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THE RAT RACE...

MONEY- This is probably the most important piece I've ever written and it will require 

some concentration on your part. Assuming you understand what is presented here, you will 

have gained knowledge of the banking system that not one person in thousands has.

Everyone works and sweats for money on a daily basis but only a select few really understand 

money. What is money and how did it come into existence? How come money you earn 

today depreciates in value and buys less in ten years time? These are questions people never 

bother to ask. No, everyone is just too busy caught in the rat race, trying to win a contest 

where the odds are heavily stacked against them.

Originally, money was a hard tangible good freely chosen by society as a store of value/medium 

of exchange. For centuries, gold and silver provided this function. Today, almost all money 

is intangible. It is not, nor does it even represent a hard tangible good. How this happened 

is a long and complicated story but it all started about 300 years ago when an English banker 

conceived the idea of a national central bank. Under the modern central banking system, a 

government forces its citizens to accept its DEBT as the only form of legal tender (currency 

or medium of exchange). In 1913, the Fed was born and it assumed this monopoly role. 

So, now we come to the logical question - What is a dollar? In the old days, a dollar was 

defined as a certain amount of gold. Dollar bills and notes were merely promises to pay 

lawful money, which was gold. Anyone could present dollars to a bank and collect a fixed 

amount of physical gold in exchange.  In 1933, US-President Roosevelt outlawed US gold 

ownership and confiscated gold from all "law abiding" Americans, thereby making Federal 

Reserve notes (dollars) the only legal tender. In 1971, US-President Nixon "shut the gold 

window" as he stopped gold payments to foreigners in exchange for dollars. Today, you 

won't receive anything in exchange for your dollars. In fact, your bank will send you home.
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THE FED - Even though Federal Reserve notes are defined as "obligations of the United 
States", they are obligations to do nothing!  If you bring your dollars to the market, you can 
still buy goods with them because the government says (by "fiat") that this is money and 
people accept it as money.  At any given time, the volume of goods a certain amount of 
dollars will buy depends directly on the quantity of dollars in circulation. If dollars are scarce, 
each dollar will buy more and if there is an abundance of dollars, each dollar will buy less 
and less over time. If the quantity of dollars in circulation keeps rising, eventually each dollar 
will become worthless. In simple terms, this is known as inflation.

It's interesting to note that since the Fed's inception in 1913, the money supply has  constantly 
surged and the dollar itself has lost over 90% of its value - this is robbery, pure and simple. 
Take a look at the chart of the  'Consumer Price Index" provided below. 

According to this chart, you'll see that inflation really "kicked in" after the Fed's birth in 
1913.  Prior to that, inflation was very benign. Thanks to the Fed's efforts, today the dollar's 
purchasing power is 18.74 times LESS than what it was worth in 1913. More importantly, 
you'll see that the majority of this devastation in the dollar's purchasing power came after 
1971 when Nixon removed gold from the monetary system!

                 Consumer Price Index 1825-2004 (Source: www.globalfindata.com)

How come the Fed has the authority to manufacture endless quantities of dollars when you 
and I have to work very hard for obtaining the same dollars? How come the money you save 
today buys much less ten or twenty years from now? What's the Fed's real motive behind 
surging the money supply? The answer is "interest".

You see, the US government borrows money by selling bonds in the open market. The Fed 
is said to "buy" these bonds from banks and other financial institutions, but in reality, it buys
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these bonds by simply manufacturing money "out of thin air". Credit entries are made with 
different banks/financial institutions and (presto!) new money is created. This money is then 
utilised by these banks as "reserves" against which they can make new loans. Up until ten 
years ago, banks were allowed by regulation to lend out 90% of their deposits, which meant 
they only had to keep 10% of deposits ("in reserve") to cover withdrawals.  These loans 
would then make their way to other banks as new deposits. These other banks would then 
loan out 90% of their new deposits, thereby expanding the money supply considerably.  This 
was also known as the multiplier effect, which led banks to prosper by charging huge amounts 
of interest on the loans they handed out.

Remember, the more money there is to lend, the more interest you can earn. In the early 
1990's, the Fed changed its policy and removed banks' reserve requirements entirely. For 
the first time in history, banks could now loan out virtually all their deposits. Recall that 
when banks lend money, it gets deposited in other banks, which can lend it out again. Without 
the 10% reserve requirement, the multiplier effect is no longer limited to ten times deposits, 
it is in fact unlimited. Every new dollar created can be lent over and over throughout the 
system. While consumers and corporations continue to borrow their heads off, it is the banks 
who really benefit by collecting interest on these loans. Why do you think "The Greenman" 
always encourages people to spend?

CURRENT SITUATION - In an effort to maintain everlasting prosperity, central banks 
have pulled down interest-rates to a record low. Spend-thrift consumers have taken advantage 
of 46-year low interest rates by borrowing to the hilt. The investing public has indulged and 
speculated in a major way.  Net result - several assets are in massive bubbles. Take a look 
at housing. Investors have taken out loans against their properties in order to spend and invest 
in shares. The "Achilles heel" to this whole situation is now interest rates. There's no question 
in our mind that rates are on their way up. The current spending orgy can continue for a bit 
longer but as soon as interest rates begin to rise, the party will come to a rude and abrupt 
end.  Rising rates will send housing prices in a tail-spin and real-estate has been one of the 
mainstays of the economic recovery. What'll happen if US/UK home prices were to drop 
by say 30 or even 50%? Those who've taken out loans against their properties will panic as 
banks demand additional security. These unfortunate souls will then be forced to liquidate 
their stock/bond portfolios as they desperately try and raise cash. Distressed sales of stocks 
may even cause a stock market crash of epic proportions. We don't think interest rates are 
going to rise significantly (if at all) this year. This is an election year and General (oops!) 
Mr. Bush wants to get re-elected at all costs. So, Greenie will have to wait until after the 
November election before he raises interest rates significantly. But when rates start to rise 
and rise they will - WATCH OUT!!!

I was amazed with the recent comments from the Fed-head. Says Greenie "The central bank 
is "prepared to do what is required" to fight inflation. The FOMC is prepared to do what is 
required to fulfil our obligations to achieve the maintenance of price stability so as to ensure 
maximum sustainable economic growth". Yawn, yawn, yawn...



www.bridge-water.com	 contact@bridge-water.com

Please read his comments carefully. "The Greenman" talks about fighting inflation, but 
(according to statistics) he has been the greatest inflationist in world history. Under no other 
Fed Chairman has the money supply surged at such an alarming rate! Moreover, he talks 
about the Fed's obligation of maintaining price stability. Why have prices (as represented 
by the CPI above) then surged 18.74 times since the Fed took on its role of maintaining 
price stability?  We don't have an answer to this question but maybe someone else can help 
us with this one.   

INVESTMENT STRATEGY - Over the past few days, global stocks have staged a weak 
rally. But the problem is that volume just hasn't been there. This is a sure sign that big 
institutional money isn't buying into this market. How far she'll go? We haven't got a clue 
but wait, no one else does either. All we know is that this is a high-risk market.Valuations 
are sky-high, interest rates are poised to go up, fundamental situation is worsening (think 
debt and deficits) and everybody is optimistic. In a nutshell, nobody is expecting any trouble 
ahead. Stock market history indicates that major trouble always arrives when very few are 
expecting it. Frankly, we don't like this market. If you want to go ahead and speculate, be 
our guest but remember the risk is high.

As independent advisers/discretionary portfolio managers, we have absolute flexibility as 
far as our portfolio allocations are concerned. However, at this point in time we are taking 
a cautious approach whereby we continue to favour liquidity (hedge funds), metals, commodities 
and undervalued Chinese equity. 

Please feel free to contact us if you are an individual or corporation looking for 
independent/ethical investment advice and discretionary portfolio management services. 
We will be happy to meet with you over an initial meeting in order to assess your overall 
requirements and risk parameters. Please note that Bridgewater does not accept any new 
client without first meeting the concerned party.

UPCOMING SEMINAR - We are hosting a FREE seminar on 14 August 2004. The event 
will cover a wide range of topics such as global markets, investment opportunities, estate 
planning, basics of investment and risk management techniques. Please refer to the enclosed 
invitation for further details. Those of you who aren't on the database and don't receive this 
report on a monthly basis, please go to our website for further details -    

www.bridge-water.com


