
How the Fed could create a new gold rush  
MoneyWeek 

Oct 31, 2008  

There are only two things gold bulls should worry about from this point 

forward, now that the general commodity correction is out of the way and 

the froth has been worked out of the market: deflation in the strict sense of 

the term (monetary, not asset deflation) or a suddenly brightening economic 

outlook, both of which, in this writer's opinion, would require a political 

austerity hardly imaginable these days. 

As far as deflation goes, we saw that the Federal Reserve inflated its balance 

sheet by an astonishing US$600 billion (almost 70%) in September, $170 

billion of which ended up as an unsterilised liquidity injection into the 

financial system - also unprecedented any way it is measured. 

It is almost as much as the entire US banking system created in the 12 

months ending August 2008. It is about 20% of the cumulative amount of 

reserves the Fed has directly injected into the banking system since its 

inception in 1913. In one month, the Bernanke Fed "printed" MORE money 

than the Greenspan Fed in its entire easing campaign from 2001-03 - on top 

of which the banking system created $1.5 trillion. 

Let me be the first to tell you that this represents a deliberate and abrupt 

change in monetary policy. 

The Fed is no longer sterilising its liquidity injections by selling off assets - 

probably because it doesn't have any left. No one else seems to have caught 

on yet. The Fed is now printing with abandon, as literally as that can mean. 

However, that isn't enough to convince the deflationists. They point out that 

banks aren't lending and that credit markets have frozen all over the world. 



This is obviously true. However, it does not follow from this that there will be 

deflation. Let me reiterate that first, whether deflation comes about or not (I 

think not), the financial crisis is deepening precisely because, up until last 

month at any rate, the Fed had not created much money, despite the 

massive rate cuts. This policy was unconventional and deliberate. It was 

aimed at gold. 

It has produced many things that the Austrian business cycle theory would 

predict from the policy. 

The enterprises that are failing today are boom dependent. They have come 

to depend not only on the artificial stimulus of lower interest rates, but on a 

continued expansion in credit and money supply. 

Indeed, Fed and Treasury officials, the media and Wall Street all talk as if the 

economy could not grow if the banks were not producing new credit. For 

them, boom and growth are one and the same thing. 

The market is telling you that some operations are uneconomical in the 

absence of this "stimulus." 

If the Fed continued on its austerity program (with respect to the printing 

press), the dominoes would no doubt continue to fall. This would be a 

process of returning the economy to equilibrium, if you will. 

That is the definition of a bust or recession. It would probably be 

deflationary. 

The Fed wasn't aiming for that. It wanted only to put the squeeze on inflation 

expectations building in the gold and currency markets without undermining 

the boom. It was a bold and new move, but naive. But its actions can only 

suggest that it is realizing this, and is not prepared to do what is right - 

nothing. 

Lending strikes are not new. They are typical at the height of a crisis. 



The Fed has published data on reserves only up until the third week of 

September, so it does not yet reflect the $170 billion net increase in reserves 

created by the Fed through the entire month, as I had reported last week. 

However, up to Sept. 24, the Fed created some $84 billion in reserves, while 

the figure for total reserves increased by $67 billion (from $44 to $111 

billion) in the same period. 

Excess reserves, meanwhile, increased by about the same amount. 

Don't get caught up in the numbers. These facts essentially support the view 

that banks aren't lending out those new reserves. However, this fact is 

neither new nor typically long lasting. 

US depository institutions are required to have about 10% of their checkable 

demand deposits at the Fed as reserve. This amount peaked at a little over 

$60 billion in the mid-'90s, declined to about $40 billion by the end of the 

century and has hovered around that number ever since, as if inflation did 

not exist. It pales in comparison with the more than $1.5 trillion in reserves 

that the Fed has pumped into the banking system in its entire 95-year 

history or the $4-5 trillion in deposits that the US banking system has 

created on top of that in the same period (even after accounting for deposits 

destroyed). 

This is leverage, but the Fed, not the stock market, controls the 

denominator. 

The reason that total reserves have been shrinking has to do with reserve 

requirements. Although savings deposits are often checkable in practice and 

can be accessed by debit cards, banks are not required to keep reserves 

against them. Therefore, banks like to sweep (and create) as many of these 

deposits as possible into the savings categories. That's why there is an 

upward bias to the underlying trend in the ratio of excess to total reserves. It 

does not reflect an increasing tendency for bankers to restrict lending 

voluntarily, but likely understates the inflation in reserves. 



But while the figure on total reserves may have become obsolete and lost 

much of its relevance, big changes in the data are always important and shed 

light on things. 

Today, the Fed is opening new windows through which to transmit policy. It 

can inject liquidity directly into money markets, and now commercial paper 

markets. It can lend directly to primary dealers. It can buy mortgages. It can 

pay interest on deposits, which will have two effects: exposing the hidden 

reserves (above) and luring money into the Fed. The latter is deflationary, 

but the interest payments are inflationary, if "unsterilised." At every crisis 

that is bigger than the last, the deflation argument is always compelling. But 

it is fundamentally misguided if it is related to the idea of asset deflation or 

deleveraging. These concepts are not interchangeable with deflation. 

Deflation, for instance, hasn't occurred since 1933, but deleveraging and 

asset deflation have, often - last in the 2000-02 bear market, and even as 

the Fed and banking system created a bunch of money. 

Banks don't make money on the interest differential from lending out other 

people's deposits. They make money by lending out more than they take 

in…by "creating" deposits (i.e., inflation). 

This is what a fractional reserve banking system does. It will lend again once 

it is confident that the central bank is making funds easily available and 

stands ready to bail banks out. By not printing until last month and letting 

Lehman go, the Fed sent out mixed messages that it is only now clearing up. 

Abolishing the Fed would be a great idea. Your freedom would be secure. 

Recessions would be gone. Governments would not be able to increase 

spending without immediate retribution. Growth and equality would become 

synonymous. 

Crazy? Not really. It's basic economics. However, it appears somewhat 

utopian given the public's attitudes about the market and politics. 



Most of the world, led by its political leaders, believes that the economic 

crisis was caused by greed and excess in the private sector, that the market 

is inherently unstable or that deregulation was the culprit. 

Even some Austrian School authors blame the repeal of Glass-Steagall - the 

New Deal-era legislation that prohibited bank holding companies from owning 

nonbank financial firms or competing with securities and insurance 

companies - for the crisis. That's ironic for reasons I won't get into here, but 

it is a qualified charge - meaning deregulation is a good idea only if the 

central bank didn't exist. I personally don't agree. 

Still, people by and large do NOT see monetary and fiscal policy as 

interventions causing disequilibrium. 

They see them as offsetting and stabilising institutions - safety nets and tools 

of economic and social management - as they were supposedly envisioned. 

For this reason, I posit, central banks and governments do not have the 

political will it takes to do nothing. 

The change in Fed policy last month proves precisely that, which is why gold 

should soar. 

I believe the markets are wrong again to perceive a deflationary outcome. It 

is an entirely different monetary system than existed in the 1930s, when the 

Fed could not simply print up reserves. 

Deleveraging and asset deflation are not bearish for gold, as they don't 

necessarily imply a contraction in money supply, and rarely have. They may 

be bearish for gold stocks, but they are bullish for gold prices, because they 

are the very factors that motivate the near-certain cries for new credit (or 

more money) arising from a bad understanding of the true causes of the 

crisis. They are not new and are ultimately dwarfed by the next crisis. 

But maybe the deflationists will be right about the behavior of banks this 

time. They have been wrong at each point in history when the economy 



faced a crisis caused by inflation. The thymological (historical) experience is 

that when the Fed inflates, the banking system does soon after. The Fed has 

never inflated in one month as much as it did in September. So the odds are 

against deflationists. 

Indeed, the money supply could grow 25-50% in less than a year if that 

liquidity isn't taken back. 

Ultimately, though, both the prior boom and the bust can be explained wholly 

by the Fed's specific policies. As will the next boom... in gold mining! 

• This article was written by Ed Bugos for Whiskey and Gunpowder. 
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