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Three Parts to My Tutorial

1. Where We Are:
The Debt Deflation Theory of Great Depressions —

2. Implications for: Your Investment Strategy in
Natural Resources -

The Discovery Investing Scoreboard

3. Advances in Discovery Investing, old, new and
future wealth creating Discoveries



Where Are We?

e The Western World is on the edge of a
debt - induced deflationary vortex.



How did we get into this mess?

* More than half (~ 65%) of our $14 to $20 trillion
national debt and ongoing deficits are due to
imported energy and foreign energy wars.

e Great Society’s - Guns and Butter Philosophy is
finally catching up.

e Lehrman’s “Curse of the Reserve Currency Dollar.”



Impact of Energy Dependence

e |n 2010, the total U.S. trade deficit was $497.9
billion, from $1.8 trillion in exports minus $2.3
trillion in imports.

* America's dependence on foreign oil drives the
trade deficit. In 2010, the U.S. imported $252
billion in petroleum-related products.



Impotence and Hubris of US Political Policy
In Energy and National Debt Management:

Decades Of Promises From Both Sides On Our
Intentions To Become Energy Self Sufficient



President Richard Nixon 1973

In 1973 the United States imported 34.8 % of its oil from
foreign countries.

“Our independence will depend on maintaining and achieving
self-sufficiency in energy,” President Nixon.



President Jimmy Carter 1977

In 1979, imports were up to 45 % of the nation’s oil supply .

“the country will never again use more foreign oil than we
did in 1977.” President Carter



President H. W. Bush 1990

By 1990 at the dawn of the Persian Gulf War the United
States imported 42.2 % of its oil.

“Reverse excessive dependence on foreign oil”
President George H.W. Bush

By the time his son ran for office, sport utility vehicles ruled
the roads and 52.9 % of the nation’s petroleum came from
overseas.



Dubya 2008

By 2006, when President Bush declared in his State of
the Union that the nation was “addicted to oil,” foreign
countries were delivering 59.9 %.

e America’s energy resources are not tapped out; U.S. oil
production has been in an inexorable decline since its
peak in 1971. But discovery in the form of oil,
condensate and gas fracking and shale resources is on
tap. Energy metals and materials science are promising
new domestic supply chain development.



President Obama

e Wants to move toward "a future where America is
less dependent on foreign oil, more reliant on
clean energy produced by workers like you."

 That will happen by reducing oil imports, tapping
domestic energy sources and shifting the nation to
renewable and less polluting sources of energy,
such as wind, the president says. He has set a goal
of reducing oil imports by one-third by 2025.



Where Are we Today?

e The Department of Energy reported (July

2011) that oil imports fell below 50% (49.3%)
for the first time since 1997.

e In 2006 we imported 63% of our energy
needs.



Irving Fisher: Debt, Deflation and Depression

In a seminal 1933 article, Irving Fisher explained the
meltdown of financial markets in the Great Depression
and the devastating effects of an unstoppable
downward economic spiral (vortex) connecting:

1) deflation of asset and goods prices,
2) the process of deleveraging by households and firms,

3) contraction of economic activity.



Indebtedness

Total U.S. Debt as a % of GDP
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Velocity of Money

The rate at which the money supply turns over relative to the GDP
GDP=M*V

Velocity of Money 1900-2009

Equation of Exchange: GDP(nominal) = N[*V
annual
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A Slowdown in Velocity

Policy Conundrum For The Fed: They’ve pumped a great deal of liquidity into the economy.
Normally, banks would take that money and multiply it by lending it increasing velocity and the
overall money supply.

In the past, the more the Fed increased the money supply, the more banks lent.

But today bank lending is still falling at an average of 15% annually, so far this year.

But what if that trend stops?



St Louis Fed- Money Multiplier
Through Sept 21, 2011

M1 Money Multiplier {(MLULT)
Source: Federal Reserve Bank of 5t Louis
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St Louis Fed- Reserve Balances of
Banks Held by the Fed
Through October 5 2011

Reserve Balances with Federal Reserve Banks (WRESBAL)
Source: Board of Governors of the Federal Reserve Systemn
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St Louis Fed- Velocity of Money MZM

(Money Zero Maturity)Through June 2011

Velocity of MZM Money Stock (MZMWY)
Source: Federal Reserve Bank of 5t. Louis
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Economic Reality Beyond the Market
and GDP

More than five million homeowners are behind on their mortgages.

There are over six million Americans who have been unemployed for at least six months,
a record 40% of the ranks of the jobless

The private capital stock is growing at its slowest rate in nearly two decades.
Roughly 30% of manufacturing capacity is sitting idle.
Nearly 19 million residential housing units, or about 15% of the stock, is vacant.

One in six Americans is either unemployed or underemployed.

David Rosenberg of
Gluskin Sheff.
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Declining Household Income (~10%)
NYT Oct 9 2011
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After the “Twist” US Treasury Yield Curve
August 30 and September 30 2011

U5 yield curve Latest —— 1 week ago 1 month ago
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1 Month 0.01% 0.00 0.00% 0.01%
3 Month 0.03% 0.00 0.00% 0.02%
6 Month 0.06% 0.00 0.02% 0.05%
2 Year 0.25% 0.00 0.22% 0.20%
5 Year 0.96% 0.00 0.87% 0.87%
10 Year 1.92% 0.00 1.83% 2.00%

30 Year 2.91% 0.00 2.89% 3.31%



Negative Real Interest Rates: Sept 2011

DATE 5YR 7 YR 10 YR 20 YR 30 YR
09/20/11 -0.82 -0.49 0.04 0.68 1.03
09/21/11 -0.78 -0.47 0.02 0.66 0.98
09/22/11 -0.70 -0.43 0.01 0.56 0.87
09/23/11 -0.59 -0.33 0.10 0.65 0.97
09/26/11 -0.56 -0.30 0.12 0.72 1.06
09/27/11 -0.60 -0.33 0.12 0.72 1.06
09/28/11 -0.58 -0.25 0.16 0.74 1.05
09/29/11 -0.56 -0.24 0.17 0.73 1.03
09/30/11 -0.54 -0.22 0.17 0.72 1.02

Source: US Department of the Treasury



Bonds versus Stocks NYT Oct 7 2011
Result of the S&P Downgrade
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Economic Reality Of the Market and GDP:
Washington Cannot Grow or Spend Out of
the problem

Commercial real estate values are down 30% over the past year

Bank credit is contracting at an unprecedented 15% annual rate through September as lenders sit
on a record $1.3 trillion of cash.

Unit labor costs are down an unprecedented 4.7% over the past year, household coffers has been
replenished by the federal government, as transfer payments from Uncle Sam now make up a
record 18% of personal income (the Senate just passed yet another jobless benefit extension bill!).

The average American worker has seen his/her level of wealth plunge $100,000 over the last 2
years, even with the recovery in equity markets this past year.

Real Median Income has fallen 9.8% since 2007.



Competing Economic Theories

Keynesian — inflate out, print and spend
Monetarist — govern the money supply

Austrians - posit that economic crises are caused by excess credit
growth and the malinvestment (misallocation of resources) that
results, with these being caused by central bank monetary

policy and the fractional-reserve banking system.

Classical — Debt Deflation - also an economic theory that cites
credit bubbles as a key factor in economic crises

All provide different descriptions of debt dynamics in the world
and suggest different causes and solutions to credit bubbles.


http://en.wikipedia.org/wiki/Central_bank
http://en.wikipedia.org/wiki/Monetary_policy
http://en.wikipedia.org/wiki/Monetary_policy
http://en.wikipedia.org/wiki/Fractional-reserve_banking
http://en.wikipedia.org/wiki/Fractional-reserve_banking
http://en.wikipedia.org/wiki/Fractional-reserve_banking

Hyman Minsky

Hyman Minsky argued that the debts assumed at
the height of the bubble simply cannot be repaid —
that they are based on the assumption

of risingasset prices, rather than stable asset
prices: the so-called "Ponzi units". Such debts
cannot be repaid in a stable price environment,
much less a deflationary environment, and instead
must either be defaulted on, forgiven, or
restructured.




Minsky Moment

 There are basically five stages in Minsky’s model of
the credit cycle: displacement, boom, euphoria,
profit taking, and panic.
http://www.newyorker.com/talk/comment/2008/0
2/04/080204taco talk cassidy#ixzzlaw7S0koy

 The Minsky Moment is the moment at which
investors realize they MUST liquidate debt. The
moment when asset destruction begins.


http://www.newyorker.com/talk/comment/2008/02/04/080204taco_talk_cassidy
http://www.newyorker.com/talk/comment/2008/02/04/080204taco_talk_cassidy

Irving Fisher’s Debt Deflation Theory

According to the debt deflation theory, a sequence of effects of a
debt bubble bursting occurs:

 Debt liquidation and distress selling.

e Contraction of the money supply as loans are resoleved.
e Adecline in the level of asset prices.

e Astill greater decline in the net worth of businesses

e Increases in bankruptcies.

o A fall in profits.

e A reduction in output, in trade and in employment.

e Pessimism and loss of confidence.

e Hoarding of money.

e Afall in nominal interest rates and a rise in deflation adjusted
interest rates.



Debt liquidation and distress selling.



Contraction of the money supply as
bank loans are paid off, discounted or
liquidated.



A fall in the level of asset prices.



A still greater fall in the net worth of
businesses, precipitating bankruptcies.



A fall in profits.



A reduction in output, in trade and in
employment.



Pessimism and loss of confidence.



Hoarding of money.



A fall in nominal interest rates and a
rise in deflation adjusted interest
rates.



Lessons from the New Economics

e Lesson 1: Fiscal stimulus is a band-aid. It may
be necessary but it is clearly not sufficient.



Lessons ....

e Lesson 2: Deflation must be halted and reversed,
and the credit system restarted.

e Deflation will not stop if the collapse of the credit
system is not contained, and the collapse of the
credit system will not stop until the deflation of
asset and goods prices is controlled. A trillion
dollars of fiscal stimulus today will not avoid
catastrophe if the financial stabilization fails.



e Lesson 3: Prevention. We got into this mess
because financial development advanced
ahead of regulators, government officials, and
actors in financial markets, including geniuses
who created innovative financial products
such as CDOs, MBSs, CMOs, and the greatest
villain of all, CDSs



Fisher’s Insight Circa 1933 Holds Today

e d5AA0dzND I yOSa Mgbtaindil®a S
purchasing power of the monetary ung will set
up serious disturbances in all or nearly all other
economic variables.

* On the other hand if debt and deflation are absel
other disturbances are powerless to bring on cris
comparable In severity to those of 1837, 1873 o
1929mM (po 0 P¢



Fisher’s Hope

o oFinally, | woulégémphasizeéhe important
corollary, of the debtleflation theory, that great
depressions are curable and preventable throu
reflation andstabilisatiord €



Deflation and / or Hyperinflation -
Can’t Happen Here? Think Again

U.S. 1837, 1873 1929
China 1933
Germany 1920

The U.S. 1980 — almost



NOT A BUBBLE: Gold’s Decade Long Bull
Market - Sept 30, 2011

Chart of the Day - www.chartoftheday.com
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Implications For Your Investment
Strategy

* Increased Due Diligence at the Discovery Level. This
is where great wealth is created.

e Use of 10 point Discovery Factor Model.

 Automated software announced for delivery in
January



DISCOVERY

[INVESTING
SCOREBOARD

The methods of evaluation of companies for purposes of investment as described in this presentation are
the proprietary intellectual property of Discovery Investing Scoreboard LLC, and shall not be disclosed in
any form whatsoever, whether verbally, in writing or via electronic means, without the specific written
authorization of the company.



The Opportunity

e Microcap company evaluation is an imprecise art

e P/E Ratios, Discounted Cash Flow Analysis and other
traditional evaluation methods are difficult or
impossible

 Yet microcap companies with “discovery potential”
offer largest potential investment gains

 These companies are of primary importanceto
Cambridge House conference attendees

e Discovery Investing Scoreboard (DIS) is a
revolutionary social networking tool to assist
microcap investors in evaluating companies



Discovery Investing Scoreboard

Online subscription service based on “Discovery Investing”
paradigm of Dr. Michael Berry

Users input word evaluations of multiple factors and their
importance, plus mandatory/desired indications

— 10-point grid of factors to evaluate company prospects

— Crowdsourcing provides consensus evaluation of any factor

— State-of-the-art Computing With Words engine to handle imprecision

Produces a composite score distribution on 0-10 scale that
reflects company’s discovery investment potential



Discovery Investing 10-Point Grid
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Crowd Sourcing

Users may appeal to the “crowd score” for a particular factor or for
overall company score

Database initially populated and updated by panels of experts
(analysts, newsletter writers, etc.)

Indicators for “Freshness” and “Interest” in each company’s data

Analytics for database mining, e.g.,
— Top-scoring companies in different sectors
— Feedback to companies on investor perceptions

Nothing comparable exists in the investing community



Yerington Nevada, 50 billion Pounds of Domestic
Copper: Quaterra Resources, Entre Gold, Nevada Copper




: 1 million ounces of
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GPG / QMM Herbert
Hole 1-4 38.8 Ounces Silver .1 Ounce

Gold over 1.73 Meters




Grande Portage and Quaterra — A Gold
Vein Outcrop at Herbert Glacier

6 parallel mesothermal
gold/silver veins - at least
three high grade ore shoots




Revett Minerals: The Cleanest Cash
Flowing Copper / Silver Producer in the
Country.

S20 million in cash on the B/S and
production of 1 million ounces (net of
copper by product) .




