gold train due to its ten year ascent and the fact that three or four gold vending machines have been installed worldwide. I’m sure these are the same people who thought that Al Gore’s invention of the internet (sic) marked the end of the technology revolution.  The following graph should dispel any concerns you have about being late to the gold party:
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Now that we know we are not late to the party, the question becomes: How much will central bankers be willing to pay for our gold? Research firm QB Partners developed a Shadow Gold Price (SGP) a few years ago that borrows from the Bretton Woods formula for valuing money in a gold-exchange regime. Under Bretton Woods, the world agreed to link their currencies to the US dollar and the US dollar was linked to gold. Accordingly, the total value of all US dollars was backed by an equal amount of gold at the fixed price of $35 an ounce. Global monetary equilibrium was achieved with fiat currencies on one side of the scale and gold balancing the other side. Applying the Bretton Woods formula to the amount of US dollars in existence today, the exchange rate to an ounce of gold would be about $9,500, a figure that reflects the approximately $2.5 trillion already printed by the Fed divided by the reported official US gold holdings (which have remained relatively constant) of about 8,133.5 metric tons or about 261.5 million ounces.  

The following graph is a 35 year time series of the spot market gold price and the “Shadow Gold Price” (SGP). As you can see, the two tracked each other fairly closely until the early 1980s, when the SGP began to rise while the spot price remained subdued. 




It was in the early 1980s under Ronald Regan that we began significant deficit spending in an arms race against the former Soviet Union. Also occurring at that time, and continuing for the next twenty years, were the coordinated gold sales by global central bankers that culminated in Gordon Brown selling half of Britain’s gold at an average price of $275 an ounce from 1999-2003. In the chart above, you can see the spot price begin to move higher just prior to 2003 as this sale was ending.
Now consider that the Fed’s September 24 balance sheet reported the value of its “Gold Certificate Account” to be worth $11.037 billion, a figure that implies the Fed has claims on the US Treasury’s entire stock of gold and that it is carrying those claims on its balance sheet at Treasury’s official gold price -- $42.22/oz ($11.037 billion divided by 261.5 million ounces).
This particular line-item has significant ramifications for the “solvency” of the Fed’s balance sheet because the Fed has the freedom to unilaterally redefine monetary terms. It can claim gold from the Treasury with which to reconcile past monetary base inflation and it can fully-reserve dollar-denominated debt merely by re-pricing the gold on its balance sheet. At such point, the Fed would then become a buyer (or seller) of last resort of anyone’s gold at the Fed’s newly stated price. 
A better alternative to simply re-pricing gold on the Fed’s balance sheet may come in the form of quantitative easing (money printing) for the purpose of buying gold, rather than funding government expenditures by buying Treasuries. This method would produce more inflation than a pure re-valuation, but namely in the form of asset inflation. Asset prices would inflate as investors sold fully valued gold and reinvested in undervalued assets. Except for tax receipts, the government would be out of this loop; thus, avoiding aiding and abetting the more inflationary government spending. Asset inflation, not price inflation, is what the Fed is trying to accomplish, and this may be the means.
I expect that at some point the Fed will use one or both of the above methods to devalue the dollar vis-à-vis gold and then begin conducting open market operations that targets a dollar/gold exchange ratio. This is not a radical notion; in fact, it would be a return in large measure to the pre-1971 global monetary system. The act of targeting a dollar/gold exchange ratio would literally be a monetary authority conducting monetary policy again, whereas targeting overnight interest rates over the last generation has, in reality, been tantamount to a banking regulator conducting very easy unreserved credit creation policy.

Should the Fed wish to stimulate the economy under a dollar/gold-exchange system, it would enter the market as a net buyer of gold, thereby expanding the monetary base. Or, it could restrict growth by selling its gold. Each ounce purchased from the Fed would expand the monetary base by $9,500 and vice versa.  The effect of such would be a new gold standard for the dollar, which could allow it to retain its reserve currency status.
The top priority of US economic policy makers across the political spectrum since 1971 has been to maintain the hegemony of the dollar-based global monetary system, which allowed the US to manage global pricing and resource distribution. To do this, policy makers have had to marginalize the one competing currency capable of displacing it: gold. 

We are witnessing the 39-year run of using the US dollar as a surrogate for gold be replaced by natural economic forces. Western policy makers cannot control this change and the consequences of this shift on paper-money denominated savings and asset values should be profound. 

Global capital producers and investors are increasingly demonstrating that they prefer their wealth to be stored in assets that promise positive real returns. A dollar/gold devaluation, in real terms, would redistribute wealth (purchasing power) from non-holders of gold to holders of gold.

Investment Implications

I understand that this commentary is going to lead some of you to wonder why we are not going “all in” on gold. Here is why:

· We are still early. Our “modest” 20-27% weighting to precious metals (10 % gold and 7% silver) and mining stocks (3-10%, depending on your overall equity exposure) will grow to overwhelm our portfolios if gold goes to even $5,000 per ounce. Silver is poised to do better than gold, even if gold goes nowhere. Mining stocks are levered to the prices of precious metals, so they will explode if metals continue to climb higher. All three in our portfolios will be plenty exhilarating.
· The metals sector is one of the most volatile of the market and it will become only more so. The hard part will be hanging on to our allocations during the down drafts. Gold was down 40% over a two year period right in the middle of its bull market run in the 1970s, only to reverse course and increase 700% before topping out at $850 in 1980. 
· We will use any weakness in metals to rebalance back to our target weighting, but avoid selling on strength (until our weighting has doubled) because this is our portfolio insurance. We do not want to get caught with too little coverage should disaster strike.
· This process will take years. Periods of underperformance by the precious metals will be difficult to patiently wait out. Avoiding significant overweight now will allow us to have exposure to other areas like energy, emerging markets and small cap equities, where significant outperformance is also likely to occurring during a period of asset inflation.
· The last time a commodity saw outrageous gains, Uncle Sam declared foul and mandated a windfall profits tax (WPT). No doubt that those of you who were around the energy business back in the 1970s and 80s remember the WPT on oil. 
· Position limits could also be imposed on commodity ETF’s, making it impractical for investors to have ready access to metals exposure, causing prices to crash (temporarily). Such a limitation would send investors scurrying to coin dealers, creating shortages overnight.   
· Last, but not least, I just might have it all wrong. Governments and central bankers may suddenly start doing the right thing, like downsizing, adopting serious austerity measures and allowing markets to establish interest rates. If that happens, gold will again be relegated to “barbarous relic” status, at least until the next currency crisis.
As always, your personal circumstances override anything discussed here. If you prefer either more or less precious metals exposure, please let me know and your objectives will be accommodated. If you prefer to own some gold or silver that you can hold in your hands and outside of the financial system, I can point you to the dealers with the lowest premiums in the country.
Enclosed are your investment reports for the period ended September 30, 2010. Thank you for your continued trust and confidence.

Highest regards,

Stegent Equity Advisors, Inc.

Loyd J. Stegent

President

Enclosures

*Past performance does not guarantee future results. Investors cannot invest directly in an index.







1

