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Capitulation

In theory, prices of financial instruments reflect the decentralized wisdom of all 
market participants.  Information and opinions are in constant flux at the margin, and so 
are prices.  But, discontinuous moves ought to be explainable only by new information 
that suddenly and materially changes the collective view of valuation, as the two recent 
examples below illustrate.

The morning of October 29, Reuters ran an article titled “Fed set to end one crisis 
chapter even as global risks rise” that included this line:

The Fed is likely to announce at the end of a two-day meeting that it will 
no longer add to its holdings of Treasury bonds and mortgage-backed 
securities, halting the final $15 billion in monthly purchases under a 
program that at its peak pumped $85 billion a month into the financial 
system.

If Reuters knew, everyone knew.  The 
announcement that the Fed would end QE 
(for now) was not new information to market 
participants, but the expected outcome.  Strange 
it was, then, that the gold market should dive as 
the information hit the news wire, and stranger 
still that pronounced weakness began a full 
five minutes before the announcement was 
published.  Even assuming someone got access 
to the Fed minutes before they were released, 
a violation that has been documented in other 
cases, how would a trader know how to act, 
given that the expected outcome was already 
in the market?
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But that move paled in comparison to what 
happen Tuesday evening.  The day before the 
Congressional election, the Drudge Report’s 
top headline was that the election map models 
at the New York Times, CNN, and Washington 
Post put the chances of a Republican takeover 
of the Senate at 70%, 95%, and 97%, 
respectively.  It strains credulity to think that 
the actual outcome shocked the market.  Yet, 
the graph shows that December COMEX 
futures sank $30 the night the election results 
were announced.

Even assuming that the market is always 
correct and that we must, by deduction, 
necessarily conclude from market action that the end of QE was, in fact, unexpected, 
along with the election results, one would suppose that this collective wisdom would 
manifest in market prices either at the precise moment the information was released, or 
gradually over time as various market players acted on the new information.

But, as Zerohedge.com documents in the chart below, much of the damage to the 
gold price has occurred right after midnight Eastern Standard Time on huge volume over 
tiny periods of time.

Fiduciaries have a responsibility to get the best price for their principals.  Presumably 
it is not they who are selling.
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The collapse of the gold price has had predictable effects on gold stocks.  The GDXJ 
ETF had been up 50% earlier in the year, but is now down 27% for the year, as the gold 
price sinks below the stated cost of production.

All is not yet lost, however, 
whatever current share prices may 
indicate.  The recovery of the value of 
gold as against industrial commodities 
(that is, the costs of mining it), 
especially oil, that began in mid-2013 
has not faltered.  And, as shown in 
previous Myrmikan updates, gold 
weakness in dollar terms is partially the 
effect of a stronger dollar against other 
currencies.  Gold remains relatively 
higher in the countries that mine it, which keeps labor costs under control.  Finally, many 
of the better companies from the previous up-cycle have consolidated their operations 
and balance sheets and, as businesses if not as stocks, are better able to withstand a period 
of low prices.

No doubt an extended period of time below $1200 may gradually reduce the equity 
values of many gold companies to zero, but the market seems to be discounting this 
contingent outcome to today.  And there is much time for conditions to change before that 
result actually manifests.

The sudden loss of 
value in the gold sector 
has created a cacophony 
of voices calling for 
much lower prices 
still, ridiculing the 
reasons for being long, 
not unlike the reverse 
dynamic on view when 
gold was at $1900.  One 
theory that has received 
particular scorn of late 
is the argument that 
sovereign debt to GDP 
determines the gold 
price, as shown in 
the top graph.

The bottom 
graph shows that this 
relationship is purely 
arbitrary—this debt 
ratio fell during 
the 1970s gold bull 
market, and rose in 
the 2000s along with 
gold, suggesting no 
correlation or causation.

Gold Oil Ratio



NOTE: This material is for discussion purposes only. This is not an offer to buy or sell or subscribe or invest in securities. 
The information contained herein has been prepared for informational purposes using sources considered reliable and 
accurate, however, it is subject to change and we cannot guarantee the accurateness of the information.

Myrmikan Research
November 6, 2014

Page 4

Myrmikan’s central thesis for owning gold mining companies is not so much that gold 
will increase in nominal price than that it will increase in terms of commodities as credit 
conditions falter.  However, nominal prices are also important for mining companies that 
have dollar debt, which includes nearly all of them, and Myrmikan’s secondary thesis is 
that gold will increase in terms of dollars as well.

This secondary thesis is not based on the size of the monetary base.  As explained 
in the Myrmikan Research Report Liquidity, an institution that issues liabilities for value 
can issue unlimited amounts without diminution of value.  This is why the quantity of 
money, ultimately, does not affect the value of money.

However, for thousands of years, sound banking required the issuing of liabilities 
only for gold or credible, short-term promises to deliver gold (or whatever else was the 
most liquid economic substance in the economy).  If a note issuing institution, such as the 
Federal Reserve, issues notes against debt, then one must consider the health of that debt 
to determine the value of its notes.

It should not be a controversial claim that to the extent a spendthrift Congress piles 
up debts, the prospects of that debt being paid in real terms diminishes.  Similarly, when 
no one wants to buy the debt, i.e., the price goes down and interest rates rise, this is 
another sign that the market does not value the debt very highly.

Running a regression 
analysis of gold against the 
nominal size of Federal debt 
and the nominal interest rate 
of the 10-year Treasury bond 
over the 526 months following 
1971, when the dollar was 
allowed to float against gold, 
reveals the stunning graph at 
right: 94% of gold’s movement 
can be explained by those two 
variables alone, at least until 
April 2013.

As before when Myrmikan has published this graph, it should be noted immediately 
that the regression analysis here does not prove a hard mathematical relationship among 
the data.

Regressions are normally used to analyze independent data points: upon measuring 
100 men, the height of each sample is completely independent of the one before and after.  
One can generate statistical measurements such as the mean and standard deviation, 
which can, for example, provide the precise likelihood of meeting a 7 foot tall man.

Here, the graph is used to show the incredibly tight correlation between the principles 
that Austrian economics hold to be true and the data.  In chaotic field of economics and 
finance, finding such a correlation randomly is highly unlikely.  Even if the math can’t 
prove causation, it does bring to mind the story of the economist meeting the man who 
has flipped his coin for ten heads in a row.  The economist rates the chances the next flip 
will be heads at 50%, when, in fact, the chances are 95%—it is far more likely that the 
man has a two-headed coin than that he has flipped 10 in a row randomly.

*Gold = 64.83 + 6.04 * gross federal debt squared + 2.4 * 10-year yield squared: R2 = 0.94 
Source: Federal Reserve Bank of St. Louis 
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The regression model itself now tops $2000 and, using CBO baseline estimates, 
will surpass $2200 by the end of 2015.  The big smash in April of 2013 is clearly 
visible on the graph, when the correlation broke down, following a series of flash-
crashes at odd, illiquid times of the night.  However, market manipulations cannot alter 
economic law.  It would not surprise for the price of gold to suddenly react back to, or 
even surpass, the model that operated which such precision over 42 years.

The weakness that has followed the 2013 smash has now set a new all-time record 
low.  Looking at the Bank of England’s balance sheet from 1720, and switching to the 
Federal Reserve’s balance sheet in 1914, reveals that the market has insisted that the 
issuing bank’s liabilities be backed by an average of 35% gold.  The average since 
1971 is 29%, suggesting that the magnitude of required backing is not an artifact of the 
gold standard, but rather of market forces.

As of yesterday, the percentage that Fed liabilities are backed by gold has fallen to 
6.6%.  Gold is the cheapest in dollar history.  Bank of England records show only three 
periods when the backing of the pound was less: 1742, 1763, and 1815.  All three of 
those episodes were short-lived.

It is unpalatable to buy or hold and asset that seems to be plunging rapidly toward 
zero, until one remembers that the trick to making money in the markets is buying 
cheap and selling dear.  By many metrics, the broader markets are the most expensive 
ever.  Among others indicators, GaveCal Research pointed out in a release yesterday 
that the price-to-cash flow ratio of the median stock is now above the 2007 bubble 
high.

The record high for the ratio of gold to the Fed’s liabilities was 133% in 1980, 
clearly a bubble top.  This would correspond with a price per ounce north of $25,000 
currently.  That is how crazy gold bull markets can get.  Imagine what the gold miners 
would look like.  Imagine what the broader markets would look like.  This is the reason 
to maintain exposure to gold.


