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Why Is Anyone Still Waiting To Sell The Dollar ?

"The Fed can buy billions, even a trillion or sat i and when the market is moving
against the policymakers then there is no stopgihg.Fed cannot stem that tide. There
is only so much that they can manage and so drigeghing that they have to watch very
carefully. At the same time, they are not terribbncerned. If the bond market is falling,
you do not know whether it is because of more ecoagrowth or because of more
inflation, and you really only know after the fact.

So for now people think " We have economic growtkikg in", until the next economic
numbers are not as great as expected and soliitisilee a boiling frog syndrome. You
print in all this money, you think everything isegt and you have some warning signs
but you think "Things are moving along" and by timee that you really see the damage
you have created, it is quite late to undo this agenand it is going to be very, very
expensive and painful.”

So remarks Axel Merk, currency specialist and farmaf the Merk Mutual Funds, who
is perplexed by those waiting for additional wagsigns to sell the dollar. In his view,
we have all the evidence we need. He and Chrisissihie inner workings of the Fed
and the course it is determinedly charting - amdidloming dangers ahead for the US
dollar.

ChrisMartenson: Today we are speaking to Axel Merk, president, fameestment

officer and founder of Merk Investments. Axel ia@ed expert on world currencies and
manages several mutual funds that manage curresiksyfor investors. For years he has
been an outspoken critic of US monetary policy,niag investors that the current course
risks seriously devaluating the dollar. The pasgt years have proven his warnings to be
accurate. He is also the authoiSoétainable Wealth, a very readable guide to
understanding our macro economic environment,its today's investors face, and
how they can mange their finances to achieve fighstability - very important in

today's world. Axel, thanks so much for making tinge to join us today.

Axel Merk: Hi, good to be with you Chris.

ChrisMartenson: Let us jump right into, it, the US dollar is tradiat its lowest level
since the carnage in 2008 and there are many vgioass and mine included warning it
could go a lot lower. So if you could recap for @istener's right here and now how we
got here and what is your outlook for the dollar?



Axel Merk: Well the dollar has really been on a very, vengléerm decline for decades
and sometimes it puzzles me when people say "@Hl, $ell the dollar and get out of it

if and when it does come down". | do not know wihaty are waiting for. And that trend
has obviously had some ups and downs and has beelemating in recent years. In
recent times, we have had this major challengeviieadre trying to grow at just about
any cost, whereas our consumers they would likedatly have a break. And it is not just
now after the financial crisis, after the tech belurst after 9/11, we decided to keep
America rolling and what happened was that we \Wesiegoing out on an all-out
spending spree in an effort to get this economjngnl But when consumers in particular
do not really like to spend, what happens is yautrowing a lot of good money after
bad and that money really does not stick wherestipposed to be. Consumers like to
downsize in the current environment, if they wefe Wip to their own they would
downsize in their homes, of course that means lkmsaces and bankruptcies which our
policymakers do not like so they throw a lot of ragrat the problem. Consumers do not
want it and so the money goes where you have gsgegt monetary sensitivity - that is
gold, that is outside of the dollar into Australidollar and other regions in the world, and
we are just better at spending money than theofdbe world is and it is a trend that has
been intensifying in recent years.

ChrisMartenson: Well part of that trend is supported by beingwueld's reserve
currency that is an exorbitant privilege, perhaps that has been abused lately. So in my
perspective every single recession we have hdugs@oint, de-leveraging has been part
of that process. This time it seems like the fiszdghorities in Washington DC and the
monetary authorities at the Fed, they seem bentaking sure that we do not de-
leverage this time, what is driving that?

Axel Merk: Well if we allowed market forces to play out, wewld have the adjustment
that from a purist point of view would be the agprate thing: that the folks that made
wrong decisions would need to declare bankruptbg @roblem is many, many people
made wrong decisions. Millions of homeowners amenwater in their mortgage, we
would have a depression and that is somethingotiigpolicymakers do not want. And
now we have Ben Bernanke who says he is a studém great depression and he
thinks he has all the recipes on how to not retithalmistakes that we have. Think about
the types of things Bernanke has said includintifygsg in congress: he has said going
off the gold standard during the great depress@pdud the US recover faster from the
great depression than other countries. Meaningufdebase your currency, you can get
faster growth. If | take away half your money asdaurchasing power is concerned, you
have a greater incentive to work. He has said &eresd dollar is historically not
inflationary, we disagree but that is his viewpofdn top of that, he is buying
government bonds. So when you buy government badindse securities are intentionally
over-priced signaling to investors they should eatljo overseas where there are less
manipulated returns. So both in word and in actierwants to debase the dollar as one
method to spur economic growth and he needs tltaiise we want to have consumers
that spend, and consumers that are underwateeimniortgage are not going to spend.
Now businesses have been much healthier, theydaiten on their feet doing the right
things much faster. But consumers want to de-lgeeeand we do not want them to de-



leverage because we have seen in any other caaritrg world that has had a hosing
bust, we have economic stagnation for many mangsy&pow we have the same thing
but we are trying not to have it and are throwirlgtaof money at the problem except
that all these theories that Bernanke has unforélyndo not work quite as well in
practice. That is why we have inflation comingtimt is why we have the dollar
weakening and the only response we get is ‘welthttimore money at the problem'’
because it just cannot be the way that the marketsiit to be. It has to be the way the
federal government wants it to be.

ChrisMartenson: | have been concerned that yes you are exactly ttigih Bernanke

had a theory, a thesis developed at Princetont Aflmtellectual thought went into it; |
am not sure how much real world applicable pracatieat into it given his career track.
But let's assume he was right in his thesis, heahgalbbd one. | am concerned that he is
engaged in what | would call thesis drift wherechene in and said "Listen, if we just
throw a whole bunch of money at this, it will pic&elf up and carry on" and that has not
worked. So the response was "Well, let's do QE&"eren there we can say this is
guestionable in terms of its actual response totteeall economy and it seems like he is
ready, wiling, and able to dmything necessary to prove his thesis right where it might
not be correct. It might be that the conditionghie 30's were very different from the
conditions today and all sorts of measures: beingtaxport nation, being a net creditor,
being energy independent, etc and so forth. There@many differences that it is
almost impossible to catalog them all. Where do ok we are in terms of the Feds
position right now? | know that you happen to hateess to a former Fed official - if
you can talk about that - and | am wondering if yawe any insights for us as to what
the Fed is up to and where they are going fromere

Axel Merk: The one thing | have learned over the years thapolicymakers are quite
predictable be that on the fiscal or on the moryetate and | do think that Bernanke is
pretty much following his playbook. One of the tiggrhe has said is that one of the great
mistakes during the great depression was to tigioeearly, and as a result we deepened
then the great depression or had the second legwlard and so he does not want to do
that and he wants to err on the side of inflatRight now, | have been arguing that the
Fed can get away with murder. And what | mean by ihthat because this money does
not really stick anywhere. All this money printirg/es, it shows up in the excess
reserves in the banking system but not all of utses significant inflation. We see it in
food and in energy but it takes a while for ittickle through. The big concern | have is:
let these policies work and we get substantial esoa growth but what are we going to
do then? If the Fed were indeed to mop all thigitliy, Bernanke has argued, he can
raise interest rates in 15 minutes, where are weggo be then? The challenge is we
have too much leverage in the economy, consumeriaamore interest rate sensitive
than they have been in the past and as a resuwlilliy@unge right back down. So in the
best of cases we have a very volatile policy, anthb way before | talk about our own
former Fed President who is our Senior Economicigah+ contrast that with Europe
where consumers stopped spending a decade agowEneyold a decade ago that there
was not money for your pension; in the US they wele the same thing - except in the
US they took out the credit card; in Europe, thieppged spending. And now the



Europeans can raise rates and they do not deeaildbonomic recovery just because
rates are a little bit higher. We simply cannoseaiates like Volcker did in the early 80's
to contain inflation. If it needed to be, we woutlave a revolution if we were to raise
rates to 20%, it simply does not work. Now you ni@med in house we do have Bill
Poole as our Senior Economic Advisor. He is thenfarPresident of the St. Louis
Federal Reserve. He is the one who voted agaiesrttergency rate cut in January of
2008. He also was the one federal official who adyabout bailing out Long

Term Capital Management. He is now a senioofelbf the Cato Institute; he is very
much a free market thinker. He is also a very poo@etary economist, he has obviously
been around for some of the Greenspan policiebdbis a very straightforward way of
thinking and he makes for amazing discussions iaupaiticular, what he is very valuable
for us for, he helps us understand how the FedRaaérve is thinking, how the dynamics
may play out. While he has an opinion on the dpHardoes not tell us what the dollar
will do, but he helps us understand how centrakbesnare thinking. | think that is one
way that we are a little different from other foikswhile we criticize policies just as
much as the others might do, we actually try tp gito their shoes sometimes and
understand how they are thinking. Because ultipateloes not really matter what |
think, it matters what the Fed thinks and whatfked may do, and so as a result, | think
it is very helpful to try to understand their thing and how these dynamics may play out.

ChrisMartenson: | completely agree you know, | have been sayingatgaly for a

long time that investing is dead, we are all spatous and what we are speculating about
it what is the fed going to do next. Since we hiavguess at that, we do not really know -
we do the best we can but so much seems to hingdnanthey are going to do next and

| have been following it just absolutely as closd possibly can. But on pins and needles,
ready to turn at a moments notice if it turns ot ffed surprises me in some way. You
know, surprise used to be one of the tools in ttoalkit; it has not been for a while.

Right now, they have been saying we are going ép kates low forever or indefinitely
and we are going to funnel more money in at the@ dfca hat if we see more weakness.
Where do you see the Fed going next and what dbsuivhat appears to be at least in
the public theater, a split in the ranks betweehaosay what Bernanke is thinking on
one side and what Fisher is saying on the otherigidcan classify it that way?

Axel Merk: Sure, well a couple of things. First of all lét&ep in mind what the Fed's
role is and supposed to be. The Fed's role is sgub be to take away the punchbowl
when the party gets to be too hot. The Fed is mapssed to be the cheerleader to kind of
push on the economy at any cost, and the Fed'ssrtdehave a pursuit of price stability
for the US under dual mandate also to pursue maxisustainable growth. But we have
kind of forgotten that especially because of tinaricial crisis that he Fed is always there
to bail us out to help us - that is not their r@@e. keep that in mind first of all. Secondly,
the Federal Reserve said that quantitative eagiegyurchase of government bonds, is
going to be finished this summer. Now some peogyetisat that is an exit, by all means
that isnot an exit; that is a pause. The securities they @as®@th create money that is in
the banking system. The banking system is awasioimey ready to be deployed. So that
is a pause and the most likely scenario is that #ine just going to wait. There are huge,
huge numbers of excess reserve that are just wadibe used in order to give loans to



the economy, and they can be employed at any mianteso they do not need to do
anything beyond that. The Federal Reserve is easidgs going to keep the economy
awash in money whereas the rest of the world has tightening. Now as far as the
dissent is concerned at the Fed that has beenmggoamd of the voting members, Plosser
is really the most vocal one right now but Plos&drarles Plosser is by the way a dear
friend of our own Bill Pool and | have met him dmad discussions with him. He is a
great man but he is not somebody to typically dissepublic. He is also somebody who
likes to work behind the scenes and importantlgrehs always this balance between the
regional Fed presidents and then the governorsthenBed presidents they tend to be
academics. They have very strong views sometinoesesmes they talk aloud,
sometimes they are talk in quiet but often anddsfty, they are not the ones that are
calling the ultimate shots. That is up to Bernan&ghe Chairman, Yellen who is the
Vice Chairman, and the folks who are in New Yorkovdre governing. Now the Fed
Presidents of course they can raise issues anthyosgey can create dissent and that
can create a debate. But ultimately if Bernankeahstsong will to pursue a policy, it will
take a very great deal for those minority voicebd@ushing Bernanke over.

| do not think that is likely to happen. What happeé a few weeks ago is that we had a
dozen of Fed speeches come out and first werbealFéd Presidents who were hawkish
and then came the governors who said "No no, evegyis fine, inflation is not a
problem" and then people realized "Oh my god yé&as those governors who call the
shots" - and that dissent is there, it is a condauhultimately Bernanke is gonna pursue
his policies.

ChrisMartenson: Well and he is just very recently on record as ihgneg@ome out at the
end of all the noise that was coming out of the lsystem and saying that maybe we
would have "QE sort-of" is how | am terming it. Waehey would continue to roll the
maturing MBS paper into Treasuries on a go forviasis at seventeen billion a month
or something like that. A far cry from the four aamdhalf billion a day that has been
pouring in under QE2 but still, money would be flog/in. So you are saying that is
keeping ample liquidity in the system?

Axel Merk: Well there is going to be plenty of liquidity, ande thing to keep this in
context is obviously there are different ways pedpbk at inflation, they can talk about
inflation is just the money that is being printedyou can talk about the money that is
being used in the economy. But importantly, if ybink about inflation - the two major
schools of thoughts about what is driving inflatid¥hat Bernanke thinks is that if we
have a slack in the economy, if capacity utilizati® not high, if unemployment is high,
we cannot have inflation. And then there is theeodthool of thought that Plosser and us
as well subscribe to that inflation is ultimatelfuaction of inflation expectations. While
that may sound like a circular argument, what thaans is that if people believe that the
Federal Reserve who is in charge of printing mazeey contain inflation, then inflation
expectations will be contained. But if the trusides in the Fed then all bets are off. And
in the 70's for example we saw that happening. phaaple thought oh my god inflation

is coming in the system, we did have a slack irett@nomy, we did have unemployment
high yet you could have inflation, push cost inflat And we are entering exactly the



same era where we have Bernanke who has expbtitgd last August in his Jackson
Hole speech, he wants to have inflation move highred then he was upset that the
market did not endorse him and he started QE2. &tgsnnflation expectations to move
higher. He needs to have the price level more higbé¢hat people are bailed out from
their mortgages who are underwater. And in theye201s when Volker said he was
going to contain inflation, people did not take heeriously and it took a while. Well
now, Bernanke says he wants high inflation; ihis $ame thing happening all over. The
market did not take him seriously and by all meaaswill get higher inflation and at
some point the markets will realize Bernanke wasddserious.

ChrisMartenson: | am still not entirely clear what he is looking fehen you said he
wants higher inflation because is that inflatiosedgrices, | think so yes. Is that inflation
in the traditional sense where all of the pricesrapving up in a price wage spiral? | do
not know if that is realistic at this point, becauke wage component of that is broken,
and has been for a while. And inflation is actuakllyy very real depending on where you
are on the socioeconomic spectrum. So for peogderuine median income it is very real
what is happening to food and fuel right now. Ihct transitory, it is actually quite
punishing. So what do you think he means when g Isa wants to see higher inflation?
Is he really actually looking at the CPI or eveeithirimmed mean and thinking he is
looking at a realistic measure of inflation?

Axel Merk: Well they are not looking at what we think is aligtec measure but what
the Federal Reserve is looking at is they are loglait inflation expectations as they are
priced into the market. Which is the spread betwhennflation protected securities and
the underlying Treasury securities. And there yaun come up with a forward-looking
inflation expectation, and what the federal reselwes typically, they say all right, the
next two or three years or up to five years wediaregard because that might be
temporary factors. So let's look at the market vhatforward inflation expectations
were based on the price in the market. Now of aoamne of these prices are distorted
because the Federal Reserve has been buying gg&t $lecurities. But there what you can
see is that the inflation expectations were dippirsg a little under 2% depending on
which measure you are looking at going forward Whebelow the comfort level of
most central banks, and since then have been meteéaglily higher. But it is about 2%
inflation that the Federal Reserve is looking fortbat very crude measure that they are
looking at and Ben Bernanke wants to have that nioyleer. Now in my view it has
moved beyond even the comfort zone of a typicalrakbanker. To your broader
guestion of whether that is appropriate, of cowséhave seen inflation in food and
energy go up and one of the things that peopleatralways aware of: that one third of
the CPl is the rental equivalent, it's a value ttoat pay for pretty much your rental
expense or your housing expense. Of course whespend all your discretionary
income on food and energy, you do not have much torpay for rent. Now of course
some people have moved to rental units and so, foutistill the upward pressure on
rental prices is going to be very much held baaknémployment is high. It is going to
be very much held back if people do not have angeydo spend on rent and so by all
means the measure of inflation that the Fed isifapét is going to be fairly well
behaved. But in the meantime what we have is, we had real wages not go anywhere



for a decade. People are disenchanted, they argvabre from a populist politicians in
the US from the Tea Party on the right to othershenleft. What that means is that we
are creating an environment where we are lessemsdikely to tackle the big issues &
entitlement reform that we need to tackle downrtdaal, and that is just in the US. In the
rest of the world where we have exported our pedicive gets riots, revolutions and
other things happening because the citizens are disgruntled and you can oppress
your people but if you do not feed them, they wilirt a revolution.

ChrisMartenson: All right, so, | totally get that, and | am in cptate agreement. Well
said. So on the monetary side we have pressurdseatollar because we are holding
rates between 0% and 0.25% where Europe has jastnates, where Canada has
higher rates where Japan has lower rates but e their own issues going on. China
is hiking rates. So there is monetary pressureedls we are printing money like crazy
still through QE2. On the fiscal side, what arenyhwughts there? | do not want to get in
to any sort of a political debate or discussionewhlook at the amount of money they
are talking about cutting, $38 billion, it is a ¢daable amount compared to how much
new debt is printed every week or the size of thfecd let alone the overall budget. We
also seem to have fiscal pressures that are goibg pushing on the dollar. How do
those play in particularly in this global econongnnwhere it seems like there is no safe
place to run?

Axel Merk: Sure, two answers to that, in the short term bsalate budget deficit has
just about no correlation to the value of the exgjearates. We much more look at flow
numbers that are the current account deficit tmafihancing requirement and so forth.
But in the short term we see Japan has for exaraplery high budget deficit, a huge
amount of debt, those numbers are not very relamahe short term. But what matters a
great deal is the sustainability of the deficitdam the US the math simply does not work.
And if anybody who looks at those numbers knowsareeheading towards a fiscal train
wreck. Now politicians know that as well - someluém still think that you can tax the
rich and be able to somehow solve these problémsnply does not work with the
math. And so what we have to do is we have to &ehtitlements. We have to tell
people that they have to work longer and by the wiagn social security was first
introduced, it was set at above the average lifeetancy age, we have to have people
have skin in the game in healthcare, Medicare, Badi And they are both Republican
and Democrat ways of tackling those issues. Bubh@esl to have a debate on that and
luckily some of that is starting to happen. Unfostely the proposal on the table by the
Administration does not do that, the proposal antétble by the Republicans is too
radical given the political realities. But at least are starting a debate on that and S&P
obviously has started in on it now by downgradimg dutlook on US debt. With that
hopefully we are pushing the debate more ontoatviKeep in mind no politician is
going to change their mind on the budget simplyabee an analyst of S&P has decided
to issue a warning. But it may put in motion a debbltimately, look at Europe how this
plays out in practice: the only language the poétis understand is that of the bond
market and so we may have to wait until the bondketavery clearly tells the politicians
that they have to act. And we can act later onedmwe can engage in reform now, the
problem is it is far more painful the longer youitnaand unfortunately it is quite likely to



take quite a few years before we are going to emgageal reform. There is always the
hope that we will do it earlier but as far as tléat is concerned, it is that sustainability
of the deficit that people are concerned aboutvemdtill have time, but the time is going
to run out within a few years.

ChrisMartenson: Interesting. You know, | do look at the Treasurgmational capital
(TIC) report just to see if there is enough flowingo cover that current account deficit
on a monthly basis and it has more or less bekis ailittle under but it is close enough.
The interesting trend | have seen there is thaidoers are buying less and less and less
on the long end, long-term securities, and moreraace and more on the short end.
Which to me is like if you are going to say evetijuham going to vote with inflation
expectations or fiscal crisis expectations, what e going to do is you are going to
start voting by only holding shorter-term stuffstir You know, switching your preference
on the maturities scale there. Have you been mgtignything like that or is that you
know, an artifact or do you think that is a reatistbservation?

Axel Merk: Well by all means and of course as interest rgoeasp or inflation
expectations may go up, anybody who is investinigked incomes should consider
reducing the overall duration of their fixed incopmtfolio. It is one of the things we do
in our mutual funds, by investing in currencies ibaeally a special case of being at the
extremely short end of the fixed income curve. Veeehnever had a maturity of over 180
days for example in our currency fund. And so vgttich a tool you can reduce the
duration of your overall fixed income portfolio. Bwrhat we have seen also on the
government side: the US government has run its pl@ibiolio like an adjustable rate
mortgage. Now luckily in the last 18 months orlse Treasury has tried to extend the
maturity of that and at the same time of coursgoaispoint out, buyers of those securities
be they domestic or foreign ones have been tryingduce their maturity and that is a
very healthy development. That is a debate thlaapgpening, it is going to be reflected in
the rates and so we have to see how that unfoldsoiBthe other hand of the spectrum of
course, we have had many people chasing yieldsiniéest rates are so low and four-
week Treasurers are yielding in the low singletdigisis point. So 0.02 basis points and
0.02% you get for giving your money to Uncle Sam&ganonth. That is just about
nothing. And so some investors have been goingotie yield curve have been buying
longer dated securities in the hunt for yield ahdaurse what happens then is you have
money chasing those securities that has no budie#sg there and the longer dated
bonds can be very volatile in normal times. We dbhrave to be somebody who thinks
of the crisis scenario to envision significant s the mood in the market swings, that
is typical for the bond market. In recent yeatsas not happened as much but the bond
market is a volatile place if you buy longer dasedurities.

Chris Martenson: Interesting, it is certainly something | am follioy as closely as | can.
One of the areas | do spend a lot of time in ismoawdities and | have been watching you
know, this recent run in commodities. Honestlyatitake a ten year chart out of the
continuous commodity index, it has been phenomieatun we have been on. It is 14%
per annum for ten years annualized you know, tiseaespike in 2008, a dip in 2009. But
on average it is a pretty nice straight line exdepthis last recent blow off, if I can call



it that that we are in the middle of. To me thiglédike early inflation expectations
playing out; it is risk assets coming forward.dels like late 70's all over again, at least
in terms of how commodities are behaving. Are ttere parallels there? | mean how
concerned do you think the Federal Reserve is ahatitnot even including the idea that
you put forward which is the more we drive up condities and export that sort of
inflation through our policies the more the restrad world, large portions of it anyway,
are unhappy with the results that transpire inrthemeland. How much do you think the
Fed is paying attention to this? And | know theydaome out and said it is "transitory";
| hate that word because Greenspan called oil ptremsitory at $40 a barrel in 2006.
Yeah it was transitory, and it transited right gb#® and never looked back. So where are
they in this story right now?

Axel Merk: The parallels is see are in the tech bubble antidbsing bubble. That for
many years the markets move up and up and up antaxe more and more folks come
out and justified and argue that these prices eaemcome down. | think we have seen
historic lows in the long-term mortgage rates phidpéast November or so and the Fed
of course should be very concerned about it. Thblpm is they are running out of tools
and the problem is also that the Federal Resenveaatrol short-term rates, but in the
long end of the yield curve, there is very litthey can do. The reason why the bond
market is doing what the Fed wants them to do ¢aibse it continues to be confident in
the Fed policies. But should the trust erode furthéhe Fed and it has been eroding over
time a little bit.

The cheapest policy by the way is just a verbabanoement by a Fed president that he
has to move to interest rate cuts, emergency catss buying of securities in the trillions
and so if the policy, you can implement it, itus{ getting more and more expensive. So
when the markets do not listen to the Fed, theisedly one participant who is sipping
from a straw in an ocean, and the reason is tleabdnd market, the fixed income market
is just so huge and it really goes beyond the USetaYou can buy other highly rated
securities overseas and they are all very clogghedl to US markets. So the Fed of
course they can buy billions, even a trillion oy ot if and when the market is moving
against the policymakers then there is no stopfihg.Fed cannot stem that tide. There
is only so much that they can manage and so dneething that they have to watch very
carefully. At the same time, they are not terribbncerned, and the reason they are not
terribly concerned is because they only have thatlevel. If the bond market is falling,
you do not know whether it is because of more ecoagrowth or because of more
inflation, and yes you can look at the inflatiomfeicted securities but you really only
know after the fact. So for now people think "Olalgewe have this economic growth
kicking in", until the next economic numbers comingre not as great as expected and
so it is a bit like a boiling frog syndrome. Yourrin all this money, you think
everything is great and you have some warning fighgou think "Oh yeah, things are
moving along" and by the time that you really dedamage you have created, it is
quite late to undo this damage and it is goingewéry, very expensive and painful.

ChrisMartenson: Well let's talk about what | consider to be thg kemmodity when it
comes to these sorts of expectations and one kmatw the Fed tracks very closely or



has historically, | assume they still do. Precimetals, gold particularly, on a huge tear
of late | would say, | think we are over $1,505tigow unless it has done something
crazy since we started talking and silver just mabpver $45 | believe, and so a huge run
following a decade of year on year gains. So whatyau views on the precious metals?
Do you believe in them as an investment at thistpand what is the outlook?

Axel Merk: Well, first of all | am not so sure how much thedReally looks at gold. |
think everybody has their personal view on the Héwby are not very happy about gold
being that high, but ultimately | do not think thethe main thing that they look at. It is
something they do look at but not as a main dridew as far as we are concerned, gold
is the ultimate currency because it is not so éagyint, it is very difficult to ramp up
production of gold. Having said that, it is the ahgou call it currency that is more
volatile than other currencies because the masieist much much smaller. If you look
at China, they are trying to increase their gokkrees but they are trying to be pretty
well behaved participants in the markets. So asregmtage of their total reserves, gold
has been going down and because they simply céuyatnough gold to keep it up. As
far as our firm is concerned, we have gold as a component in our main strategy and
as far as | am personally concerned and even bgfatel started to accumulate gold.
Gold I believe will do well as long as we do noange policies in the US that move over
to fostering savings and investment because unan tve will continue to be vulnerable
in the dollar as long as we continue to fight ratihan embrace market forces. And if
you look at it, and you mentioned earlier Europraising rates. Yes sure, we have rates
at 1.25% in the euro zone right now, but inflatismunning at 2.0%, so we still have
negative real rates even in the Euro Zone. So thargh | like the way they pursue the
policies and we can talk about that, it is stilrgthing where we are very
accommodating. Also, keep in mind we have a gldeak to GDP ratio in developed
countries, in the OECD countries that is over 100¢é.have never had that before in
peacetime, we have some minor wars going on bgemeral, in peacetime we have
never had that happen. Inflation almost certaislgaing to be part of that solution and
that is an environment that will continue to foggetd, and because the gold market is so
small, that is why you can see these extreme minagsan go far beyond where we are
right now. It was very difficult as we saw in tharly 80's this major, major blowout, we
have not see the panic buying and as long as Whate so many skeptics out there in
gold, we like gold. Having said that be aware t@d is quite volatile and there can
always be a sharp correction. One of the reasogswetprefer gold over other
commodities is because one the one hand the sitgplicgold because it only or
primarily has the monetary sensitivity and not sschindustrial use; and secondly
because it is far less volatile. Silver can mov&10 an hour, by all means we like silver
but you have got to have a good stomach in ordstaimach the volatility that comes
with silver.

ChrisMartenson: Oh absolutely yeah, silver has got an industt@lysto me and one
that | really actually like on a long-term fundanterbasis. | do not think it has a
monetary role simply because there is actuallygude enough of it on the surface of the
planet compared to gold, and gold you already maetl is a small market. Silver is tiny
compared to gold so not very favorable on that ham not a gold bug | am an anti



dollar bug as it were. Gold for me is a way of sstlpping mismanaged currency. On a
fiscal basis and a monetary basis | have stroragdeements of what we are doing right
now, it does not look sound. But you hit on the Kapg for me which is as long as rates
are negative, | am very much gold bullish and IWribat the official story is CPI
trimming, CPI Core or whatever. But my personal @Rihg that | hand-assemble is
much higher than the official ones, it is a coypbénts higher and so | would need
personally to see short-term rates in the vicioit$-5.5% before | would start to feel like
they were neutral to positive. | know other pedpee disagreements and have different
numbers but that just to put it in context, | wonkkd to see 500 basis points of interest
hikes before | start to become really fundamentadiycerned at this point about one of
the key supports for gold price.

Axel Merk: Well just as a comment there, think about whatldibappen if we were to
raise rates to 4-5% and indeed countries like Batfuhey scream for help from the
European union because their cost of borrowinggeasg to something like 5% and it
has gone beyond that since. But still 5% is nat tingh, at the same time if you look at
the municipal bond market in the US, some peomesaying well, the interest service
payment for the municipalities is not all that higlell yes, because they are paying only
1-2% on the interest. Let that go up, let the kglotén and suddenly let that debt
servicing double for those municipalities and tiaenare going to have very serious
problems. But one of the challenges of having Ioterest rates for an extended period is
that you encourage everybody to take debt, angusbtonsumers but also government
and municipalities. So what happens is we have gréater interest rate sensitivity and
that means we are far less shock-resistant bethtite consumer side if you lose a job or
be that on, just on the government side. And alltbdget projects by the way, by the
CBO are based on the current interest rate envieom@and it is just unrealistic to think
that that is going to continue forever. At leagrthis substantial risk in that. And the key
difference here between the US and the euro zarextomple is in the US we have a
current account deficit. As you pointed out eanier are dependent on foreigners to
finance that; in Europe you do not have that anih $be US and the countries with a
current account deficit you need to have economowth in order to attract money, in
order to have the currency be strong. In the eane zou do not need to have that, you
see that very clearly illuminated in Japan wheeevtlorse the economic performance is
the stronger the yen seems to be and that is betlaeng finance the deficit domestically.
When their economy slows down be that because ehahquake, be that because they
had six Prime Ministers in six years, as a resaiscimers are saving more and six Prime
Ministers in six years means that they are notcéffe in spending programs and exerting
pressures on the Bank of Japan. So only when tiethgir act together is the yen going
to tank, and so the dynamics work a little bit eliéntly in different countries. But in the
US we need that economic growth and by all meaweg ibre going to get interest rates to
4% or 5%, that would push us right back into a \s&yere recession, probably
depression.

ChrisMartenson: | agree with that, it really feels like a rockarhard place, itis a
classic bind. It feels like in trying to avoid theuidity trap we have gotten ourselves into
a much worse trap of a form and | do not quitels®e we get out of this. So my



guestion for you is how does the average investsgive wealth during this period of
time? It seems just horribly complicated, we havguess a lot and normal correlations,
and risk patterns are changing constantly. Howaiohelp people navigate this mess if |
can call it that?

Axel Merk: Well a couple of things that we would like to podut. One is that we have
argued for a long time that there is no such tlaingmore as a safe asset and investors
may want to take a diversified approach with somegtias mundane as cash. You may
want to consider hedging your dollar risk be timayaour cash side, be that on your equity
portfolio, and obviously there are many ways oingyto do that. Basically you have to
look at asset location without the risk free alégive, everything is risky these days. Now
on top of that and you talked about correlatiomg of the side affects of having so much
involvement by policymakers is that it feels greden another trillion is spent. The
problem is that all asset classes are moving iddism So where do you hide when things
turn bad? It is great on a day when the market gpdsy 200 points. But where do you
go when the market goes down? And that is why we kraered over to the currency
space because in the currency space you can depigntfolio where you can have low
correlation in your portfolio versus anything eteat you are holding. Also you can
directly play on the policies. Why do you hold Qisand | am not trying to have an
argument for or against Cisco but why do you hotisto you have the corporate risk
when ultimately the only reason you buy Cisco isduse you believe in economic
recovery. Well do it on a currency side where ywip ®ut the corporate risk and you can
take a position based on the mania of our cen&ak las in our policymakers. So more
and more investors are embracing that and it ispleealways say oh my god, currencies
are so complicated, but in the end no, they arehneasier because our policy makers are
highly predictable and you only have about ten mejorencies to worry about rather
than thousands of stocks. Some people say curigzeyo-sum gain; well no it is not,

we are better at printing money than other cousire. So that has very direct
implications to the value of the currency relativeone another.

ChrisMartenson: Excellent - because you know, if there is oneghHiam extremely
bullish on it is the mania of our policy makersbisolutely agree with that as an outlook
and it is something | have been arguing for a lemg. When we look through history
and we see very clearly that when presented wélofgtions of either deflating or
inflating, inflating is always chosen if ever pdssi So no reason to suspect this time
will be different. So | am very interested in tidea of how you get people exposed to
other currencies because one of the things | églpfe to do a lot is to diversify away
from the dollar, and depending on how much weatilh lyave got, it requires either a
little or a lot of effort. | am interested in theays that you can help people who want to
do that. So how can people find out more about ywmrk, what your investment
opportunities are and importantly to follow whauyare thinking?

Axel Merk: Sure, we have three mutual funds, the Merk FuhesMerk Mutual Funds
and the best way to learn about them and get @ectiss and all that is at
merkfunds.com, M-E-R-K-F-U-N-D-S.COM. | like to efss we typically do not use
leverage, we consider ourselves currency investaodsnot speculators. Sometimes



currencies have reputations of being highly speis@dut you do not need to be
leveraged by a speculator in order to make moneyirencies. We have a hard currency
fund, an Asian currency fund, and absolute retumenicy fund. The titles are pretty
much self-explanatory but look at our website trmemore about them. We have a
newsletter there, a free newsletter there whertalkea lot about these dynamics and the
currency markets as they unfold building on whatjuet discussed here. | encourage
anybody to sign up there, go to our website, |@aone about them, and then shoot us an
email through the website if you have any questions

ChrisMartenson: Great fantastic. You know, actually | hope wetgeteet again when
| come out your way. | know we had an opportunityrteet last time | was out and really
enjoyed that. So | want to thank you for an illuating discussion today, just fantastic.

Axel Merk: My pleasure anytime.

ChrisMartenson: And you know what, | hope you and | are wrong dtiba dollar but
hope alone is a terrible strategy. So let's plahaat as if we are not.

Axel Merk: By the way, just on that point we fully agree, deenot have a crystal ball.
The question is not whether we are right or wenaang, the question is, is there risk
that we are right and if so, should investors tiflet into account in their portfolio
location? | wish to be wrong as well, and we dorgieng we can to encourage policy
makers to do the right move, but unfortunatelyinktthere is a risk that we may be right
and if so, you may want to take into account innjoaation if you, as you allocate your
portfolio.

ChrisMartenson: Perfectly well said, | could not agree more arat th how | have
been allocating things for quite a while in my olife. So | am hoping for the best but
planning as if maybe that is not going to come #&laod structured my portfolio
accordingly. So again hey, thanks again, | reghigraciate it.

Axel Merk: Yeah, take care.

ChrisMartenson: All right, bye bye.



