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Introduction

We wrote our first book, America’s Bubble Economy, back in 2004 and finished it in 2005, long before the housing bubble was visible to many people. We asked our publisher, John Wiley & Sons, to hold the book as long as they could because we were concerned that nobody would buy it. Few people believed there was a housing bubble at that time, much less a whole bubble economy. They wouldn’t hold it any longer than fall 2006, and so it was published.

With that book and Aftershock, we have built up a good track record of predicting much of what has happened since then, certainly better than most analysts. Almost no economists or analysts wrote an entire book about such issues at the time, although many have written books since. But many of those books are more historical than predictive. It’s still scary to predict the future. It’s much easier to review the past.

We have been criticized by some as being one-trick ponies—that we made one good prediction and that’s it. Certainly, there have been cases of this in the past, such as Elaine Garzarelli, the market analyst who famously predicted the 1987 stock market crash. But we’re not trying to predict a crash. What we are trying to do is predict a far larger change in the entire economy. Yes, an earlier real estate crash and stock market crash was part of that, but there is much more to what’s going on in the U.S. economy and world economy. Anyone who reads our books will see that.

Some people may say we were right about one prediction, but in fact, it was a range of related predictions, many of which we predicted will not occur for years more. We’ll have to wait to see if those come true. But even if we got only one prediction right, that’s better than many people who get far more attention for their predictions than we do, such as Ben Bernanke. He predicted, after the Bear Stearns collapse in June 2008 and just four months before the biggest financial crisis in our history, that all was fine with our financial system. Well, it’s better to be right once than never. At least it should give us more credibility.

But our forecasts are not meant to cheerlead or paint a rosy picture, and we know that leads many people to giving us less credibility, for obvious reasons. They would rather listen to a more bullish outlook, such as Mr. Bernanke’s, especially on the stock market. As one of our good friends on Wall Street said, “Nobody likes a bear, especially when they’re right!”

We’re not trying to be a bear or a bull, we’re just trying to help people better understand the economy. As another friend on Wall Street said, “What you’re really doing is teaching people.” And that’s exactly what we want to do. Some people have said we are arrogant, but we try not to be arrogant. Of course, maybe in the act of teaching something very new that others aren’t teaching, there is a certain inherent arrogance.

The best teachers have a passion for what they teach. And when you have a passion, you try to make strong points of great substance that will stick with the people you are teaching. If we have overreached in some of our chapters and appeared arrogant, we apologize. We try to keep the book as nonarrogant and easy to read and enjoyable as possible, while still getting our message across. In fact, we think that is critical to good writing and good teaching.

We don’t try to attack anyone personally. If we do make a reference to someone personally, it is to make a larger point about the economy or the way people look at the economy, not to personally put anyone down.

We try to be as fair as possible because we need to be as believable as possible. That is absolutely critical to teaching anything new.

In this book we hope to expand on what we have taught in the past, and we hope more people will benefit. The greatest joy of writing a book is that someone benefits from it—whether that’s because they are entertained, or live a more financially secure life, or simply have a better understanding of the way our society works. It’s all about feeling that you are somehow better off after reading the book than before. We wrote this latest book, The Aftershock Investor, in response to our readers’ demands for more details about how to put the ideas in Aftershock into action. The old ways of investing based on Conventional Wisdom are becoming increasingly ineffective and even dangerous. For those lucky enough to see what is coming, we need a new investing approach. Rather than passively waiting for things to get better, we need to actively manage our investment portfolios, based on the correct macroeconomic view of the current and future economy. For that, we now offer you The Aftershock Investor.


PART I

AFTERSHOCK


CHAPTER 1

Bubblequake and Aftershock—A Quick Review of How We Got Here and What’s Next

WHY READ THIS BOOK? BECAUSE WE WERE RIGHT, NOW YOU CAN BE RIGHT, TOO

We are not Ben Bernanke, chairman of the Federal Reserve. We are not economic Nobel Prize winners, like Paul Krugman. We don’t run huge investment firms, such as Goldman Sachs or Merrill Lynch. But they were all wrong, and we were right. That is why this book is worth reading. We don’t have a crystal ball—no one does. But we do have something even more reliable over the long term: the correct macroeconomic view of what is occurring and what’s coming next. Once you have this correct Big Picture too, you can be just as right as we have been. With this book, you and your family and associates will likely have a better chance than most to cover your assets, protect yourself, and perhaps even find profits in the coming Aftershock.

The purpose of this book is to move you closer to that with every page.

Please note: If you have not yet read any of our previous books, the rest of this chapter will serve as your quick executive summary. If you have already read Aftershock, Second Edition, you could just skip ahead to Chapter 2, which offers a brief update since our 2011 book. However, you may want to stay with us here just for the quick review. If nothing else, it will help you hold up your end of the discussion with some people who may still be in the dark about what is really happening.

You Are Not Asleep with the Sheep

Back in 2006, when the U.S. economy was still looking pretty good, our first book, America’s Bubble Economy, accurately predicted the future popping of the real estate bubble, the fall of the stock market bubble, the decline of the private debt and consumer spending bubbles, and the widespread pain all this was about to inflict on our vulnerable, multibubble economy. Of these bubbles, we said the real estate bubble would be the first to go, kicking off the fall of stocks and the decline of private debt and consumer spending—exactly what occurred in the financial crisis of 2008. We also predicted the eventual bursting of the dollar bubble and the massive government debt bubble, which are both still to come.

Other bearish analysts have also predicted some of our current economic troubles, but very few did so as early as 2006. Even those who did see parts of this mess coming are still failing to connect all of the dots. They don’t fully understand what’s happened so far, and they can’t tell us what will happen next. America’s Bubble Economy was the only book to both warn about the current economic problems here and around the world, and also to go way out on a limb by predicting in substantial detail what would occur, why it would occur, and when. Not too many authors have been willing to go that far out on a limb, mostly because they can’t. They don’t yet see the whole story, and they don’t dare take a chance on making inaccurate predictions that may come back to haunt them later. We went out on a limb and it turned out to be rock solid.

Of course, back in 2006, our prescient predictions were largely ignored.

Then our next two books, Aftershock (2009) and Aftershock, Second Edition (2011), further fine-tuned our forecasts, explaining in more detail how massive stimulus spending by the federal government and massive money printing by the Federal Reserve would temporarily boost the falling multibubble economy, particularly the stock market, but would only kick the can down the road and later make our bubble economy crash even harder.

This time, with the memory of the 2008 financial crisis still painfully fresh, more people began to take notice. In 2009, Aftershock was named one of SmartMoney’s Best Books. And in 2011, within weeks of publication in August, Aftershock, Second Edition, became a New York Times business bestseller, a Wall Street Journal business bestseller, and the number one Amazon personal finance book and number one Amazon economics book. Since then, the book has been translated into Japanese, Chinese, Polish, and Korean, and recently became a Korean bestseller. The book was made even more accessible in the form of an audio book, beautifully read by Christopher Kipiniak, which was nominated for an Audie Award. By the end of 2011, Aftershock, Second Edition, was named by The Economist magazine as Amazon’s third bestselling personal finance book, not just in the United States but in the world.

What a difference a crash makes! Some people are clearly starting to wake up.

But despite all the kudos and recognition our books have gotten, our basic macroeconomic message is still falling mostly on deaf ears—or, more accurately, on denying minds. Most people simply do not want to wake up and fully face the truth of what is really happening. Even the bear-oriented analysts are missing the bigger picture. This is not merely a bearish “down cycle” that will eventually be followed by a bullish “up cycle.” This economy is evolving. We are not going back to how it was before. We are going forward to something new.

For a fuller explanation of our macroeconomic views, we encourage you to take a look at Aftershock, Second Edition. For your convenience, we are also summarizing the key ideas of that book in this first chapter, before we tell you how you can potentially protect and grow assets in this dangerous and evolving economy.

But before we get to that, we would like to take a moment to congratulate you—the person who is reading these words right now—not just for opening this book, but more importantly for opening your mind, if not to our entire macroeconomic point of view, at least to the possibility that something is not quite right with this so-called “recovery.” Perhaps we are headed not back to the prosperity of the past but forward, toward something entirely new, highly dangerous, and potentially profitable. You are part of an elite, early group of people with their eyes open and their lights on. You may not know everything about what is occurring or exactly what to do about it, but you, dear reader, are not asleep with the sheep!
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Bubblequake! First a Rising Bubble Economy, Now a Falling Bubble Economy

The first thing you need to know about our current and future economic problems is that they didn’t start yesterday. It all started decades ago with a combination of declining productivity growth beginning in the 1970s, coupled with a growing propensity to run big government deficits beginning in the 1980s.

Please understand that, in and of itself, running big deficits is not necessarily a bad thing. In fact, there are times when borrowing big money is really quite smart. For example, you might borrow a large sum of money to start a profitable business or to go to medical school, which among other benefits can increase your real wealth in the future. But this big government borrowing was not the equivalent of starting a profitable business or going to medical school, and it did not lead to increasing the nation’s real wealth in the future. Instead, we just borrowed money to buy things we wanted without having to raise taxes—the equivalent of being able to go shopping with a credit card without having to get a better-paying job.

Now, to be fair, the $1 trillion federal debt in 1982 really wasn’t that much compared to today’s nearly $16 trillion federal debt, but the relatively small annual federal budget deficits in the 1980s were significant because they were the early beginnings of the big federal borrowing and big deficit spending that would come later.

Of course, at the time, no one was too worried about the beginnings of big federal borrowing and deficit spending in the 1980s. In fact, the U.S. economy grew nicely over the next couple of decades, with a 260 percent increase in U.S. gross domestic product (GDP) from 1980 to 2000. And asset values, such as stocks, bonds, and real estate grew even faster.

However, there was a hidden driver behind much of this rapidly rising abundance: bubbles!

What Is a Bubble?

This should be a relatively easy question to answer, but, believe it or not, there is no academically accepted definition of a financial or economic bubble. For our purposes, we define a bubble as an asset value that temporarily rises and eventually falls, primarily due to changing investor psychology rather than due to underlying, fundamental economic drivers that are sustainable over time.

Before it is a bubble, an asset value may first begin to rise because of real fundamental economic drivers, such as when population growth pushes up the demand for housing and therefore the price. But at some point, the impact of the underlying fundamental driver has a diminishing effect and hopeful investor psychology takes over, pushing the asset value temporarily higher, creating a bubble.

In the course of history, asset bubbles have varied greatly in their causes, duration, height, and crash impact, but one thing has remained absolutely constant about all bubbles of every type and size: they all eventually pop. By definition, if it is a bubble, what goes up must come down. That is the economic reality that no bubble can escape. Gravity happens. It’s only a matter of time.

Because bubbles go up primarily due to investor psychology rather than due to fundamental economic drivers, all it takes for a bubble to fall is a significant enough change in investor psychology. What makes investor psychology change significantly? Investor psychology changes when enough people figure out that they have bought into a bubble, leading to a sell-off and a bubble pop. If it weren’t really a bubble, the deep sell-off wouldn’t last. Nonbubble asset values can certainly drop, but the underlying fundamental economic drivers would still be in place and eventually investors would soon return to buy back the asset, stopping its fall. Only bubbles pop; nonbubbles may fall but eventually recover.

Is it possible to stop a bubble from falling or to reinflate it once it falls? The short answer is no. You cannot indefinitely prevent a popping bubble from popping, nor can you push it back up and keep it up once it fully pops.

However, the longer, more nuanced answer is yes and no. While we can’t permanently prevent a bubble from popping, we can delay it from falling and even push it back up a bit with a lot of resources and artificial stimulus. As we will see later in this chapter, that is only temporary and often leads to a much bigger bubble crash down the road.

Why doesn’t artificial stimulus work to permanently reinflate a bubble? Because, generally speaking, you cannot fool the same people twice, and even when you can fool the same people twice, you cannot fool them for as long. For example, if you were among the investors who lost money when the Internet bubble popped, how willing have you been since then to buy stock in technology companies that show no profits? Investors do generally learn and move on.

However, with massive amounts of artificial stimulus (like massive money printing by the Federal Reserve), it is possible for a falling bubble to defy gravity and temporarily rise again. But because of the enormous costs, massive stimulus cannot continue forever. Eventually, the stimulus has to stop and gravity wins. So, for various reasons, including artificial stimulus, a popping bubble may not go down in a straight line. Instead, it may pause in its descent or even lift up for a while, but in the end down is its destiny.

How to Spot a Bubble

How can we know if an asset value is rising primarily due to positive investor psychology (speculation leading to a bubble), rather than due to underlying, fundamental economic drivers that are sustainable over time (real growth)?

While it is not always easy, it is possible to analyze and identify a not-yet-popped bubble if you are willing to stay rational and objective, and not get caught up in wishful thinking. It is human nature to want to believe in a rising bubble, especially when it is a bubble that you profit from or depend on. The only way to see a bubble that has not yet fully popped is to make a firm commitment to clear-eyed logic. You cannot stay asleep with the sheep.

As we pointed out in our earlier books, there are two important truths about bubbles.

Bubbles Are a Lot Easier to See After They Pop

and

The Hardest Bubble to See Is the One You’re In

Throughout the ages, asset bubbles have always been largely invisible right up until the end. For example, no one could see the Dutch tulip bubble before it popped in 1637. Virtually no one saw through the appealing South Seas stock bubble until it burst in 1720. Investors were not the least bit worried about the great Florida land boom in the 1920s until the property values crashed back to earth, just as few people concerned themselves about the intoxicating stock market boom of the 1920s until it evaporated into the crash of 1929 and the Great Depression. And more recently, precious few investors and analysts recognized the irrational exuberance of the Internet stock bubble in time to get out before it popped in 2000.

Looking back, these examples of past bubble booms and busts seem so obvious now, don’t they? Of course, it makes no logical sense to overpay for tulips, buy swamp land in Florida, or invest in dot-com companies with no profits, but at the time, all these seemed perfectly plausible, even desirable to investors. Regardless of the time, place, or type of asset in question, all bubbles share this common feature: positive investor psychology pushes the bubble up, and negative investor psychology pushes the bubble down.

Here is the typical bubble-up, then bubble-down pattern:


	An asset value begins to rise due to some underlying, real economic drivers that begin to boost demand and therefore the price.

	As the asset value begins to rise, investor psychology begins to rise as well, leading to some investor speculation about the future value of the asset.

	Investors become even more interested in owning the rising asset, pushing up the price.

	More and more investors take notice and want to buy in before the asset price rises even further.

	As the bubble approaches its peak, some investors become anxious about future growth and sustainability, which leads some investors to increase their profit taking (selling the asset).

	Other investors take notice and become anxious or at least do not feel as positive about owning the asset, also deciding to sell.

	The asset price no longer rises and begins to decline.

	Positive investor psychology is increasingly replaced with neutral or negative investor psychology, sparking a larger sell-off.

	A critical level of negative investor psychology is reached, a mass exit begins, and the bubble pops.

	Most people cannot exit quickly enough and most of their assets go to Money Heaven.



After the fact, it all seems so terribly obvious, doesn’t it? However, this pattern is anything but easy to recognize before a bubble pops. Not-yet-popped bubbles are amazingly difficult to see. Why? Because we don’t want to see them! We want the big run-up in prices to be real and sustainable, not a bubble. It takes a firm commitment to logic to see a bubble before it pops.

Now let’s take a clear-eyed look at our current bubbles, the ones that have been working together to help push up the U.S. economy over many years, and more recently have started to deflate and lean heavily on each other, helping to push down the falling U.S. economy as they pop.

America’s Bubble Economy

The U.S. economy has been such a strong and prosperous powerhouse for so long, it’s difficult to imagine anything else. Our goal is not to convince you of anything you wouldn’t conclude for yourself, if you had the right facts. Most people don’t get the right facts because most financial analysis today is based on preconceived ideas about a hoped-for positive outcome. People want analysis that says the economy will improve in the future, not get worse. So they look for ways to create that analysis, drawing on outdated and incorrect ideas, such as repeating “market cycles,” to support their case. Such is human nature. We all naturally prefer a future that is better than the past, and luckily for many Americans, that is what we have enjoyed for many years.

Up until a few decades ago, we grew our rising economic prosperity the old-fashioned way: by increasing real productivity. We laid railroad track from coast to coast that led to an explosion of trade. We invented cars and airplanes that changed how we lived and did business, and that impacted economies around the world. It wasn’t all perfect, but rising productivity growth worked like Miracle-Gro on the rising U.S. economy.

Then something changed. Instead of rising productivity growth, real productivity growth began to slow down in the 1970s. In addition to declining productivity growth (and perhaps in some ways because of it), we also began to borrow massive amounts of money. Please do not waste precious time assigning political blame. Over the years, presidents and congressional leaders from both parties participated in this orgy of borrowing and deficit spending. Love or hate what we spent the money on, the fact is we have been borrowing and spending a whole lot of OPM (other people’s money) since the early 1980s.

And please don’t just blame the politicians. All this public borrowing and spending by governments was accompanied by plenty of private borrowing and spending by businesses and consumers. Plus, there were plenty of investments in what would eventually become asset bubbles, all combining to give us what we call America’s Bubble Economy (spurring us to publish a book by that name in 2006).

To quickly review, we identified six colinked, economy-boosting bubbles that together helped boost the rising multibubble economy in the 1980s and 1990s. Since 2006 (with the popping of the real estate bubble), these bubbles have been deflating and falling, each putting increasing downward pressure on the others. These are . . .

The Real Estate Bubble

Now that it is partially popped, the real estate bubble is easy to see. As shown in Figure 1.1, from 2000 to 2006, home prices grew almost 100 percent.


Figure 1.1 Income Growth versus Housing Price Growth 2001–2006

Contrary to what some experts say, the earlier rapid growth of housing prices was not driven by rising wage and salary income. In fact, from 2001 to 2006, housing price growth far exceeded income growth.

Source: Bureau of Labor Statistics and the S&P/Case-Shiller Home Price Index.
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If nothing else, looking at Figure 1.2 on inflation-adjusted housing prices since 1890, created by Yale economist Robert Shiller, should make anyone suspicious that there was a very big real estate bubble in the making. Note that home prices barely rose on an inflation-adjusted basis until the 1980s and then just exploded in 2001.


Figure 1.2 Price of Homes Adjusted for Inflation Since 1890

Contrary to popular belief, housing prices do not ordinarily rise rapidly. In fact, until recently, inflation-adjusted home prices haven’t increased that significantly, but then they just exploded after 2001 (1890 index equals 100).

Source: Irrational Exuberance, Second Edition, 2006, by Robert J. Shiller.
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According to the Case-Shiller Home Price Index, while the inflation-adjusted wages and salaries of the people buying the homes went up only 2 percent for the same period (according to the Bureau of Labor Statistics), home prices shot up. The rise in home prices so profoundly outpaced the rise of incomes that even our most conservative analysis back in 2005 led us to correctly predict that the vulnerable real estate bubble would be the first to fall. (We have a lot more to say about what’s ahead for the housing market in Chapter 6, and it’s not what the economic cheerleaders want you to think.)

The Stock Market Bubble

The stock market bubble is one of the easiest, most obvious bubbles to spot, yet so very difficult for most people to see. Stocks can be analyzed in so many different ways. We find the state of the stock market is easier to grasp by looking at Figure 1.3. If this doesn’t convince you that there was a stock bubble, we don’t know what will. From 1980 to 2000, GDP rose a very decent 260 percent. However, the U.S. stock market, as measured by the Dow Jones Industrial Average, leaped up an astounding 1,100 percent!


Figure 1.3 GDP up 260 Percent, Dow up More than 1,000 Percent, 1980–2000

The stock market rose almost four times as much as the economy grew from 1980 to 2000. That’s a good indicator of a bubble.

Source: Dow Jones and Federal Reserve.
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We call that a stock market bubble! It looks even more out of line when you consider that the population of the United States grew only 25 percent from 1980 to 2000. Given that population growth is one driver of GDP growth, and given that GDP growth is the fundamental driver of corporate earnings growth and therefore stock prices, we would more or less expect to see the Dow rise about as much as GDP, which was about 260 percent. A 1,100 percent rise in the Dow is a giant flag, spelling out the word B-U-B-B-L-E.

Shown in a different way in Figure 1.4, the value of financial assets as a percentage of GDP held relatively steady at around 450 percent from 1960 to 1980. But starting in 1981, financial assets as a percentage of GDP rose to more than 1,000 percent by 2007, according to the Federal Reserve. We call that prima facie evidence of both a stock market bubble and a real estate bubble.


Figure 1.4 Rise of the Financial Assets Bubble: Financial Assets as a Percentage of GDP

The exploding value of financial assets as a percentage of GDP is strong evidence of a financial asset bubble.

Sources: Thomson Datastream and the Federal Reserve.
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The Private Debt Bubble

We can simplify the complex private debt bubble by seeing it as essentially a derivative bubble, driven by two other bubbles: (1) the rapidly rising home price bubble; and (2) the rapidly rising stock market bubble, which combined to make for a rapidly growing economy. In both cases, lenders of all forms (not just banks) began to feel very comfortable with the false belief that the risk of a falling economy had been essentially eliminated, and the risk of any type of lending in that environment was minimal. This fantasy was supported for a time by the fact that very few loans went into default. Certainly, at the time we wrote our first book (one year before its publication in 2006) commercial and consumer loan default rates were at historic lows.

The problem was not so much the amount of private debt that made it a bubble, but taking on so much risky debt under the false assumption that nothing would go wrong with the economy. For us, it was easy to see even in 2006 that if the value of housing or stocks were to fall dramatically (as bubbles always eventually do), a tremendous number of loan defaults would occur. We felt the private debt bubble was an obvious derivative bubble that was bound to pop when the real estate and stock market bubbles popped.

The Consumer Discretionary Spending Bubble

Consumer spending accounts for about 70 percent of the U.S. economy. A large portion of consumer spending is discretionary spending, meaning it’s optional (how big a portion depends on exactly how you define discretionary). Easy bubble-generated money and easy consumer credit made lots of easy discretionary spending possible at every income level. When the real estate stock market, and private debt bubbles began to pop and people started losing their jobs or were increasingly concerned they might, consumers began to reduce their spending, especially unnecessary, discretionary spending.

This is typical in any recession, but this time the effect has been much more profound for two key reasons. First, the private debt bubble allowed consumers to spend like crazy because of huge growth in housing prices and a growing stock market and economy, which gave them more access to credit than ever before, via credit cards and home equity loans. As the bubbles popped, that credit started drying up, and so did the huge consumer spending that was driven by it.

Second, much of our spending on necessities has a high discretionary component, which is relatively easy for us to cut back. We need food, but we don’t need Whole Foods. We need to eat, but we don’t need to eat at Bennigan’s or Steak & Ale (both now bankrupt). We need refrigerators and countertops, but we don’t need stainless steel refrigerators and granite countertops. The list of necessities that can have a high discretionary component, complete with elevated prices, goes on and on. And, of course, there is a lot of other discretionary spending, beyond necessities, such as entertainment and vacation travel.

The combined fall of these first four bubbles—housing, stock market, private debt, and consumer spending bubbles—make up what we call the Bubblequake of late 2008 and 2009. Unfortunately, our troubles don’t end there. Two more giant bubbles are about to burst in the coming Aftershock.

The Dollar Bubble (“Airbag” Number 1)

Perhaps the hardest reality of all to face, the once mighty greenback has become an unsustainable currency bubble. Due to a rising bubble economy, investors from all over the world were getting huge returns on their dollar-denominated assets. This made the dollar more valuable but also more vulnerable. Why? Because we didn’t really have a true booming economy based on real underlying, fundamental economic drivers. We had a rising multibubble economy. Therefore, the value of a currency in a multibubble economy is linked not to real, underlying, fundamental drivers of economic growth (like true productivity gains), but to the rising and falling bubbles. For many years our dollars rose in value because of rising demand for dollars to make investments in our bubbles. More recently, demand for U.S. dollars has remained pretty strong, especially in light of the current European debt crisis. But that strength will wane as the falling bubbles lead to falling demand for dollars, despite all kinds of government efforts to stop it.

In our effort to stop the fall of our multibubble economy, the government has created two giant “airbags” to cushion the falling bubbles. The first airbag is the dollar bubble, created by massive money printing by the Federal Reserve. The Fed has been printing massive amounts of new money through their program of quantitative easing (QE). Two rounds of massive money printing (QE1 and QE2) have increased the U.S. money supply from $800 billion in March 2009 to nearly $3 trillion in 2012 (see Figure 1.5). This massive amount of money printing (the dollar bubble) will eventually cause significant rising inflation.


Figure 1.5 Growth of the U.S. Monetary Base

Money printing basically kept pace with economic growth until financial crisis, when it exploded in 2009.

Source: Federal Reserve.
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Future Inflation Will Cause Rising Interest Rates

In and of itself, rising inflation would not be so bad if the only consequence were rising prices and wages. But rising inflation also eventually causes rising interest rates (see Aftershock, Second Edition, for more details), and rising interest rates will have a very negative impact on the rest of the bubbles and the economy.

Rising interest rates will certainly be a big downer for the bond market (bond values drop as interest rates rise), as well as the real estate market (housing is not improving much now, even with mortgage rates at record lows).

Higher interest rates also mean consumers will buy less on credit, if they even qualify for credit cards and loans, further depressing consumer spending, on which 70 percent of the U.S. economy depends.

And, of course, rising interest rates will also mean that businesses will borrow less money, buy less inventory, hire fewer workers, and generally expand less. That will negatively impact employment, which will negatively impact consumer spending, reduce company earnings, and lower stock values.

Even without the already falling bubbles, rising interest rates would not be good for a nonbubble economy recovering from a recession. For a falling bubble economy, rising interest rates will be the beginning of the final multibubble pop. While that is still off in the future, when it finally occurs, it will not take long for U.S. stocks, bonds, real estate, and other dollar-denominated assets to drop. Many investors, including many foreign investors who now own an enormous amount of U.S. assets (see Figure 1.6) will not want to hold on to these declining investments. Foreign investors don’t have to all run away at once to cause a big downward drop in dollar-denominated assets. Even a significant decline would do the trick. And, of course, domestic investors will not want to stick around either.


Figure 1.6 Growth of the Foreign-Held U.S. Assets

Part of what fueled our bubble economy in the 1980s and 1990s was massive inflows of capital from foreign investors, which grew from less than a trillion dollars in 1980 to $22.78 trillion in 2010. We remain highly vulnerable to their continued support.

Source: Bureau of Economic Analysis.
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With inflation and interest rates rising, and even more money printing likely in the future as the Fed tries to support the falling bubbles with more quantitative easing, it is only a matter of time before the big dollar bubble pops.

The Government Debt Bubble (“Airbag” Number 2)

In addition to massive money printing (the dollar bubble), the government has pumped up another enormous airbag to temporarily cushion the falling bubble economy. Weighing in at more than $8.5 trillion when our 2006 book was published and now (2012) nearing $16 trillion, the whopping U.S. government debt bubble, as shown in Figure 1.7, is currently the biggest, baddest bubble of all. Much of this debt has been funded by foreign investors, primarily from Asia and Europe. But as our multibubble economy continues to fall and the dollar starts to sink, who in the world will be willing—or even able—to lend us more?


Figure 1.7 Growth of the U.S. Government’s Debt

The U.S. government’s debt is massive and growing rapidly. With no plan and little ability to pay it off, the debt is quickly becoming the world’s largest toxic asset.

Source: Federal Reserve.
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From Boom to Bust: The Virtuous Upward Spiral Becomes a Vicious Downward Spiral

On the way up, the six conjoined bubbles described above helped co-create America’s booming multibubble economy. In a seemingly virtuous upward spiral, the inflating bubbles helped the United States maintain its status as the biggest economy the world has ever known, even in the past few decades, when declines in real productivity growth could have slowed our expanding economic growth. Instead, these bubbles helped us ignore slowing productivity growth, boost our prosperity, disregard some fundamental problems, and keep the party going.

Not only did the U.S. economy continue to grow and remain strong, but the rest of the world benefited as well. Money we paid for rapidly increasing imports boosted the economies of developing countries like China and India. First World economies benefited from America’s Bubble Economy, as well. Because of our rising bubbles, developed economies, such as Japan and Europe, were able to sell us lots of their cars and other high-end exports, which helped their home economies prosper. The growing world economy created a rising demand for energy, pushing up oil prices, which made some Russian billionaires, among others, very happy. Growing demand for minerals, like iron, oil, and copper, pumped money into every resource-producing country. For example, China’s and India’s expanding appetite for steel boosted iron ore exports from Australia, lifting their economy. All combined, America’s rising bubble economy helped boom the world’s rising bubble economy.

Now, as our intermingled global party bubbles are beginning to deflate and fall, the virtuous upward spiral has become a vicious downward spiral. Linked together and pushing hard against each other, each time a bubble begins to sag and pop, it puts tremendous downward pressure on the rest.

First the Bubblequake, Next the Aftershock

As we said earlier, the first four of the six bubbles—real estate stock, private debt, and discretionary spending—have begun to pop, creating the beginning of what we call the Bubblequake. In response, the federal government and the Federal Reserve have been pumping up the remaining two bubbles—the dollar and government debt bubbles—with massive money printing and massive deficit spending since early 2009 in a dramatic attempt to stop the falling bubbles and to boost the overall economy. This massive stimulus spending and especially the massive money printing have been helping in the short term to temporarily boost the stock market and keep the overall bubble economy from sagging further.

But this massive stimulus cannot continue forever, and in the longer term, the bubbles will continue to fall. Not only will the massive stimulus eventually have to end, it will actually make our bubbles crash even harder when they finally do pop. Continued use of massive stimulus is like using a powerful short-term drug that will later become a toxic poison. The stimulus itself will later make the future crash all the worse.

It is important to understand that the Bubblequake problems we are now facing are due to much more than merely a popped real estate bubble. If all we had was a burst real estate bubble, it would not have created so much financial pain here and around the globe. In addition to the real estate bubble, the private debt bubble and the stock market bubble also began to fall. These Bubblequake problems are not going to be permanently resolved anytime soon, not even with the temporary boost from massive stimulus spending and massive money printing. Rather than a real economic recovery, the combination of sagging bubbles and the future poisonous consequences of the massive stimulus will put increasing downward pressure on our entire bubble-based economy.

Once our last two bubbles—the dollar and government debt bubbles—finally burst, we will enter the next phase, what we have dubbed the Aftershock, in which all our asset bubbles will burst and the U.S. economy will fall dramatically.

It’s Not Just America’s Bubble Economy—The World Has a Bubble Economy, Too

When America’s bubble economy fully pops, so will the world’s bubble economy. Why? Because all these bubbles are linked together. On their way up, each supported and fueled the others; and on the way down, each falling bubble will put increasingly downward pressure on the rest.

For example, the real estate boom in the United States created a consumer spending orgy here that helped fuel China’s rapid economic growth and boomed China’s own real estate bubble. To keep up with growing demand for their exports, China in turn has been buying more natural resources from other regions, such as South America. But when our real estate bubble began to pop and U.S. consumer spending dropped a bit, China’s growth also began to cool down over the past few years, although it is still growing, just at a slower rate. In the coming Aftershock, when U.S. consumers will buy much less than they do today, China’s bubble economy will take a deep hit, which will then spill over to South America, Australia, and other places that currently supply China’s commodities demand.

Meanwhile, back in the United States, stocks, bonds, real estate, consumer spending, and government spending will be down, inflation and interest rates will be up, and the bubble economy will be over. In the coming Aftershock, the global multibubble crash will kick off a deep, long-term downturn here and around the globe.

Please understand that we are not intrinsically pessimistic or doom-and-gloomy by nature. We are not driven by any particular political agenda, left, right, or sideways. We are not fanatical gold bugs (although we think gold will do quite well). And we are not paranoid survivalists who think you should run out and build a fallout shelter filled with two years’ worth of food. We are just calling it as we see it, based on facts and rational analysis, and we would like to help you see it, too, while there’s still time to protect your assets and prepare.





All Dogs Go to Heaven, and So Will a Whole Lot of Money!

People often ask where the massive amount of investment capital in stocks, bonds, and real estate will go in the future. The answer is Money Heaven. Most investment money will go to Money Heaven in the future because most people won’t pull their money out of falling stocks, real estate, and bonds soon enough. Anyone who doesn’t move money out early won’t be able to move it out at all. That’s because other people will have moved their money out of those investments earlier, most importantly, and there will be little demand for those investments afterwards. Hence, the values of most people’s investments will decline dramatically.

At that point most people will realize they should have moved their money out, but it will be too late. Their portfolios will have been automatically rebalanced for them, heavily weighted toward Money Heaven. For the money managers and financial advisers who will preside over this reweighting of investors’ portfolios into Money Heaven, it’s going to feel a lot less like Money Heaven and a lot more like Money Hell.






Why Don’t We Have the Aftershock Right Now? Temporary “Airbags” Are Supporting the Other Partially Popped Bubbles

Question: We have four falling bubbles but they are not yet fully popped. What is keeping these bubbles partially inflated?

Answer: The pumping up of the final two bubbles!

The easiest way to understand the economy right now is to look at it as a set of deflating bubbles (stock, real estate, private credit, and consumer spending) whose fall is being cushioned by the rapid inflation of the two final airbag bubbles: the dollar bubble and the government debt bubble. By rapidly pumping up these two bubbles, the government is temporarily postponing the fall of America’s multibubble economy. Because they are cushioning and supporting the other bursting bubbles, we like to think of these last two yet-to-pop bubbles as America’s airbags—they are preventing a dangerous crash for a while, but eventually they, too, will fall. When these final airbags overinflate and burst, the rest of our bubble economy will burst, bringing on the global Aftershock. But, these airbags aren’t going to pop immediately and that’s why we don’t have the Aftershock right now.

Airbag #1: Massive Government Borrowing

Massive government borrowing (the government debt bubble) is boosting the economy. In fact, most of the growth in the economy since the financial crisis has been directly related to the massive 500 percent increase in federal government borrowing since 2007. And let’s not forget that the U.S. deficit wasn’t exactly tiny in 2007, when it was already weighing in at $170 billion. Now our deficit is nearing $1.2 trillion/year. That is a big fat government debt bubble becoming a truly colossal government debt bubble.

Naturally, with the country awash in so much deficit spending, the not-yet-popped government debt bubble is acting like a still-inflated, protective airbag, keeping the other bubbles from fully falling. Surely, had we not borrowed and spent all that extra money, the U.S. economy would be in far worse shape today. The problem is, airbags eventually pop, too. By pumping up this protective airbag so gigantically, it will only make the future crash all the bigger.

Airbag #2: Massive Money Printing

Massive money printing (the dollar bubble) by the Federal Reserve, mostly in the form of quantitative easing or QE, has also been acting as an airbag, keeping the U.S. and world economies protected from the popping bubbles. Massive money printing has worked like Viagra to reinvigorate the stock market bubble whenever it shows signs of deflating. This temporary lift to the stock market also indirectly boosts the rest of the consumer-based economy. Stock investors spend more when their portfolios are up, and studies show that even people who own no stocks spend more when the stock market is doing well. So massive money printing has been doing its temporary airbag job, first with QE1 and QE2 (2009–2011), and next with more money printing ahead.

But the Airbags Only Postpone the Inevitable

The trouble with pumping up America’s airbags (the dollar bubble and government debt bubble) is that it is just a short-term fix. And worse than being just a short-term fix, it is a short-term fix that comes at an incredibly high long-term price. We’re not just kicking the can down the road—we’re just piling up sticks of dynamite in the can that will cause an even more massive explosion when we can kick the can down the road no further.

Rising Future Inflation Is Key

When the airbags fail, all the bubbles will pop. What will cause the airbags to fail? Rising future inflation. In a terribly ironic twist, the very things we are doing to support the economy (by printing money and borrowing money) will lead to what eventually pops these airbags and causes the rest of the bubbles to fall even harder. (For more details, please see Aftershock, Second Edition.)

Right now, we can keep on borrowing (pumping up airbag #1, the government debt bubble) as long as we can keep on printing money (pumping up airbag #2, the dollar bubble). Massive money printing keeps interest rates low so we can keep borrowing. We will keep printing money to fund our borrowing for as long as we can print money without creating inflation. As long as inflation remains low, as it is today, America’s airbags can continue to keep America’s Bubble Economy from fully popping. Rising future inflation (and the rising interest rates it will cause) can be avoided for a while longer, but rising inflation cannot be avoided forever. We simply cannot increase the money supply threefold, with even more money printing to come, and not eventually get some very significant inflation.

Rising inflation will force interest rates higher, whether the Fed likes it or not. The Fed can’t control interest rates once we have significant inflation. Printing money can solve many of our ills short term, but one ill it can never solve is inflation. That inflation will push up interest rates, and rising interest rates will devastate the stock, bond, and real estate markets, and all the bubbles will fall.

Inflation is key. When rising inflation and rising interest rates force the airbags to fail (i.e., when we can do no more money printing and borrowing), all the bubbles will fall. Until then, the airbags will hold off the coming Aftershock right up until they no longer work.

Why Don’t Most Conventional Investors See This Coming?

The reasons for the current widespread bubble blindness by conventional investors are many. They include:


	A deep faith in “the myth of the natural growth rate” that is supposed to guarantee us continued economic growth no matter what. (The myth of the natural growth rate is described in detail in Chapter 3.)

	Denial: Human psychology makes it difficult to think rationally in the face of things we don’t want to be true. (Investor psychology is also addressed in Chapter 3.)

	What we call “The Hamptons Effect”: Conventional investors and analysts desperately need the current status quo (from which they greatly benefit) to continue; otherwise, they will lose everything: their jobs, wealth, homes (in the Hamptons, for example, for wealthy New York investors), social status, and so on. These people will fight to the end to keep what they have, even if that means complete bubble blindness. If you are counting on blind people to guide you, we suggest you keep your expectations low.



What’s a Savvy Aftershock Investor to Do?

The deadly combination of declining productivity and the multibubble economy is giving us massive debt, massive money printing, future rising inflation and interest rates, falling assets bubbles, and an increasingly dangerous investment environment. Conventional wisdom on investing, such as the buy-and-hold value investing practiced by Warren Buffett, for example, will not hold up well under these worsening conditions. Instead of conventional wisdom, we need a new kind of Aftershock wisdom (see Chapter 3) for a new way of investing (see Chapters 4 to 11) that will guide you to and through the coming Aftershock. Ignore this new Aftershock wisdom at your peril.

The key to Aftershock wisdom for successful investing is to ignore the economic cheerleaders and stay focused on what really matters: inflation. Rising future inflation and future rising interest rates pose the biggest threat to the future health of your portfolio. Not too many people are worried about inflation and interest rates right now because both are remarkably low and pose no immediate threat. But rising inflation and rising interest rates will strike the final blow to the vulnerable dollar and government debt bubbles, and will send your hard-earned assets to Money Heaven faster than you can log onto your online brokerage account and hit “Sell!”

The rest of this book is entirely focused on helping you protect your wealth, whether it is $200 or $200 million. But there is only so much we can tell you in a book. This is an evolving economy and investment environment, and therefore the actions you take must also evolve over time. Beyond our books, you can keep up with us through our newsletters, or invest with us, and you will see each step we take as the Aftershock approaches. With or without our help, please understand that you must keep up with changing economic conditions in order to correctly manage and protect your assets in this increasingly dangerous investment environment.


CHAPTER 2

Since We Last Spoke . . .

AFTERSHOCK UPDATE: THEY READ OUR PLAYBOOK, THE WORLD IS PRINTING MONEY

Since the most recent update of our outlook on the economy with the release of Aftershock, Second Edition, in August 2011, much has happened. The most striking change is that the stock market has recovered somewhat, up about 10 percent since its low in October 2011 as of this writing in mid-June 2012. In fact, because of that recovery a lot of people have been asking us, “Do you still think there will be an aftershock?” As if all we needed to wipe out the fundamental problems with the bubble economy was a 1,000-point increase in the Dow.

We understand how tempting wishful thinking can be. People naturally hope that the bad dream is over and all is on the upswing. And it is good that people are optimistic. But that outlook simply is not realistic in the longer term. Even in the shorter term, there are big questions looming. Could this be like 2011, which started very optimistically with hopes of “green shoots” (new growth) in the spring, only for those green shoots to wither and turn brown in the summer of 2011, if they really even existed in the first place? Plus, the stock market had external shocks from Europe, Libya, and the Japanese tsunami.

The same could happen in 2012: dreams of green shoots at the start and a browning out as the year goes on, although it is unlikely there will be an exact repeat of the year before. There are certainly many potential external shocks that could further negatively impact the U.S. economy, such as from Iran or Europe or China, which we discuss in more detail later in this chapter. In addition, that economic “recovery” that everyone was hoping for, and even some declared that we already were in, simply has not materialized to much of an extent, if there is one at all.

In fact, the Economic Cycle Research Institute (ECRI), the most accurate forecaster of recessions (having correctly forecasted every recession since they were founded in 1996), still holds strongly to the prediction it made in September 2011 that the United States is heading into a recession. The CEO of ECRI, Lakshman Achuthan, further says that he has enough data since September to say it is no longer just a prediction but almost a certainty, based on the various leading economic indicators he uses. However, job growth could continue past the beginning of a recession because job growth could continue past that point because job growth tends to lag behind economic growth. Employment is considered a lagging indicator because employers don’t tend to hire until growth in demand has been more proven and they don’t fire until declining demand has been more proven.

Most importantly, the fundamental issues we discussed in both America’s Bubble Economy and Aftershock have not changed—far from it. They have only been further confirmed by recent events. In fact, so much so that it almost seems like the Fed and other central banks around the world have been reading our playbook. We said that the final bubble to be pumped up will be the dollar bubble because it’s the easiest way for politicians in the United States and around the world to solve the bubble problems temporarily. As we have said before, printing money can solve almost any financial problem—except for one: inflation. Money printing allows governments to borrow more massively, it calms nervous stock and bond markets, and it helps boost general economic activity.

Hence, almost exactly as we had predicted, governments around the world have opened the floodgates of printed money (see Figure 2.1). According to J.P. Morgan Chase, the Federal Reserve, the European Central Bank, the Bank of England and the Bank of Japan combined have printed more than $3.9 trillion since 2009. To put that into perspective, the entire money supply of the United States was about $800 billion in 2007. Discussion of an “exit strategy” for the Fed’s pulling back its printed money out of the system, which was quite in vogue only a year ago, has been completely forgotten.


Figure 2.1 Around the World, Central Banks Are Printing Money

In response to the 2008 financial crisis, central banks around the world, not just our Federal Reserve, have responded by printing money as shown by central bank's balance sheet growth. This is a world bubble economy.

Source: Various central banks.
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The European Central Bank (ECB) has flooded the European economy with more than 1 trillion euros of easy money loans. That has also taken pressure off the U.S. financial markets as well and helped pave the way for the stock market recovery we had in the winter and early spring of 2012.

Not to be left out of the party, the Bank of England keeps adding to its printed money pile with more quantitative easing (QE).

Meanwhile, China’s massive government-controlled banking machine continues to stimulate its economy with money printing, although at a slower rate than when the financial crisis first hit China’s economy with a baseball bat. More on China, too, later in this chapter.

Japan has also continued to increase its money supply. Japan’s exports are falling and the printed money will help drive down the value of the yen, making its exports cheaper. More importantly, the Japanese economy, which recovered smartly after the tsunami, has slowed down again, partly due to slowing European demand for Japanese exports, as well as slowing demand from other Asian countries, in particular China.

All of this money printing has helped boost economies and especially financial markets around the world. Now, it may not appear like a big boost because world economic growth is so slow. But it is working, especially on the financial markets. Without this massive money printing, financial markets could melt down. In the case of Europe, it is easy to see that bond yields on Spanish and Italian debt would have quickly spiraled up out of control without massive ECB intervention to keep them lower. Out-of-control interest rates in such large countries as Spain and Italy would rattle financial markets around the world, taking the European, United States, and Japanese economies down with them. So the money printing madness may not look like it’s helping because European, U.S., and Japanese economic growth is so slow, but it is most certainly helping keep the financial markets from deteriorating dramatically, which would have a severe negative impact on all of those economies.

But, of course, massive money printing, while supportive in the short term, is simply another bubble, not a solution. Pumping up the huge dollar bubble with massive money printing is only going to make its crash even bigger and more uncontrollable later. That’s because massive money printing eventually causes significant inflation; rising inflation causes rising interest rates; and rising interest rates will pop what is left of the first four partially popped bubbles (stocks, real estate, private debt, and consumer spending) and will fully burst the last two: the dollar and the government debt bubbles.

In the meantime, no one wants you to think about that.

Ignoring the Massive Money Printing (the Dollar Bubble) Is a Key Goal of the Cheerleaders

As with any bubble, the key to its short-term success is ignoring it. If you don’t ignore the bubble, it is a lot harder to keep it going. So, part of the key to the short-term success of this money-printing madness will be for cheerleading financial analysts and economists to overlook the bubble it is creating. For help in overlooking bubbles it is always good to have some academic support. And, sure enough, as if on command, there is growing support for a new economic theory called New Monetarist Theory.

The group of economists who support this theory think that deficits are good and cannot cause economic problems. Actually, deficits help governments solve economic problems. They say governments can borrow massive amounts of money and never have to default on their debt because their central banks can always buy their debt with more printed money. But these economists don’t just believe this will help in the short term, they see it as an acceptable, even desirable, long-term solution because they don’t see any long-term problems with it. They believe that this printed money won’t cause inflation because the new money is simply a “balance sheet adjustment” in the economy. Like a magic trick, it doesn’t really count and it won’t hurt us in any way.

New Monetarist Theory is like Keynesian economics on steroids. And, to a large degree, at least in the short term, it is true. Government borrowing does help the economy. And, yes, the Federal Reserve, with printed money, can buy every single government bond Congress wants to sell if need be. Hence, there is no possibility of a failed Treasury auction and no possibility of default even if government debt became incredibly massive.

Of course, as we have been pointing out for years, there is a giant flaw in this plan. Using printed money to buy bonds will eventually cause inflation. If it won’t cause inflation, then, using the logic of the New Monetarists, the government could simply eliminate all taxes and borrow all the money it needs by selling bonds to the Fed, who will pay them in newly printed money that didn’t exist before. No taxes and lots of government spending (funded by printed money) certainly would boost the economy. And if all that printed money doesn’t cause inflation, you have created the perfect solution to any economy’s ills. It would truly be “Money from Heaven,” and it could basically move any economy in the world into hyperdrive.

But, of course, Money from Heaven does not really exist. As we have said before, Money from Heaven is the path to Hell. It is amazing that such a line of economic thought is getting increasingly greater and more serious attention. It is also a reflection of the sad state of the economics profession that this line of thinking represents cutting edge non-mainstream economists. That’s a big problem because almost all real change in economic thought over the next few decades will come outside of the mainstream. That this represents current nonmainstream thinking shows how far the field of economics has yet to go.

The fact that the economics profession has failed so miserably is a key part of the reason we are in this current economic mess and, more importantly, it will be a key part of the reason we will have so much trouble getting out of this mess after the Aftershock hits. Moving economics into a much more sensible direction is so important that we devoted a whole chapter to this issue in Aftershock, Second Edition (Chapter 9).

The Fool in the Shower

One issue that is not terribly important in the current economy, which was discussed in great detail in Aftershock, Second Edition, is inflation. Hence, we are often asked why past money printing hasn’t created inflation. Of course, we point out that we do have higher inflation, but, admittedly, it has not been high enough to increase interest rates, which is the key negative effect of inflation in a bubble economy. And it likely won’t be high enough to increase interest rates for at least the rest of 2012. So, why isn’t inflation higher? It’s due to what are called lag factors. There is always a lag between printing money and inflation. We discussed lag factors in detail in Aftershock, Second Edition (Chapter 3).

The easiest way to understand lag factors is the “fool in the shower” analogy used by Nobel Prize–winning monetarist economist Milton Friedman. The fool walks into a shower and turns on the hot water. At first, all he gets is very cold water. So he turns the knob higher to get hot water, and still nothing, so he keeps turning it up. Then, all of a sudden, the hot water hits and scalds him.

That’s what happens with inflation and lag factors. We don’t get inflation immediately, so we see no harm in “turning up the hot water” by increasing the money supply. All we see are the short-term benefits, and we keep printing more money without getting burnt. In fact, as we have said before, the reason inflation could be very high in the future is not because of the money we have already printed, but, more importantly, because of the money we will likely print in the future. More money printing will go from being somewhat discretionary to being more mandatory due to the need for increasing support for financial markets here and abroad. Since we are simply trying to support falling bubbles in housing, stocks, private credit, and consumer spending, there will be a continuing need to print money. Not that the money we have already printed won’t create inflation—it will. But the greatest contributor to future inflation will be future money printing.

However, even with massive money printing, a lot can go wrong long before we get high inflation. Printed money helps to solve some of our economic problems short term, but it doesn’t work perfectly and it isn’t a one-stop cure-all. Governments can print money, but that doesn’t mean they have an economic steering wheel, accelerator, and brake that allows them to drive the economy perfectly. Much of the economy is entirely out of their control. So even if we don’t have high inflation, we can still have financial crises, falling stock markets, and very sluggish real estate markets.

In all fairness, it is true that if we were really willing to open the money-printing spigot, we probably could solve all our problems short term ($10 trillion would likely do the trick). But few people would support it. And, that tells you that they actually know more than they are saying—they know that printing lots of money will create inflation—otherwise, why not print $10 trillion right now? They know full well the dangers; they are just hoping beyond hope that somehow $2 trillion dollars won’t be dangerous and won’t cause future inflation.

Potential Triggers That Could Accelerate a Downtrend in the U.S. Economy

There are many possible situations that could accelerate a downturn in the economy. Some are more likely than others and some are less probable but are still possible, depending on unpredictable wildcard events. Potential triggers include:


	Greece

	China

	Iran

	The passage of time



Greece: Between a Rock and a Hard Place

Part of the bullish feeling in the stock market currently is a result of the “resolution” of the Greek crisis. Like the economic “recovery,” the Greek “resolution” is likely not for the long term. The Greek economy is still in serious trouble. Only an immediate default has been avoided through the bailout and another round of loans. More importantly, the spread of the Greek debt crisis to Spain and Italy has been temporarily stopped. As we have said all along, the Greek crisis is really a Spanish and Italian crisis. The European banking system can withstand a Greek default, but it can’t weather a Spanish and/or Italian default. So the ECB’s move to buy Spanish and Italian bonds with printed money and also to provide over 500 billion euros in loans to European banks in late 2011 (known as a long-term refinancing operation [LTRO]) and another 500 billion euros in March has helped keep the Greek problem from spreading to Italy and Spain in a catastrophic way.

But, fundamentally, the problem remains severe. Greece’s economy has continued to spiral down, with unemployment now over 22 percent, up from 7 percent in 2007. There is simply no way it can pay off or pay down its debt. Even optimistic projections show Greece’s debt to gross domestic product (GDP) ratio being at 120 percent eight years from now. Needless to say, those optimistic projections are likely to be very optimistic. The real numbers will probably be far worse.

This also shows a fundamental dilemma that many economies face, including the U.S. economy. Government austerity hurts growth. Lots of government borrowing helps economic growth, short term. If that is cut, the economy heads down. Now, if we weren’t in a bubble economy, the fundamental long-term drivers of real growth would ultimately help move the economy toward recovery. Argentina defaulted on its debt and, due to strong growth in the world economy, especially in the United States and China, its strong exports helped the Argentine economy to recover to a large degree. But if there are no fundamental drivers of growth and past growth was based on a rising bubble economy that has popped, then austerity simply becomes part of a vicious downward spiral. In the past decade, the Greek economy has been propelled by a rising bubble of debt that financed its spending. Now that debt bubble has popped and there is nothing to replace it to propel their economy. Plus, there is no strong growth in the European economy or the rest of the world to lift it up.

The situation in the United States is similar. Most of the growth from 2000 to 2010 was due to bubbles, not fundamental growth. So, once those bubbles have popped, there aren’t any growth drivers left. The lack of fundamental growth is evidenced in the job creation numbers. Between 2000 and 2010, there were zero net new jobs created. In fact, we actually lost about 200,000 jobs.

However, unlike Greece, we have the ability to create two more bubbles to help pull us out of trouble temporarily—the government debt and dollar bubbles. To the extent we try to reduce the government debt or dollar bubbles, our growth will fall. Hence, we are between a rock and a hard place, just like Greece. Either we embrace austerity and let the bubbles fall, or we try to pump up more bubbles, which will temporarily keep the other bubbles from popping but make the final pop much worse. We think this is an easy choice for politicians—pump up the bubbles! This is also why there will be more and more discussion about how government debt and money printing isn’t so bad, but actually very good. Of course, this is nuts, but when times get tough, people tend to go a bit nuts.

What’s the solution? That’s easy—don’t blow up the bubbles in the first place. Once you have one, there is no easy way out of a bubble, no soft landing. After you have a bubble, the only choices are pop it now or pop it later. Both are painful. One is painful now; the other is even more painful later. These bubbles were a mistake to begin with and, unfortunately, there is no easy way to correct that mistake now. Ultimately, we will have to focus on increasing productivity to grow the economy rather than blowing bubbles. Increasing productivity is not just the best way to grow an economy; it is the only way to grow an economy in the long term.

Since Greece doesn’t have the ability to pump up two more bubbles, it is facing a vicious downward spiral in its economy. Its unemployment could jump far higher than it is today—maybe even 30 percent within the next 12 to 18 months. Fueled by growing joblessness, businesses will lack confidence to invest and consumers will lack confidence to spend. It’s a bad downward spiral that doesn’t end quickly.

A Greek default on its debt won’t solve the problem either. Much more is hurting the Greek economy than having too much debt. The big problem is the inability to borrow as they did before to pump up the debt-fueled spending bubble that was so critical to their growth. Without a bubble to drive growth, the only option is increasing productivity. And, for Greece, that is likely to be a very slow process.

China: A Short-Term Threat to the Party

China’s construction boom is unprecedented in human history. By some estimates, as much as 50 percent of their GDP is now driven by fixed investment, a large part of which is construction. Far from encouraging a more consumer-driven economy rather than export-driven, consumer spending as a percentage of the economy has actually decreased while the construction part of the economy has become absolutely dominant. Even at the height of our housing bubble, construction was only 17 percent of our economy. At its height during Spain’s housing bubble it was 23 percent, and in Dubai it approached 30 percent at the peak of its speculative construction boom.

Some people feel this construction bubble is unsustainable, although not surprisingly most people do not see it as unsustainable and think it can go on for many more years. For those who think it will slow down, a lot of the discussion surrounding the fall of this construction boom revolves around whether it will have a soft landing or a hard landing. Massive state-controlled and -directed bank lending, which was fueled in part by printed money, has been the driver for all these construction projects. Hence, many believe that it is well within the government’s ability to control the slowdown.

However, there is also the possibility that the Chinese government can’t so easily control economic growth, especially if the growth is based on an economically unsustainable driver. In fact, using nonmarket methods, such as forced bank lending, to create construction projects for which there is no market demand could easily make a downturn even harder for the government to control when it begins to go bad—as it inevitably will.

China’s growth over the past couple of decades has been driven by the government’s opening up the Chinese economy increasingly to market competition and market forces. However, its growth in the past few years has come from just the opposite—government-controlled nonmarket intervention. And, we might add, the only reason they have the financial power to do something so unwise as massive forced bank lending for construction is the enormous economic gains made from their move toward a more free-market-driven economy.

So, we think the possibility arises for China to endure not just a hard landing, but an economic meltdown due to a collapse in construction compounded by slowing exports. At the very least, it seems highly unlikely that China’s government can navigate an exit out of this construction bubble any more carefully than the United States or Spain. Just maintaining their current growth rates means maintaining the unbelievable amount of construction they are currently doing and then doing even more every year, plus not having any downturn in exports—in fact, they need continuous increases in exports. It all sounds highly unlikely and very much like the Japanese export- and construction-fueled economy of the 1970s and 1980s that finally popped in a most spectacular fashion.

Yes, some cheerleaders might be able to tell us why China is so well managed that it can avoid what happened to the United States, Japan, and Spain, but it seems like pure cheerleading at its best. Not only do we not believe China is better managed but that China’s non-market economic management—the massive government intervention to circumvent market forces—is actually going to result in a far bigger collapse than that faced by any of those countries when their construction bubbles popped. The best comparison is Japan, since, like China, it was fueled by massive export growth as well as massive internal construction-related growth. The Japanese story ended in great turmoil, even though it was a much more advanced and capably managed economy than China when its bubbles popped.

For the world’s bubble economy, a meltdown by China would have unusually harsh consequences. That is part of the reason so many people are cheerleaders for China’s construction bubble, even though they wouldn’t normally support such extreme nonmarket intervention in the economy in their own country. China is not only the second biggest economy in the world; it is providing almost all of the growth in the world since the financial crisis. So it is having an outsized impact on the United States and world economy. It is also important psychologically to the financial markets, giving them some real teeth behind the belief that high economic growth will continue, just not driven by the United States anymore. If it pops, it will be a big disappointment, especially if the hard landing becomes a meltdown.

Like so much about China and the economy in general, it is hard to know exactly when such a meltdown could occur because it is so dependent on government actions (Chinese government) and psychology. But it is likely we will see a more pronounced slowdown than we are already seeing in the second half of this year, and 2013 will be the first real chance for a meltdown to occur. Like our own government, the Chinese government will fight this with money printing, but they have been doing this for some time and, at some point, it simply won’t work. China is already a huge economy, and maintaining its high growth rates will become increasingly difficult under any circumstances. And when that growth stops, it won’t go gently into the night, but rather will likely go from dream straight to nightmare.

Iran: Our Next Black Swan?

On almost everyone’s list of potential “black swan” events this year is Iran. We think it is unlikely that the current administration would support bombing Iran’s nuclear facilities in an election year. However, the possibility of an Israeli strike on Iran looms as a real possibility. The reason is that many in the Israeli military and government believe that there is only a limited period of time left to attack those facilities before it is too late. They certainly have said little to dampen discussion of an attack. Given their past successes, they may feel they can pull off a repeat performance.

If such an attack is made, it’s not that relevant to investors whether it is successful or not. Any attack would upset Iran and they will attack back. Any such attacks will naturally drive up the price of oil. Even the threat of such attacks has already driven up the price of oil. Higher oil prices could be just the economic shock the world doesn’t need given the fragile state of many of the world’s economies, especially Europe and Japan.





Jim Chanos—A Realistic View of China

There are a few voices out there saying that China’s problems are far greater than most economists and financial analysts realize, most notably hedge fund manager Jim Chanos of Kynikos Fund, which is why we give him an ABE Award for Intellectual Courage (ABE stands for the name of our first book, America’s Bubble Economy).

Jim Chanos is the founder and president of Kynikos Associates, a hedge fund with a particular focus on short selling. While the practice of short selling has been somewhat controversial, especially in recent years, one value of companies like Kynikos is that they can point out critical flaws in the market long before most people see them. For example, back in 2000, Kynikos took short positions in a huge energy company, one that Fortune had consistently labeled America’s most innovative company. Within the next 14 months, the stock had lost 99 percent of its value and the company ended up in bankruptcy. You’ve probably heard of Enron.

Chanos admits that he’s not a “macro guy.” His focus is intensive fundamental research and analysis to find stocks that are overvalued. But that hasn’t stopped him from seeing some big picture problems, too, and in recent years he has pinpointed a major bubble in the world economy: the Chinese construction bubble.

Chanos noticed several years ago that property development in China was reaching unsustainable proportions. If the average Chinese couple makes a combined $8,000 or so a year, how can they afford condominiums that can easily cost up to $150,000? It didn’t add up. Much of this growth was driven by bad loans pushed by the government. In fact, Chanos found that many new apartment buildings stay empty and are flipped from speculator to speculator on the greater fool theory.

As Chanos explains it, China starts with, ‘We are going to grow 9 percent next year. Now how do we get there?’” Because so much of China’s GDP growth comes from construction, the government needs to push new property development in order to keep the growth going. If construction slows, the whole Chinese economy slows and that will hurt China’s suppliers in Australia, Canada, Germany, and elsewhere (many of which are shorted by Kynikos).

Chanos insights aren’t especially popular in a financial community that’s counting on China to lead the global economic recovery. He has been publicly berated by some, though the attacks against him tend to be very short on data. While he may not be a macro guy, and doesn’t agree with us on everything, he deserves big kudos for ignoring the cheerleaders and letting the facts speak for themselves.






One question is just how long the oil price shock will last. If the United States is able to control any attacks on oil supplies militarily, the impact will be lessened. But if it spirals out of control, then all bets are off. The Libyan uprising had far less impact on oil supplies than an Iran war likely would, and it still had significant long-term impacts last year. Iran could be bigger, with much depending on exactly what happens. No doubt, all financial markets will take a short term hit if there is an attack on Iran. Stocks will be hit. There will likely be a flight to safety that will help bonds and the dollar. Gold will also likely benefit. If there are no other problems in the world economy, there may be a relatively quick recovery. But, if combined with other problems in Europe or a slowdown in the U.S. “recovery,” its effects will be multiplied and longer lasting. It’s certainly the Black Swan du jour and one to keep an eye on.

The Passage of Time

While we tend to focus on possible future dangers that could kick off the coming Aftershock, the most likely trigger will simply be the passage of time. It would be quite wonderful if we really could print all the money we want forever, without ever having to face a single bad consequence. Think of all the problems we could solve, think of all the fun we could have! But such nonsense is the stuff of childhood dreams. Of course, we cannot print money endlessly without a future cost. And, of course, that cost is going to eventually come.

Even if, by some miracle or magic trick, high future inflation is somehow avoided, what about all these bubbles? In what universe do rising bubbles never fall? Sooner or later, bubbles always pop. That is why, regardless of what triggers may or may not occur, regardless of what manipulations may be deployed, even regardless of what marginal economic growth we may be able to somehow produce, time happens. The passage of time, alone, will be enough to make the colinked multibubble U.S. and world economies eventually burst.

A Closer Look at the Current U.S. “Recovery”

We sometimes put the word “recovery” in quotation marks because it’s not clear just how strong this economic recovery really is. We can easily see the recovery in the stock market, which is enormous. But that’s to be expected. Since the financial crisis, the stock market has always jumped on any signs of green shoots as an excuse to shoot up. The market is also very careful in the numbers it looks at. It closely watches good numbers and focuses less on bad numbers. It also doesn’t look too closely at those good numbers to see how real or accurate they really are.





The Good Doctor

As we have so often said, this is not just America’s Bubble Economy; it is the World’s Bubble Economy. China is an excellent example of this, which brings us to another issue. Some people say that we are anti-American because we talk about America’s Bubble Economy, but we most certainly are not. We try very hard to be anti-nothing. We try to be unbiased, although we know that many people say that and are not. But we hope we are. Given our very pointed assertion in America’s Bubble Economy and Aftershock that the United States will absolutely perform the best after the Aftershock because of the inherent flexibility of its economy and the structure of its economy, which encourages growth and innovation, it seems that would indicate that we are not anti–United States. In addition, we also say that China and its nonmarket, heavily government-controlled economy will do the worst (with Japan doing the next worst and Europe doing the best outside of the United States). We further say that it will be so bad that there will ultimately be a popular revolt against the government (a Tiananmen Square that succeeds) that will move the country to a more democratic state.

The point of this example is that we try not to have any bias, although after reading this, some people would say we are too pro–United States. It’s hard to please everyone, and we certainly do not try. We try to call it as we see it, just as any good doctor should in diagnosing and treating a patient. We strive to be the best and most unbiased economic doctor in the house. Short term, that may anger some people—investors, economists, and financial media members—and it may please others. Long term, we are absolutely sure it is the best, and only, approach to take if we are to truly understand and solve our economic problems.






A good example of the bad numbers they are ignoring right now are corporate earnings. First quarter earnings have not been that good, and companies are not giving good signs that we should be expecting a big improvement ahead.

Another number they ignore is how much Wall Street insider selling there has been. Insider selling in the first quarter of 2012 was the heaviest first quarter in a decade. Insider selling is not always a good reason to doubt the market, but it sure looks bad when it changes so fast and management decides to sell so much. It seems like they aren’t long-term believers in the market.

In addition, stock market volume has been very weak. In a bull market, you would normally like to see big increases on increasing volume, not increases on decreasing volume. That doesn’t indicate a lot of conviction. According to Bloomberg, the average monthly trading volume for stocks was down 32 percent since October 2011 (see Figure 2.2). And it’s been down almost 50 percent since 2009.


Figure 2.2 Stock Market Volume Is Falling

The stock market has risen from the depths of the financial crisis on greatly falling volume indicating a lack of widespread market support.

Source: Bloomberg.
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But, despite all this, the market has gone up, which in the end is all that most investors care about. Part of the reason it has gone up are the good numbers we have seen, most notably in employment. Up until April, we had 11 months in a row where we created over 100,000 jobs.

However, the economy clearly began to slow down in late spring. Job growth fell well below 100,000, and it had been declining every month in 2012. Other indicators were indicating a fairly sharp slowdown. That led to a lot of readjustments in economic outlooks for the year. Because of these bad numbers, in June, Goldman Sachs revised their estimate for GDP growth in 2012 to 1.6 percent from 3 percent in the spring.

We had a good increase in manufacturing since August 2011, but that, too, slowed down in the spring. Future manufacturing growth will likely be crimped by declining European and Chinese demand.

There was a lot of cheerleading going on since August when things were looking bad. No surprise. Remember the big cheers over holiday sales on Black Friday in November 2011? But when the holidays were over, they were actually flat after adjusting for inflation.

Despite the cheerleading over the fake “good” numbers, they carefully ignore one of the most important real numbers: how much we borrow each month. No one even talks about how government borrowing is increasing (see Figure 2.3). Do you ever see it as one of the major numbers of the month? Yet it is the most important number of the month by far. Without that money we would not only be in recession, we’d be in an extremely deep recession because, without it, the stock, housing, private credit, and consumer spending bubbles would pop. Lack of borrowing would set off a vicious downward spiral. Yet do you see that often mentioned on the business TV shows or the major financial print media? No one mentions how vitally important massive borrowing (made possible by massive money printing) is to our continued “recovery.”


Figure 2.3 Increase in GDP and Government Borrowing, 2008–2011

The “recovery” is being driven by government borrowing and money printing. Increased government borrowing greatly exceeded all increased growth in GDP.

Source: U.S. Department of Treasury.
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The Fed’s Next Steps

So what’s a Fed to do? The stock market is up. The economy is doing okay, especially to cheerleaders like the Fed. Europe is no longer on the doorstep of a financial crisis. There’s no real need to print money right now. Yet they keep talking about it. Maybe they want to keep assuring the stock market that they stand ready with the money hose should it be needed. They might be much more concerned about contagion from Greece, Spain, and Italy than they are saying. They also may see that this “recovery” is very fragile. We don’t know, but we think another round of money printing is likely this year or in the first half of 2013. However, it’s definitely a wait-and-see situation.

Another option is that the Fed has found other ways to stimulate the stock market without explicit QE, at least temporarily. The question of direct Fed intervention in the stock market is always a tricky one. We brought it up in an appendix to Aftershock, Second Edition. It’s still not something discussed in mainstream media, even though it should be. However, the suspicion of it certainly goes beyond our doors. In fact, coauthor Bob Wiedemer attended a lunch of Wall Street analysts and investors in New York in August 2011 and decided to ask the attendees how many thought it was possible that the Fed was directly intervening in the stock market. Not that they thought it was happening, just that it was possible. Surprisingly, almost two thirds of the attendees raised their hands.

Certainly, there are days recently when the market has acted awfully funny. Most notably August 9, 2011, when the Dow was down 300 points in the afternoon and, for no significant apparent reason, reversed course, climbing very rapidly, and closed up 300 points by the end of the day. From that point forward, the market continued to climb in a bullish fashion with few retreats through the end of February.
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But whatever the Fed is doing directly or indirectly to support the market, one thing is clear: They are very worried. How do we know they are worried? Because never in the history of the United States have they printed so much money so fast. And, unlike before, there is absolutely no talk about how to pull that money out of the system—another sign of their very serious concern about the economy. So, clearly, they are very worried, even though they tell us not to be. And, actually, we should be very worried, too.

Bottom Line: “Recovery” Is Still Driven by Massive Borrowing and Massive Money Printing

The “recovery” is still driven by government borrowing and printing. Take away either one and we would be in a deep recession.

Government borrowing has soared since the financial crisis. As an example, in February 2011, the government borrowed more money than in all of 2007. As mentioned earlier, we are borrowing about $100 billion per month. It’s worth mentioning again because it is so important. That equates to borrowing about $1.2 trillion per year or about 10 percent of our total GDP. Eliminate that borrowing and you effectively cut our GDP by 10 percent. And that doesn’t include the negative effects such a deep recession would have on consumer confidence, investor confidence, and the bubbles.

Even the small reduction in borrowing discussed at the end of 2011 (eliminating the Bush tax cuts, eliminating the unemployment benefits extension, and cutting Medicare reimbursement levels) would have reduced GDP by 1 to 2 percent. Well, GDP growth this year may be only about 1.5 percent. So we owe almost our entire growth this year to borrowing the money to avoid those reductions! That’s a fragile basis for any economic recovery.

Money printing is playing an important role as well. It has been critical to maintaining our stock market bubble. Without it, the stock market may have never recovered much from the financial crisis or certainly fallen again even if it did recover somewhat. And a falling stock market would have big negative impacts on the economy.

Combined, government borrowing and money printing are not only key to our current “recovery”—they are the recovery.

Our Investment Outlook

As of this writing in mid-June 2012, here are our thoughts on:


	Stocks

	Bonds

	Europe

	International equities

	Gold

	Silver and commodities



Stocks

Believe it or not, we actually think 2012 might end up being a decent year for stocks. Stocks will likely be highly volatile, as they were in 2011. However, if stocks fall significantly, the Fed will likely intervene with yet another round of QE. This may be done surreptitiously, or it may go by another name.

This will work to boost the stock market—in the short term, at least. A big round of money printing could even send the Dow toward its all-time high of 14,164. When this happens, we will be much more bullish on stocks in the short term although there’s still plenty of long-term risk.

So when will this bubble pop? In the past, stocks have fallen within weeks after the quantitative easing ended. In the future, it may not be so clear cut. The next round of QE may be more open-ended and that will provide more ongoing support for the stock market in the short term. In the longer term, the stock market bubble will still pop, but it’s difficult to set a clear expiration date right now. Stay tuned and we will keep you updated as this develops.

In the meantime, high-dividend stocks of stable, conservative, large-cap companies such as electric utilities, Johnson & Johnson, and Procter & Gamble are still worth looking at in a conservative portfolio. There is less potential for short-term growth, but they also carry lower long-term risk.

Bonds

Interest rates on bonds in the United States are about as low as they can go—meaning the potential for capital gains from bonds is pretty slim. However, there could be some small gains to be had in 2012. Financial uncertainty in Europe will likely continue to make Treasurys a relatively safe haven. However, if the Fed prints money in another round of QE, that traditionally has been a short-term negative for bonds since investors will be moving out of bonds and into stocks. And remember, even a relatively small increase in interest rates could send bonds downward very quickly.

So we recommend keeping shorter-duration high-quality bonds, such as two-, three-, and five-year Treasurys. In addition, there are special bonds, such as mortgage-backed bonds and TIPS (which stands for Treasurys Inflation-protected Securities), that are likely to outperform traditional bonds in a QE-type environment. Overall, they should be a good source for total return this year, although not as good as 2011. Exchange-traded funds (ETFs), such as “TIP” (for TIPS) and “MBB” (for mortgage-backed bonds), are potentially good ways to invest in those bonds.

Europe

As we predicted, the European Central Bank has turned to printing money in order to buy Italian and Spanish bonds to prevent the Greek financial crisis from spreading throughout Europe and threatening the collapse of the French and German banking systems. While the extent of the money printing is nothing compared to the Fed’s QE, it has prevented the European banking system from melting down for the time being.

In 2012 we can expect more of the same. Countries with large debts and weak economies, such as Italy, Spain, and Greece, will continue to run into liquidity problems and threaten to topple the banking system. The ECB, ever reluctant to print money, will nonetheless have no choice but to continue to print money to save the day. Of course, this will lead to more inflation eventually, but in the meantime it will have the intended effect of keeping the European banking system from collapsing. Ultimately, saving the banking system is the primary goal of the ECB.

In summary, we don’t expect the Eurozone to collapse this year or the euro to be abandoned. What we do expect is an increasingly reluctant ECB to print increasing amounts of money. No one will like it, but it’s the easiest “solution,” and politicians usually choose the easiest solution.

One caveat is that the Greek/Spanish/Italian debt situation could deteriorate more rapidly than a reluctant ECB is willing to act. This could cause a lot of panic around world financial markets, but we expect the ECB will be forced to act before it becomes a true Lehman Brothers–type meltdown (but no guarantee!).

International Equities

Although international equity funds have been touted by many brokerage firms over the past couple of years as a way to diversify out of the U.S. stock market, they performed very poorly last year. Indian and Chinese markets were both down over 20 percent. Many European markets were down from 10 to 20 percent. You would have been better off in U.S. markets. Could there be a rebound this year? Sure, especially if the U.S. market rebounds due to some Fed money printing. However, just as we didn’t like them before, we still don’t think international equities are worth the risk of a longer-term hold. The issues we previously discussed regarding Europe and China will continue to weigh on the entire world economy and also on their stock markets this year. Could there be short-term gains? Of course. But, overall, we would continue to avoid international equities as having too much risk and volatility for the potential gain.

Gold

First, let’s be clear that we view gold as a long-term investment. With governments around the world turning to money printing in order to artificially prop up struggling stock markets and banking systems, the fundamentals in our economy are set up perfectly for a long-term rise in gold. When inflation goes up, interest rates follow, which will spell doom for stocks, bonds, and real estate. At that point, gold is the only place to turn for many investors, and it is likely to have explosive growth. According to some estimates, gold comprises only 0.14 percent of investable assets in the world. Less than a quarter percent is not much, so any movement out of stocks or bonds and into gold will have a big effect on gold.

Even in the past decade, with very low inflation, gold has been an excellent investment, quintupling in value over that span while the stock market performed poorly—the S&P 500 was flat, and the Nasdaq fell 50 percent. But we like gold for its future ahead, not for its past performance. Many see gold’s rise in the past decade as another bubble. But as we see it, the bubble has barely started. We won’t say how high we think it will go, but it could easily increase several times from where it is today before this bubble pops.

So why has gold dropped so far since late 2011? There are plenty of reasons why gold can go down in the short term, and we still expect some volatility between now and the dollar bubble burst. We’ve said before that there are signs of central bank manipulation, and we’ll likely see more of that in the years to come. The drop in gold price may also have a lot to do with the situation in Europe, where liquidity problems increase demand for dollars and make it necessary for financial institutions to sell assets like gold. This is similar to what happened in 2008, when the liquidity crisis sent the price of gold tumbling 30 percent in a matter of months. The important thing to remember is that gold has more than doubled since that low point of around $700/ounce. Even if you had bought gold at its peak before the 2008 financial crisis, your investment would have increased 60 percent by now.

By comparison, the recent drop in the gold price, percentage-wise, was only about half what it was in 2008, and gold was still up about 10 percent last year. Among the factors driving gold in 2012 will be increased physical demand in China, continued buying by peripheral central banks such as Turkey, Korea, and others, and continued financial uncertainty. We see no reason why the growth trend in 2011 won’t continue in 2012.

Note on gold ETF PHYS: PHYS doesn’t always track the price of GLD, the biggest gold ETF. The reason is that PHYS typically trades at a premium to the price of gold (similar to gold bullion coins). In recent months, the premium has ranged from 1 percent to 6 percent. While the price of PHYS is predicated on the price of gold, it is also affected by the change in the premium. As an example, if the price of gold was up 1 percent and the premium on PHYS to gold was also up 1 percent from the prior day, PHYS would be up 2 percent. Had the premium dropped 1 percent, PHYS would be unchanged. Sprott Asset Management, which manages PHYS, does an excellent job putting this data on the following web site: www.sprottphysicalgoldtrust.com/NetAssetValue.aspx. Historical data can also be found at the site.

Silver and Commodities

In the long run, we expect silver to track gold pretty closely, meaning it will go up over time. In the short run, however, we expect silver to be more volatile than gold. This is partly because silver is an industrial metal as well as a monetary metal. Over half of silver’s production each year is used for industrial purposes. Silver’s long-term rise will be tempered over the next year by the declining demand for electronics, particularly from China.

Most commodities, including silver, are dependent on demand from China, which in recent years has radically increased its demand for food, coal, metals, and other commodities. This doesn’t bode well for the commodities market, because there are signs the Chinese economy is slowing down dramatically. It’s difficult to be precise because the Chinese government has a tendency to be less than truthful with its economic statistics. So don’t expect economic readings from the Chinese government to indicate that. Most likely, Chinese government statistics will indicate perfect government management of a controlled slowing of economic growth from white hot to red hot. Would you expect anything less from a dictatorship and heavily state-run economy? Of course, many people on Wall Street will believe it because they want to believe it. Also, inaccurate inflation reporting, as here in the United States, can make many economic numbers look better than they are.

But given the dramatic slowdown of export-led economies like Brazil (whose growth has fallen to near U.S. levels), Canada, Australia, as well as Asian economies that are closely tied to China, especially Hong Kong (which is nearly in recession), it’s very unlikely that the Chinese economy is really growing at nearly 9 percent as the government claims. Falling Chinese demand will take a big toll on commodities over the next few years, so we would expect some downward pressure on commodities in 2012. The International Energy Agency just announced that it expects very limited growth in oil demand this year due to the slowdown in the world economy. China is terribly important in commodities such as steel. As an example of that, China now consumes more steel for its construction industry alone than the demand for steel for all uses in the United States, Europe, and Japan combined. As further evidence of its voracious demand, it uses almost half of the cement production in the world. A big decline in Chinese construction demand would have a big effect on commodities.

Offsetting this to some degree will be money printing by the Fed, which could cause a temporary upturn in commodities. Of course, as inflation begins to get stronger, commodities will push upward even with declining demand.

A Note on Oil: The big variable with oil is Iran. Political tensions have been heating up between Iran and the West lately. As this escalates, it could lead Iran closer and closer to war. If war with Iran does occur, oil prices will skyrocket.

The 2012 Presidential Election

No investment outlook written in mid-2012 would be complete without some mention of our upcoming presidential election. Of course, by the time you read this book, you will likely know much more than we do right now, so we (once again) are going out on a prediction limb to tell you what we think will happen and why—in this case, not about who will win in November, but how whoever wins will likely impact the economy in the short term.

While many people will find this disappointing, the truth is that the outcome of this election will likely have very little long-term impact on the fate of the U.S. economy. However, there are a few short-term potential impacts worth mentioning. Before we do, we would like to remind you once again that we have no political agenda in writing these books; we are simply trying to provide you with the correct macroeconomic point of view so you can come to your own logical conclusions about the direction of the economy and what you can do to protect yourself.

If the Republicans Win the White House

If Governor Romney becomes president, he will likely try to reduce the deficit by cutting spending. However, as he would soon discover, that is a lot easier said than done. What spending could Romney realistically cut? Will he try to cut Social Security? Not likely. What about cutting Medicare? No one is going to like that too much. How about trimming defense spending? That’s definitely out. Romney will soon find that significantly cutting almost any government program will be politically very hard to do, hard even for a Republican Congress to go along with, if the Congress also happens to become mostly Republican.

Perhaps, if Congress is mostly Republican, they will try to cut some of the more Democrat-favored programs, such as welfare. But to get any real mileage out of just a few cuts, the spending reductions would have to be very deep, and the Democrats would surely fight that, using the same filibuster rules that allowed the Republicans to block so many Democratic initiatives in the past four years. Of course, if Congress remains mostly Democratic, deep spending cuts will be even easier to block.

Meanwhile, it is very unlikely that any Republican president will try to increase revenues to the government with any new taxes. Instead, the money printing and the borrowing will continue. Money printing will continue because without it, the stock market and overall economy will decline. Nobody wants that, least of all investors and the business community, who may have supported Romney.

So, with continued money printing, continued borrowing, few spending cuts, and no new taxes, the longer-term outcome of having a Republican president, even with a Republican Congress, won’t be much different than the outcome of not having a Republican win.

However, in the shorter term, many investors will likely feel more optimistic having a Republican in the White House, and we could easily see the stock market doing well right after the election and continuing to do well for perhaps several months, assuming there is no bad news coming in from Europe, Iran, China, or other negatives that could end the Romney stock market honeymoon early.

If the Democrats Win the White House

If President Obama retains the White House, we can expect to see no big changes from today. The Federal Reserve will continue to print money, the government will continue to roll over the debt with more borrowed money, there will be no big spending cuts, and probably not much in the way of new taxes because, the Republicans will continue to block such attempts, as they have done before.

If Obama keeps the presidency but the Republicans become the majority in Congress, we can expect to see even less change, and nothing much new will get done that either side would like. The budget deficit will remain about the same, and our total debt will continue to grow.

If the Democrats keep the White House, investors will likely be less optimistic immediately after the election than they would be if Romney gets in. The stock market could become more volatile in the following months, and that could lead to an earlier next round of money printing by the Fed than we might have seen under Romney, but either way, the Fed will print more—it’s only a question of how soon.

As we said, the 2012 election will make little difference for the falling multibubble economy in the longer term. No matter what happens this November, falling bubbles cannot be propped up forever. Various delaying tactics will be tried, and some—like massive money printing—will temporarily, marginally succeed in the short term. But none will be able to ultimately stop the coming multibubble pop and the Aftershock that will follow.

In Conclusion

Overall, 2012 should bring us short bouts of excitement followed by long periods of relative boredom—kind of like 2011. Europe will likely provide the biggest source of unwelcome financial excitement. China will play an increasingly sinister background role, slowing down the world economy, especially toward the end of the year. And American politics will likely provide some more financial excitement, with Congress trying to wrestle with the debt and our presidential election at the end of the year.

Of course, there is always the chance that the financial situation might get surprisingly bad this year. We don’t think that will happen in 2012, but we certainly can’t entirely rule it out. Also, there is always the chance for a Black Swan event, Iran being an obvious example. We’ll be keeping our eyes wide open for any sign of a big surprise or for more incremental evidence that we are moving along toward the inevitable Aftershock ahead.





Staying Afloat in a Sinking Economy

It’s one thing to read about the changing macro economy; it’s another to actually do something about it. Most people will take no new actions until it’s too late. For those who want to prepare for, not just react to, the coming Aftershock, we offer the following services:

You are welcome to visit our website www.aftershockpublishing.com for more information as we approach the Aftershock. While you are there, you may sign up for a two-month free trial of our popular Aftershock Investor’s Resource Package (IRP), which includes our monthly newsletter, live conference calls, and more. Or you may reach us at 703-787-0139 or info@aftershockpublishing.com.

We also offer Private Consulting for individuals, businesses, and groups. Please contact coauthor Cindy Spitzer at 443-980-7367 or tellmemore@aftershockconsultants.com for more information.

Through our investment management firm, Absolute Investment Management, we provide hands-on, Aftershock-focused asset management services on an individually managed account basis. For details, please call 703-774-3520 or e-mail absolute@aftershockpublishing.com.









End of sample




    To search for additional titles please go to 

    
    http://search.overdrive.com.   


OEBPS/images/f109-01.jpg





OEBPS/images/f106-01.jpg
Percent

100%

90%
80%
70%
60%
50%
0%
30%
20%
10%

0%

Buy/Hold





OEBPS/images/f101-01.jpg
oney sbuiuses/aoud

2000

1950

1900





OEBPS/images/f090-01.jpg





OEBPS/images/f085-01.jpg
1L0Z-8002 SMOPINO PUN4 [ENINW Y201S





OEBPS/images/f078-01.jpg
e

“I told you the Fed should have tightened.”





OEBPS/images/f070-01.jpg
103 SYIDLU IBEDM DI SIS MofRq Il

BIBM SPUNY AUDUISD $88} SAJUSOU OU SSLUNSSY, o
aBpaHADRID 20n0S .

%86 6% ovvs 195 (72 ozs [T
%eE 115 88% % £ £8% v29Ls oloz
%91 £61§ 183 5 og$ 002§ 905§ 6002
WN 8§~ 97§ oLs 98§ wps— 601§ 800z
Wl 125 ozs s 65§ s sT6'1$ 1002
%95 85§ st§ 66 99§ 195 185°1$ 9002
vl £15- ors 5 se§ 95— S6T'1$ s002
%8L 65 49 ] i3 5 120'1$ ooz
%EE 615 88§ ] 98§ 85 9995 €002
%8S L sts 4 €13 28 LK zo0z
%S 45 €13 1$ zs €18 o125 Lo0
Wy 91§ €18 1$ z1s s £1es 000z
408 =3 si§ 1$ vis 9§ 9915 6661
foud oLs 5 i 5 oLg LeLs 8661
swoid (sng) swoid 5984 1PI0L (sNg) seey v (sng) (N swoid (N wwinv e
IPtoL0 eIy JolseAul 404 PaIoUINSE 5604 3H I0lSBAUIID8Y 3 SBDISAY
Ausnpuy 108 1o peipuIys3





OEBPS/images/f131-01.jpg
Trillions of Dollars

$158

S S





OEBPS/images/f130-01.jpg
%

Average Annual
Total Return = 9.5%

1200%

Dec Dec Dec Dec Dec Dec Dec
1980 1985 1990 1995 2000 2005 2010

Returns





OEBPS/images/f114-01.jpg
“ A TENVPORARY SOLUTION WOULD BE TO WHITE ouT
“THIS PART OF THE CHART. "





OEBPS/images/f064-01.jpg
The Great Stagnation

6.1

59

57

55

53

60 [RImEN

1995 Trend

1974--

1973 Trend

1947.

TEP






OEBPS/images/f060-01.jpg
Growth in Dollars

$7,000

$6,000

$5,000

$4,000

$3,000

$2,000

$1,000

T-Bills

Gold

S&P 500





OEBPS/images/f045-01.jpg





OEBPS/images/9781118233382.jpg
FROM THE AUTHORS OF THE
NEW YORK TIMES BESTSELLER AFTERSHOCK

A~ CRASH COURSE
wSTAYING AFLOAT
ina SINKING ECONOMY

DAVID WIEDEMER Pup
ROBERT A. WIEDEMER | CINDY S. SPITZER





OEBPS/images/f043-01.jpg
$4,500

Total Total

Increase Increase
GDP  Govt. Borrowing

2008-2011  2008-2011






OEBPS/images/f042-01.jpg
200

8 8

050

(eBesony Buinop) Aeq 1od SeIeYS SUO

2009 JUL1,2012

0CT9,





OEBPS/images/f029-01.jpg
Percentage Growth in U.S. Dollars

250%

200%

150%

100%

50%

0%






OEBPS/images/f068-01.jpg
70.00%

60.00%

50.00%

40.00%

30.00%

20.00%

10.00%

0.00%
412008 4172005 42006 412007 412008 412000 4112010 AM20TH 42012

1 Yr. Correl:

ion of the S&P 500 and the Hedge Fund Weighted Index





OEBPS/images/f066-01.jpg
Dollars in Billions

T-Bills

Gold

S&P 500





OEBPS/images/f065-01.jpg
$160,000
140,000

120,000
100,000
$80,000

aieys 194 99Ud

§20,000 [ -+==mnr e n s g

:

B

::;§

RN

RN

S

S

N

G

&

&,

2,





OEBPS/images/f064-02.jpg
Income (2009 Dollars)

$§70,000






OEBPS/images/back7.jpg
HWILEY Globel Fnance





OEBPS/images/back6.jpg
Find us on Linkedin
Wiley Global Finance Group





OEBPS/images/f006-01.jpg
“Tell me the fairytale about the economy.”





OEBPS/images/f013-01.jpg
Percent

GDP

Dow





OEBPS/images/back4.jpg
Follow us on Twitter
&= @wiley_finance





OEBPS/images/f014-01.jpg
Percent of GDP

1,100%

1,000%

900%

800%

700%

600%

500%

400%






OEBPS/images/back3.jpg
Visit our blog: www.capitalexchangeblog.com





OEBPS/images/f012-01.jpg





OEBPS/images/back2.jpg
Subscribe to our free Finance and Accounting eNewsletters at
wwwiley.com/enewsletters





OEBPS/images/f012-02.jpg





OEBPS/images/back1.jpg
£ i

Stay in touch!





OEBPS/images/f019-01.jpg
$18,000
$16,000
$14,000
$12,000
$10,000
$8,000
$6,000
$4,000

$2,000

$16,000






OEBPS/images/title.jpg
The Aftershock
Investor

A CRASH COURSE IN STAYING
AFLOAT IN A SINKING ECONOMY

David Wiedemer, PhD
Robert A. Wiedemer

Cindy S. Spitzer






OEBPS/images/fm01.jpg
Wiley Global Finance is a market-isading provider of
over 400 annual books, moble applications, elearning
products, workflow trining tools, newsletters and web-
sites for both professionals and consumers in institutional
finance, trading, corporate accounting, exam preparation,
investing, and performance management





OEBPS/images/f017-01.jpg
SO0

s2,400

52,000

$1,600

$1,200

$800

$400

s0 L L L L L L )
1980 1985 1990 1005 2000 2005 2010






OEBPS/images/f271-01.jpg





OEBPS/images/f018-01.jpg
b Liad
2278

1080 2 1985 1080 1085 2000 2006 2010






OEBPS/images/f238-01.jpg
ﬂ

(=

INVESTMENT ADVICE

LOTTERY TICKETS
]

-

| ]





OEBPS/images/back5.jpg
“Like” us on Facebook
www.facebook com/wileyglobalfinance





OEBPS/images/f216-01.jpg
Management
Business and Financial Operations

Computer and Matematical

Architecture and Engineering

Life, Physical, and Social Science

Community and Social Service

Legal

Education, Training, and Library

Arts, Design, Entertainment, Sports, and Media
Healthcare Practitioners and Technical
Healthcare Support

Protective Service

Food Preparation and Serving Related

Building and Grounds Cleaning amd Maintenance
Personal Care and Service

Sales and Related

Office and Administrative Support

Farming, Fishing, and Forestry

Construction and Extraction

Installation, Maintenance, and Repair
Production

Transportation an Material Moving |

2,000,000 1,000,000 )
Employment Change, May 2007-May 2011





OEBPS/images/f193-02.jpg
Growth in Dollars

Gold

S&P 500





OEBPS/images/f193-01.jpg
Growth in Dollars

Gold

S&P 500





OEBPS/images/f174-01.jpg
‘Commercial Asset-backed
Mortgage-backed  Securities money Market

Securities 2% Investments
2% 1%

Municipal/Other.
3%
U.S. Government
and Agencies
5%

Residential Corporate
Mortgage-backed
Securities

14%

6%

Commercial
Mortgage
Loans
15%





OEBPS/images/f173-01.jpg
Pul Real Estate
Common  Equities
Stock 4%

Private 4%

Equities.

4%

High-Yield

Bonds
%

[
Investments.

Excluding
High-Yield Bonds
81%





OEBPS/images/f166-01.jpg
ool

30%

20%

10% -

Home Values

-10%

-20%

-30%

—-a0%

-50% -+

4% baseline





OEBPS/images/f150-01.jpg
“We sold our two-bedroom in the village at a great price
and bought the Virgin Islands,





OEBPS/images/f146-01.jpg
Stage 2

ShortTerm Stage 3
Future Best Medium-Term
Stage 1 Guess Future Best Guess:

Type of Bond Now 2012-2013 2014-2015
Shortferm US. Treasurys A A B
Medium-erm US. Treasurys A B c
LongHerm U, Treasurys B c c

TIPS A A B
High-grade corporate bonds B B c

High yielct c c c
Municipal bonds B BioC c
CDs/money markets A A B
Savings bonds A A c
Mortgage-backed bonds A B c

A = good, B = OK,

s vilabls





OEBPS/images/f136-01.jpg
“ THANK GADDMESS WE [MVESTED IN LoNG TERM BonOS. "





OEBPS/images/f213-01.jpg
Net Job Growth

45,000,000
40,000,000
35,000,000
30,000,000
25,000,000
20,000,000
15,000,000
10,000,000

5,000,000

5,000,000

200,000 -
1980-2000 2000-2010





OEBPS/images/fm02.jpg
winaileyglobalfinancecom (B WILEY Global Finance





OEBPS/images/f196-01.jpg
Tons of Gold Mined

2005

2006

2007

2008

2009

2010

2011





