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Executive Summary

What Is a Bubble?

An asset value that temporarily booms and eventually busts, based on changing investor psychology, rather than underlying, fundamental economic drivers that are sustainable over time.

 

What Is a Bubble Economy?

An economy that grows in a virtuous upward spiral of multiple rising bubbles (real estate, stocks, private debt, dollar, and government debt) that interact to drive each other up, and that will inevitably fall in a vicious downward spiral as each falling bubble puts downward pressure on the rest, eventually pulling the economy down.

 

What Is the Bubblequake?

Phase I of the popping of the bubble economy, including the fall of the real estate bubble, private debt bubble, stock market bubble, and discretionary spending bubble.

 

What Is the Aftershock?

Phase II of the popping of the bubble economy. Just when many people think the worst is over, next comes the Aftershock, when the dollar bubble and the government debt bubble will burst.




Acknowledgments

The authors thank John Silbersack of Trident Media Group and John Wiley & Sons editors David Pugh and Laura Walsh for supporting this book. They also want to thank John Douglas for his very special role in making this book a reality.

 

David Wiedemer

I thank my co-authors Bob and Cindy for being indispensable in the writing of this book. Without them, this book would not have been published, and if written, would have been inaccessible for most audiences. I also thank Dr. Rod Stevenson for his long -term support of the foundational work that is the basis for this book, which hopefully will be the second of many. I also thank Ruth Pritchard for her review of the manuscript. And I am especially grateful to my wife Betsy and son Benson for their on-going support in what has been an often arduous and trying process.

 

Robert Wiedemer

I, along with my brother, want to dedicate this book to our father, the original author in the family, who died earlier this year. We also want to thank our brother Jim for his lifelong support of the ideas behind this book and our mother for inspiring us both with the joy in discovering the world and writing about it. I thank Ron Everett, my business associate, for his enthusiastic support of this project. I also want to thank Stan Goldstein, Bradley Rosenberg, Phil Gross, and Michael Lebowitz for their support and help in reviewing this book. I am also grateful to Weldon Rackley, who helped my father to become an author and who did the same for me.

Of course, my gratitude goes to Dave Wiedemer and Cindy Spitzer, for being quite clearly the best collaborators you could ever have. It was truly a great team effort. Most of all, I thank my wife  Serap, and children, Seline and John, without whose love and support, this book, and a really great life, would not be possible.

 

Cindy Spitzer

Thank you, David and Bob Wiedemer, for the true privilege of collaborating with you on two brilliantly insightful books. I can’t wait until the world fully discovers just how right you have been.

My love and deep appreciation go to my wonderful husband Philip Terbush, my precious children, Chelsea, Anya, and Zachary, and my dear friend Cindi Callanan.

I am also filled with indescribable gratitude for two fantastic teachers, the kind that make you cry years later when you realize just how much they changed your life: Christine Gronkowski, who at SUNY Purchase in 1985 forced me to discover something in myself that I couldn’t see on my own; and to my phenomenally gifted UMCP journalism mentor, two-time Pulitzer Prize winner Jon Franklin, whom I haven’t seen in more than two decades but still learn from daily.




Introduction

BY ROBERT A. WIEDEMER

 

 

 

 

We are going through a series of popping financial bubbles, led by a housing price bubble collapse, not a down financial cycle. Unlike a down cycle which is naturally followed by an up cycle, a bubble pop isn’t followed by an up cycle—it simply pops and any profit is gone forever.

This is how I begin many of my presentations to financial and non-financial audiences. As this book is being finalized for printing, we are being bombarded by the news that there are signs that the recession is coming to an end. Headlines from leading financial figures saying “Bet on America” or “The Recession is Almost Over” are the norm.

Also, the numbers are showing that the decline in GDP is slowing and there are other indicators of a slowdown in the contraction. Of course, the assumption is that this slowdown in decline presages an up cycle.

But, even if the decline slows down or stops, and even if there is a small increase, the recession is not over for the long term. Saying the recession is over is more like saying “Mission Accomplished” before the real Iraq War even began. It ’s hiding from the underlying problems that have been created by thinking we can cheerlead our way through it.

The economy won’t bounce back. It is a bubble economy. With the popping of the housing bubble will go the consumer spending bubble and private credit bubble and the stock market bubble and then the dollar bubble and finally the public debt bubble. It won’t all pop at once, it will pop over time, but it won’t bounce back, not very much at least, before the popping resumes. Once the bubbles start popping, as they have with housing, it’s not over until the fat lady sings, and the fat lady is the dollar and its evil twin, the government debt bubble.

More than any time since I was born, the United States is in denial of the truth. We are assuming that by cheerleading, we can solve our problems. Even during the Vietnam War era, when cheerleading in the face of reality was very popular, we still had major national figures, like Walter Cronkite, who were willing to step in and give us a reality check.

I don’t see it this time. Not from any national figure on the left or the right.

We are extraordinarily confident in the power of cheerleading to solve our ills and, hence, so many of our national figures are simply cheerleading.

Yet, at the same time we seem to be so confident, we also seem to be scared to death that something terrible is going to happen. We say this more by our actions than our words.

For example, why is the Fed so worried that it would do something so reckless as to buy over $1 trillion of our Treasury bonds, Fannie Mae bonds, and Freddie Mac bonds with printed money? That’s a big number to print in six months and they have said they will buy even more if necessary to keep mortgage rates low. That means they are willing to double our entire money supply (the size of the money supply (M1) is about $1 trillion) just to keep mortgage rates down a couple of points. What are they so concerned about? We certainly didn’t worry about it that much in the last big recession in the early 1980s. In fact, interest rates were allowed to go over 15 percent! By the way the Fed is acting, you would think the world would come toan end if rates went to 15 percent. Why are they so worried now and they weren’t then?

Maybe because, unlike what their cheerleading words are saying, they are concerned about a bigger problem. They are concerned that there aren’t nearly enough buyers for all that debt, either in the United States or overseas, and that means the possibility of a failed Treasury auction. And they know that in this environment that could be a big problem. Or maybe they realize that interest rates might pop up much more than a couple percentage points to as high as 10 percent. That would be devastating.

High interest rates weren’t devastating in the early 1980s because we didn’t have a housing bubble. Now we have a housing bubble and high interest rates would absolutely puncture much of what’s left of that bubble and put enormous pressure on the other bubbles in the economy—private credit, discretionary spending, stock  market, dollar, and public debt. Maybe, subconsciously, they and others outside the Fed realize that it is a bubble economy and that is why the Fed and others are trying so hard to cheerlead. And, that is why they are so willing to do things like printing massive amounts of money to buy our own government’s bonds—something they would never have considered only a year ago. Because, in a bubble economy, cheerleading does help—for a while. Because the economic fundamentals are bad, the only thing holding up the bubbles is confidence that they won’t pop. When that confidence fails, the reality of the bad fundamentals comes blazing through.

And, again, few people talk about the very real problems of taking such irresponsible actions as buying our own bonds with printed money—nah, it’s just a smart strategy of “quantitative easing.” Many say “the Fed knows exactly what they’re doing and can handle any inflationary problems down the road.” Both the right and the left seem to have great confidence in the Fed’s abilities to handle such problems.

However, I don’t think they have confidence so much as they know in the back of their minds that the Fed is in a desperate situation that requires desperate solutions. They simply hope that they won’t cause problems too big to solve. But, of course, they will. Same for the huge deficits we are running for stimulus programs. The cheerleaders say, “No problem there—sure, long term we’ll have to deal with the problem, but it’s nothing we need to worry about now. It’s not nearly as important as the need to throw money at the economic problems we have now. ”

Both Republicans and Democrats seem to strongly agree on these points. Both conservatives and liberals seem to think that government has tremendous power to solve economic problems. Yet, that has not been proven in the past. The reality is that the government has two main economic powers—the ability to print money and a credit card with a much, much higher limit then you or me.

But, printing a lot of money really will cause inflation and their credit card is not limitless. In fact, as we make the case in this book, for a variety of reasons, we may reach that credit limit in just a few short years. The reality is that the government’s power to solve economic problems right now is really quite limited. And, ultimately, when the government acts too recklessly, it actually becomes the source of the biggest economic problem of all, when the government debt bubble pops.

Despite all the cheerleading, people seem to know we are in a very dangerous situation. They don’t want to talk about it but they know the danger is there. As one of my friends who works at a major hedge fund in New York said when I was talking about the dollar bubble, “It’s the hydrogen bomb in the middle of the room.”

It’s an eerie time and I get an eerie feeling reading the papers—yes I am one of the few who still read papers! It’s almost as if people know that America really does have a bubble economy and that an Aftershock could happen even though, unfortunately, most Americans haven’t read this book or America’s Bubble Economy.

All the cheerleading, all the lack of concern over the Fed buying treasury bonds, no more talk about the “moral hazard” of bailing out large financial institutions, and no concern over giving $100 billion to the auto industry when in the last big recession we argued for months over a puny $1 billion loan.

It all seems to point to one thing—that many people sort of know what we’ve been talking about is true. They think that by not talking about it, somehow it will go away, like Bernie Madoff thinking he won’t get caught. He fooled investors and the SEC so many times before, he expected he could fool them again.

We’ve gotten away with all these bubbles so far and it’s never caused us much problem until recently. In fact, just the opposite, it’s given us one of the best economies we’ve ever had. So, we expect nothing bad will happen. Of course, that plan of action has never worked before and it won’t work now.

It’s time for investors to talk about it—a lot! It’s the best and only way to protect yourself and make some money. With this book, we hope to throw a little gasoline onto the fire of that conversation and make it really burn. We expect it to be an exciting and fruitful conversation.

Long term, we expect to carry on this conversation in future books and contribute to solving the problem by building a much wealthier and stronger economy the way the United States has done so masterfully and successfully in the past. Not by blowing bubbles, but by improving productivity. But unlike bubble money, productivity money is real money and creates real growth that lasts.

The world will be a much better place as a result, but we are in for a hell of ride getting there. Don’t let the ride surprise you. Read this book. As an Eagle Scout, I can say to investors with no greater conviction that you should follow the Scout’s motto, “Be Prepared.”




PART I

FIRST THE BUBBLEQUAKE, NEXT THE AFTERSHOCK




CHAPTER 1

America’s Bubble Economy

UNDERSTANDING HOW WE PREDICTED  
THE CURRENT BUBBLEQUAKE FOUR YEARS  
AGO IS KEY TO UNDERSTANDING WHY OUR  
LATEST PREDICTIONS ARE CORRECT

 

 

 

 

When our first book, American’s Bubble Economy, came out in 2006 (the book proposal was actually submitted 18 months earlier), we were right and almost everyone else was wrong. We don’t say this to brag. We say it because it’s important for understanding why you should bother to pay attention to us now.

America’s Bubble Economy ( John Wiley & Sons), accurately predicted the popping of the housing bubble, the collapse of the private debt bubble, the fall of the stock market bubble, the decline of consumer spending, and the widespread pain all this was about to inflict on the rest of our vulnerable, multi-bubble economy. We also predicted the eventual bursting of the dollar bubble and the government debt bubble, which are still ahead. In 2006, these and our many other predictions were largely ignored. Two years later, it started coming true.

How did we see it coming? Certainly not by looking only at current conditions, which, at the time we wrote the first book, still looked pretty darn good. In fact, real estate prices were close to their record highs in 2006. With home values high and credit flowing, American consumers were still happily tapping into their home equity and credit cards to buy all manner of consumer products,  from diapers to flat screen TVs, importing goods from around the world, boosting the economies of many nations. Businesses and banks appeared to be in good shape (very few banks were even close to failing), unemployment was relatively low, and Wall Street was still on an upward climb toward its record closing high (Dow 14,164) a year later on October 9, 2007.

With so much seemingly going so well back in 2006, how could we have been so sure that the housing bubble would pop, private credit would start drying up, the stock market would begin to fall, and the broader multi-bubble economy, here and around the globe, would begin a dramatic decline in 2008 and beyond? Our accurate predictions were not a matter of blind luck, nor were they merely a case of perpetual bearish thinking finally having its gloomy day. In 2006, we were able to correctly call the fall of the U.S. housing bubble and its many consequences because we were able to see a fundamental underlying pattern that others were—and still are—missing.

In this pattern, we saw bubbles. Lots of them. We saw six big economic bubbles linked together and holding one another up, all supporting a seemingly prosperous U.S. economy. And we also saw that each conjoined bubble was leaning heavily on the others, each poised to potentially pull the others down if any one of these economic bubbles were to someday pop.

In this pattern, we also saw the opposite of big airborne bubbles; we saw the evolving economic facts on the ground. As is always the case with bubbles, the facts on the ground did not justify the volume of the bubbles; therefore sooner or later, we knew they would have to burst. In a little while, we will tell you more about our six big economic bubbles (the first four have already begun to burst and the other two will shortly) and how we knew they were bubbles. For now the point is that economic bubbles, by nature, do not stay afloat forever. Sooner or later, economic reality, like gravity, eventually kicks in, and bubbles do fall. After they burst, they never are able to re- inflate and lift off again. In time, new bubbles may grow, but old popped bubbles generally do not take off again. When the party is over, it’s over.

Most people, even most “experts,” find it much easier to recognize a bubble (like the Internet bubble of the 1990s) after it pops. It is a lot harder to see a bubble before it bursts, and much harder  still to see an entire multiple-bubble economy before it bursts. A single, not-yet-popped bubble can look a lot like real asset growth, and a collection of several not-yet-popped bubbles can look a whole lot like real economic prosperity.

We wrote America’s Bubble Economy because, based on our unique analysis of the evolving economy, the facts on the ground did not match the bubbles in the sky. By that we mean high -flying asset growth that is not firmly pinned to some underlying real economic driver is not sustainable. For example, real estate prices are typically driven higher by a growing population (increasing demand) and the growing incomes of homebuyers (increasing ability to buy). When populations increase and incomes increase, home prices also increase. On the other hand, if you see home prices increasing, let’s say, twice as fast as incomes, then that could mean something unusual is happening to the value of real estate. Why? Because home prices that high are not sustainable without a similar rise in the ability of buyers to keep paying those prices.

Asset bubbles are not always bad. On the way up, they can lift part or all of an economy and spur future economic growth. This certainly was the case with the housing bubble. On the way down, however, they can cause real problems. In fact, the bigger the bubble, the harder the fall.

Our first book identified several economic bubbles that were once part of a seemingly virtuous upward spiral that first lifted and supported the U.S. economy over many decades, and are now part of a vicious downward spiral that will inevitably harm the U.S. and world economies as these sagging, co-linked bubbles weigh heavily on each other and ultimately burst. These bubbles included: the real estate bubble, stock market bubble, discretionary spending bubble, dollar bubble, and government debt bubble. Despite how well the economy appeared to be doing in 2006, we predicted it would only be two or three years before America’s multiple bubbles would begin to decline and eventually even burst.

And that is just what happened. By the third quarter of 2008, home prices and sales had fallen significantly, mortgage defaults and home foreclosures were skyrocketing, commercial and investment banks were going under, unemployment was rising, and the stock market bubble had fallen from its peak of 14,164 in  October 2007 to under 7,000 (DJIA) not much more than a year later. We now offer you this second book in late 2009, as the rest of our conjoined economic bubbles are under tremendous downward pressure and about to fall.

Unlike at any other moment in our history, there is something  fundamentally different going on this time. Even people who pay no attention to the stock market or the latest economic news say they can just feel it in their gut. Something is different. This is not  merely a down market cycle, nor is it a typical recession. The difference is the multi-bubble economy. With so many linked bubbles now on the descent, the impact of their combined collapse will be far more dangerous than any downturn or recession we’ve experienced in the past. Unlike in a healthy economy, in this falling  multi-bubble economy, the usual strategies for returning to our previous prosperity no longer apply. We have, in fact, entered new territory.

We call it a Bubblequake. As in an earthquake, our multi-bubble economy is starting to rumble and crack. Clearly, the real estate, credit, and stock market bubbles have already taken a serious fall, and the financial consequences for the broader U.S. and world economy have been terrible.

Next comes the Aftershock. Just when most people think the worst is behind us, we are about to experience the cascading fall of several, co-linked, bursting bubbles that will rock our nation’s economy to its core and send deep and destructive financial shock waves around the globe. The Bubblequake fall of the housing, credit, consumer spending, and stock bubbles significantly weakened the world economy. But the coming Aftershock will be far more dangerous. A multi-bubble economy cannot be easily re-inflated. Rather than home prices stabilizing and the U.S. economy recovering in the next year or two, as many “experts” want you to believe, we see serious, groundbreaking new troubles ahead. In fact, the worst is yet to come.

That’s the bad news. The good news is the worst is yet to come (with emphasis on the word yet). There is still time for individuals and businesses to cover their assets and even find ways to profit in the Bubblequake and Aftershock. But first you have to see it coming.

Prescient Quotes from Our First Book,  America’s Bubble Economy

Stock Market

Bottom line: Most stocks are overvalued and on their way down. Will there be some ups and downs? Of course. Is it worth taking a chance on it? We think not. As with real estate, although there may be some potential growth left in the stock market, the timing is very tricky and it’s not worth taking the risk. In the short run, you are about as likely to lose as gain. And in the long run, all you will do is lose significantly when stock values begin to seriously plummet. Again, we will show you much better places to put your money. (p. 139)

 

 

The Dow was at 12,100 when published in October 2006.


Real Estate

In the near term, the slow collapse of the Real Estate Bubble (in some markets it won’t be so slow) will weigh heavily on the stock market. The loss of housing construction jobs, plus the factory and service jobs that support housing construction, will further slow the economy, putting more downward pressure on the stock market. (p. 73)


Housing prices were at 205 according to Case-Shiller Top 20 Cities Index when published, and are now at 150; we’re now losing construction jobs at a rate of 50,000 to 100,000 per month.

 

 

Private Credit

All adjustable rate loans, credit cards and adjustable or variable mortgages will become an absolute disaster when the bubbles burst. Interest rates will rise dramatically and so will your mortgage and other payments if you don’t get out of these soon. Now is a great time to lock in your low long-term interest rates. Don’t take a chance; get rid of your evil variable rate mortgage and other big debts now! (p. 141)


Adjustable rate mortgages helped kick off the housing price collapse and are still one of the leading causes of mortgage default and foreclosure.

 

 

Stock Market

It is important to point out that all asset bubbles (such as the Stock Market Bubble and Dollar Bubble) will burst in two stages. The first stage will be the bursting of the recent over-valued price bubble. The second stage will be the additional fall in value due to the significant coming downturn in the economy. (p. 10)

 

The Dow was at 12,100 when this was published in October 2006.


Collectibles

All collectibles crash in value. In fact, if possible, postpone any collectible purchase until after the bubble crash when everything is at bargain basement prices. Not only will they be far cheaper, but your selection becomes huge because so many people need to sell their collectibles to raise money. (p. 173)


Sotheby’s auction revenues fell over 70 percent from the first quarter of 2008 to the first quarter of 2009.

 

Stock Market

Of course, the idea that the stock market at any time is risk free is completely false. Every market has downside risk. Back in the 1950s, 1960s, and 1970s that was understood. It’s been a very long time since the experts have tried to tell us there is no risk in the stock market. Guess when it happened before? The last time market cheerleaders tried to get Americans to think of the stock market as risk-free was just before the big 1929 stock market crash that led to the Great Depression. Coincidence?

A bloated overvalued market (Dow up tenfold in 20 years), now “stable” from mid 2000 to 2005 (also known as stagnant), plus cheerleaders telling us that there is no downside risk, all add up to one thing: a Stock Market Bubble on the edge. (p. 110)

 

The Dow was at 12,100 when this was published in October 2006.







Because We Were Right, Now You Can Be Right, Too 

Most people think the economy will get better soon. It won’t. We can tell you what you want to hear, or we can help you enormously by showing you how to prepare and protect yourself while you still can, and find opportunities to profit during the dramatically changing times ahead. We may not give you news you like, but it will definitely be news you can do something about.

Now is not the time to look for someone to cheer you up. Now is the time to get it right because you won’t care in three years if someone cheered you up today. What you will care about is that you made the right financial decisions. It matters more now than ever before that you get it right today. Please remember this important point as you go through the rest of the book:  It’s only bad news for your personal economy if you don’t do anything about it.

Before we go on, we should take a moment to assure you that we are neither bulls nor bears. We are not gold bugs, stock boosters or detractors, currency pushers, or doom-and-gloom crusaders. We have no particular political ideology to endorse, and no dogmatic future to promote. We are simply intensely interested in patterns, big evolving changes over broad sweeps of time. And because we look for patterns, we are willing to see them—often where others do not.

At the time we wrote America’s Bubble Economy, we saw, and continue to see, some patterns in the U.S. and world economies that others are missing. We see these patterns, in part because we are very good at analyzing the larger picture. In fact, co-author David Wiedemer has developed a fascinating new “Theory of Economic Evolution” (introduced briefly in Chapter 8) that helps explain and even predict large economic patterns that most people simply don’t see.

But there’s more to it than that. We can see things happening in the economy right now that many others do not because at this particular moment in history, it ’s very hard for most people—even most experts—to face what is actually going on. 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, based on objective science and logical analysis. 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 ideas like 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.

Not so this time.

Again, just to be clear, we are not intrinsically pessimistic, either by personality or by policy. We’re just calling it as we see it. Wouldn’t you really rather hear the truth?

At an April 2008 presentation about America’s Bubble Economy  to Hogan & Hartson, one of the nation ’s largest law firms, co-author Robert Wiedemer said he wished people would treat economists and financial analysts as doctors rather than people trying to cheer you up. What if you had pneumonia and all your doctor did was just slap you on the back and say, “Don’t worry about it. Take two aspirin and you’ll be fine in a couple days.” Wouldn’t you prefer the most honest diagnosis and best treatment possible? But when it comes to the health of the economy, most people only want good news. Even in the face of some very damning economic facts, people still want convincing analysis of why the economy is about to turn around and get better soon. The vast majority of financial analysts and economists are simply responding to the market. That’s what people want and that’s what they get.

Despite this universal desire for good news, and despite the fact that the housing and stock markets were both near their peaks in 2006, our first book did remarkably well. In fact, America’s Bubble Economy has been discussed in articles in Barron’s, Reuters, Bottom Line, and the Associated Press. The book was also selected as one of the 30 best business books of 2006 by Kiplinger’s. Co-author Robert Wiedemer has been invited to speak before the New York Hedge Fund Roundtable, The World Bank, and on CNBC’s popular morning show Squawk Box. So clearly there are people who are interested in unbiased financial analysis, even when that analysis says there are fundamental problems in the economy that won’t be resolved easily or soon.

Yet even within this supportive audience, and among our most devoted fans, there is still a wish for optimism, a deep-down feeling that the future couldn’t possibly be as bad as we say. We understand that. All we can offer is realism, based on facts and logical analysis. In the end, that is what’s best for all of us.

Our original analysis showed us that the real estate bubble would be the first to burst, putting downward pressure on the stock market and discretionary spending bubbles, kicking off a major global recession. Now, in this book, we want to tell you more details  about the next round of bubbles to fall while there’s still time to protect your assets and position yourself to survive and thrive in this dangerous, yet potentially highly profitable new environment. Just like in the first book, our analysis is based on a reliable theory of economic evolution, backed up by cold, hard facts, and not random guesses.

Although much of what we predicted has come true, there is still much that we predicted in our first book that hasn ’t happened yet because most of the impact of the multi-bubble collapse is still to come. This is good news because it means you still have time to get prepared.




Didn’t Other Bearish Analysts Get It Right, Too? 

Not really. Back in 2006, there was a small group of more bearish financial analysts and economists who correctly predicted some slices of the problems we are seeing now. We say hats off to them for having the courage and insight to make what they felt were honest, if not popular, appraisals of the economy. It takes guts to yell “fire” when so few people believe you because they can ’t even smell the smoke.

However, there are times when smart people make the right predictions for the wrong reasons, or for incomplete reasons, and that makes them less likely to be right again in the future. In this case, there are some important differences between our way of thinking and the typical “bear” analysis, which we think you ought to know about. For one thing, a lot of bear analysis tends to be apocalyptic in tone and predictions, sometimes going so far as to call for drastic survivalist measures, such as growing your own food. Unlike these true Doom-and-Gloomers, we see nothing of the kind occurring.

Another important difference is that so much bear analysis seems to carry moralistic overtones, implying that, individually and collectively, we have somehow sinned by borrowing too much money and we will eventually have to pay a hefty price for our immoral ways. We certainly disagree that borrowing money is morally wrong. In fact, depending on the circumstances, borrowing money can be the best course of action for an individual, a business, or a government. Without the leveraging power of credit, it ’s very difficult to start business, go to medical school, build a bridge,  or lift an economy. Borrowing is not intrinsically “wrong.” Clearly, some debts are a lot smarter than others. For example, borrowing money to go to college for four years en route to a lucrative career is smart. Borrowing the same amount to spend four years at Disney World is not. (More on “smart” versus “dumb” debt in the next chapter.) For now, the point is that borrowing money, in and of itself, is not the biggest problem—stupidity is. Other bearish analysts who complain about too much borrowing tend to miss this vital distinction entirely.

The biggest difference between our predictions and the rest is that the other bearish analyses tend to ignore the bigger picture of our multi-bubble economy. Even the most realistic bearish thinkers fail to see all the bubbles in today’s economy, and they certainly miss the critically important interactions between them. Instead, if they mention any bubbles at all, they often focus on one singular bubble—like the credit crunch, or the housing bubble, or the growing federal debt. They are right to point out that all is not well, but they generally don’t connect the dots from their single complaint to the larger multi-bubble economy. More importantly, they don’t see the crucial interactions between all these bubbles that are currently pulling our economy down.

Honestly, if all we had was a credit crunch or a fallen housing bubble, our economy could get past it fairly unscathed. Unfortunately, our multi-bubble problem is much bigger than any one of its parts. As we discuss in more detail in the next chapter, these bubbles worked together in a seemingly virtuous upward spiral  to lift the economy up in the longest economic expansion in U.S. history, and together these linked bubbles will work in concert in a  vicious downward spiral to bring the economy down.

Partly because of their single-bubble focus and partly because of the general market need to be more optimistic about the future, most bears predict an upturn in the economy coming shortly, perhaps as early as 2010. Grumpier bears say it could take as long as four or five years, but most see a turnaround ahead fairly soon.

Unfortunately, that’s not the way it works in a multi -bubble economy. Even healthy economies don ’t naturally grow bigger and bigger without end. Multi-bubble economies certainly cannot stay afloat forever. There are real forces that push economies up and real forces that push economies down. These forces are not static, like repeating market cycles, but evolve over time. Based on our  science-backed analysis of the evolving economy, which is neither bullish nor bearish, but simply realistic, the U.S. economy is in the middle of a long-term fundamental change. It is evolving, not merely cycling back and forth between expansion and contraction. Therefore, the multi-bubble economy will not automatically turn around and go back up again in the next few years. The idea that the economy is evolving, not merely expanding and contracting and expanding again, is a key difference between us and other bearish analysts, and it is certainly a huge difference between us and the bullish “experts.”

We Said, They Said: Our Score Card



	In Oct 2006, we said 	Experts said 	What actually happened from October 2006 to December 2008 
	Stocks will fall	Stocks will rise	Dow 12,100 went to 8600
	NASDAQ 2350 went to 1575
	Housing will fall	Housing will	Case-Shiller Top 20 Cities
	rebound	Composite Index 205 went to 150
	Commercial real estate will fall	Commercial real estate will rise rapidly	Dow Jones U.S. Real Estate Index 82 went to 37
	Dollar will fall (euro and yen will rise)	Dollar stable	Euro $1.29 went to $1.40; Yen $0.85 went to $1.10
	Gold will rise	Gold at peak	Spot Gold $600/ounce went to $880
	Bear funds will rise	Bear funds will not rise	ProFunds Ultra Bear Fund (UPPIX) rose 9.13 percent annually for last 3 years (as of 12/31/08)
	International bond funds safe	International bond funds not safe	T. Rowe Price International bond fund (RPIBX) had an average annual return of 4.28 percent for last three years, as of March 31, 2009
	Foreign stocks will go down	Foreign stocks will rise	FTSE 100 (London) down 30 percent
	Commodities will fall	Commodities will rise	Copper down almost 50 percent








What Did the “Experts” Say? 

We enjoyed an article in the January 12, 2009 issue of BusinessWeek  magazine so much that we thought we’d include some of it for you here. What follows are observations and predictions about the economy in 2008 by well- known and highly trained financial professionals, writers, investors and economists. It is interesting to note that, in the course of our research for this book, we keep a file of predictions and observations that well known analysts, investors and economists make. In reviewing the file for this section of the book, we noticed that it is very hard to find anyone who will predict economic movements beyond a year. Hence, it limits just how wrong they can be. It also makes it very hard to compare our long -term predictions that were made in October 2006 with anyone else since so few people in 2006 made predictions for 2008 or 2009. That we can show the accuracy of our predictions against much easier short-term predictions that other people make shows the power of our financial and economic analyses in understanding our economy. For most investors, long-term predictions are really the most important because most investors are investing for the long term, whether it be for capital appreciation, capital preservation, or for retirement. Financial analysis has to be accurate long-term to really be valuable.

Stock Market

“A very powerful and durable rally is in the works. But it may need another couple of days to lift off. Hold the fort and keep the faith!” A quote from Richard Band, editor,  Profitable Investing Letter, Mar. 27, 2008.

What Actually Happened: At the time of Band ’s comment, the Dow Jones industrial average was at 12,300. By December, 2008 it was at 8,500.

 

AIG

AIG “could have huge gains in the second quarter. ” A quote from Bijan Moazami, distinguished analyst, Friedman, Billings, Ramsey, May 9, 2008.

What Actually Happened: AIG lost $5 billion in the second quarter 2008 and $25 billion in the next. It was taken over  in September by the U.S. government, which will spend or lend $150 billion to keep it going.

 

Mortgages

“I think this is a case where Freddie Mac and Fannie Mae are fundamentally sound. They’re not in danger of going under. . . . I think they are in good shape going forward.” From Barney Frank (D-Mass.), House Financial Services Committee chairman, July 14, 2008.

 

What Actually Happened: Within two months of Rep. Frank ’s comments, the government forced the mortgage giants into conservatorships and pledged to invest up to $100 billion in each.

 

GDP Growth

“I’m not an economist but I do believe that we’re growing.” President George W. Bush, in a July 15, 2008 press conference.

What Actually Happened: Gross domestic product shrank at a 0.5 percent annual rate in the July-September quarter. On December 1, the National Bureau of Economic Research declared that a recession had begun in December 2007.

 

Banks

“I think Bob Steel’s the one guy I trust to turn this bank around, which is why I ’ve told you on weakness to buy Wachovia. ” Jim Cramer, CNBC commentator, March 11, 2008.

What Actually Happened: Within two weeks of Cramer’s comment, Wachovia came within hours of failure as depositors fled. Steel eventually agreed to a takeover by Wells Fargo. Wachovia shares lost half their value from September 15 to December 29.

 

Homes

“Existing-Home Sales to Trend Up in 2008” from the headline of a National Association of Realtors press release, December 9, 2007.

 

What Actually Happened: NAR said November 2008 sales were running at an annual rate of 4.5 million—down 11 percent from a year earlier—in the worst housing slump since the Depression.

 

Oil

“I think you’ll see [oil prices at] $150 a barrel by the end of the year” a quote from T. Boone Pickens, one of the wealthiest and most respected oilmen today, on June 20, 2008.

What Actually Happened: Oil was then around $135 a barrel. By late December it was below $40.

 

Banks

“I expect there will be some failures. . . . I don’t anticipate any serious problems of that sort among the large internationally active banks that make up a very substantial part of our banking system.” Ben Bernanke, Federal Reserve chairman, Feb. 28, 2008.

What Actually Happened: In September 2008, Washington Mutual became the largest financial institution in U.S. history to fail. Citigroup needed an even bigger rescue in November.

 

Madoff

“In today’s regulatory environment, it’s virtually impossible to violate rules.” Famous last words from Bernard Madoff, money manager, Oct. 20, 2007.

What Actually Happened: About a year later, Madoff—who once headed the NASDAQ Stock Market—told investigators he had cost his investors $50 billion in an alleged Ponzi scheme.



More Wrong Predictions 

Following is another collection of predictions made about 2008 that was published in New York magazine. Again, these are all professional financial analysts that represent the opinions of many, many others, even if they are not quoted directly.

Stock Market

“Question: What do you call it when an $8 billion asset write-down translates into a $30 billion loss in market cap? Answer: an overreaction . . . . Smart investors should buy [Merrill Lynch] stock before everyone else comes to their senses.” From Jon Birger in Fortune’s Investors Guide 2008.

What Actually Happened: Merrill’s shares plummeted 77 percent and it had to be rescued by Bank of America through a deal brokered by the U.S. Treasury.

 

Housing

“There are [financial firms] that have been tainted by this huge credit problem . . . . Fannie Mae and Freddie Mac have been pummeled. Our stress-test analysis indicates those stocks are at bargain basement prices.” Sarah Ketterer, a leading expert on housing, and CEO of Causeway Capital Management, quoted in Fortune’s Investors Guide 2008.

What Actually Happened: Shares of Fannie and Freddie have lost 90 percent of their value and the federal government placed these two lenders under “conservatorship” in September 2009.

 

Stock Market

“Garzarelli is advising investors to buy some of the most beaten-down stocks, including those of giant financial institutions such as Lehman Brothers, Bear Stearns, and Merrill Lynch. What would cause her to turn bearish? Not much. ‘Our indicators are extremely bullish.’” Quote from Elaine Garzarelli, president of Garzarelli Capital and one of the most outstanding analysts on Wall Street, in Business Week’s Investment Outlook 2008.

What Actually Happened: None of these firms still exist. Lehman went bankrupt. J P Morgan and Chase bought Bear Stearns in a fire sale. Merrill was sold to Bank of America.

 

General Electric

“CEO Jeffrey Immelt has been leading a successful makeover at General Electric, though you wouldn’t know it from GE’s flaccid stock price. Our bet is that in a stormy market investors  will gravitate toward the ultimate blue chip.” Jon Birger, senior writer, in Fortune’s Investors Guide 2008.

What Actually Happened: GE’s stock price fell 55 percent and it lost its triple-A credit rating.

 

Banks

“A lot of people think Bank of America will cut its dividend, but I don’t think there’s a chance in the world. I think they ’ll raise it this year; they have raised it a little in each of the past 20 to 25 years. My target price for the stock is $55.” A quote from Archie MacAllaster, chairman of MacAllaster Pitfield MacKay in Barron’s 2008 Roundtable.

What Actually Happened: Bank of America saw its stock drop below $10 and cut its dividend by 50 percent.

 

Goldman Sachs

“Goldman Sachs makes more money than every other brokerage firm in New York combined and finishes the year at $300 a share. Not a prediction—an inevitability.” A quote from James J. Cramer in his “Future of Business ” column in  New York Magazine.

What Actually Happened: Goldman Sachs’ share price fell to $78 in December 2008. The firm also announced a $2.2 billion quarterly loss, its first since going public.


Despite the hit to its stock (which has almost doubled by July 2009) Goldman has by far the best management and skills on the Street and will have a consistently better performance than any other major firm.




Predictions from Ben Bernanke and Henry Paulson—We Trust These Officials With Our Economy 

Federal Reserve Chairman Ben Bernanke and former Treasury Secretary Henry Paulson unfortunately make an incredible team for wrong forecasts. With the performance below, you have to wonder why they are given so much credibility.

March 28th, 2007—Ben Bernanke: “At this juncture . . . the impact on the broader economy and financial markets  of the problems in the subprime markets seems likely to be contained.”

March 30, 2007—Dow Jones @ 12,354.

April 20th, 2007—Paulson: “I don’t see (subprime mortgage market troubles) imposing a serious problem. I think it’s going to be largely contained.” “All the signs I look at” show “the housing market is at or near the bottom.”

July 12th, 2007—Paulson: “This is far and away the strongest global economy I’ve seen in my business lifetime.”

August 1st, 2007—Paulson: “I see the underlying economy as being very healthy.”

October 15th, 2007—Bernanke: “It is not the responsibility of the Federal Reserve—nor would it be appropriate—to protect lenders and investors from the consequences of their financial decisions.”

February 28th, 2008—Paulson: “I’m seeing a series of ideas suggested involving major government intervention in the housing market, and these things are usually presented or sold as a way of helping homeowners stay in their homes. Then when you look at them more carefully what they really amount to is a bailout for financial institutions or Wall Street.”

May 7, 2008—Paulson: “The worst is likely to be behind us.”

June 9th, 2008—Bernanke: “Despite a recent spike in the nation’s unemployment rate, the danger that the economy has fallen into a ‘substantial downturn ’ appears to have waned.”

July 16th, 2008—Bernanke: “[Freddie and Fannie] . . . will make it through the storm.” “[are] . . . in no danger of failing.”, “. . . adequately capitalized.”

July 31, 2008—Dow Jones @ 11,378

August 10th, 2008—Paulson: “We have no plans to insert money into either of those two institutions” (Fannie Mae and Freddie Mac).

September 8th, 2008—Fannie and Freddie nationalized. The taxpayer is on the hook for an estimated $1-1.5. Over $5 trillion is added to the nation’s balance sheet.






Where We Have Been Wrong 

There is one area in which we have been wrong before and we will likely be wrong again. Timing exactly when each bubble will pop in the Bubblequake and Aftershock is nearly impossible to accurately predict. Timing is always tricky when making any forecast but if you know what to look for, the overall trends of each phase are predictable, even if the exact moments when specific triggers that will activate them are not. That’s why, throughout this book, we give general time ranges for our ideas about future events, and we attempt to link these to other signs and events, rather than trying to predict specific dates.

Recognizing the overall trend is absolutely essential. If you know winter is coming, you can prepare yourself without knowing exactly when the first snowflake will fall. On the other hand, if you are expecting summer, that first winter storm is really going to snow you.

An old stock market saying is “the trend is your friend. ” We say “the trend is your best way to defend” against the dangers of trying to time the Bubblequake and Aftershock. If you know the general trend, your asset protection and investment timing will, on average, be fine (see Chapters 5-7). Even if the trend seems to go against you for a while, if you follow a fundamental trend that you know may take years to play out, you will do fine. This type of fundamental, long-term trend thinking is key for success during each stage of the Bubblequake.

Within an overall trend, there will be moments, or trigger points, when dramatic shifts occur. For example, in the fall of 2008, the stock market dropped more than 20 percent of its value within a few weeks of Lehman Brothers going bankrupt. Predicting the occurrence or the timing of that kind of specific event is essentially impossible. What we did predict with complete accuracy was the overall trend of an over-valued stock market bubble poised for a fall.

Specific trigger points are so hard to predict because their activation usually involves a high psychological component, and try as we might, the timing of human psychology is not especially predictable. For example, if you objectively analyzed the Internet stock bubble prior to its fall, you’d know that it was bound to pop  at some point, but you’d be hard pressed to know when and what would kick it off. Even today, well after the fact, it is still hard to figure out exactly what triggered the pop of the dot-com bubble in March 2000. Was it the collapse of Microstrategy’s stock price due to the restatement of earnings forced on it by Price Waterhouse Coopers in March? That’s a good guess, but not necessarily correct. Other people have their own guesses, but in talking to many investment bankers and venture capitalists, we have found no unified agreement on what the actual trigger point was, even though they are experts in this area and this was a major economic event that affected each of them quite personally. All we know with certainty is that we had a bubble in Internet- related stock prices, and in March 2000 investor psychology dramatically changed.

When thinking about how bubbles in general tend to burst, it’s interesting to note that during the fall of the Internet bubble, NASDAQ didn’t just collapse and go straight down. Over the course of nine months, it fell and recovered, at one point rising not too far from its peak, before its eventual final fall. Even right in the middle of the dot-com crash, most people didn ’t see it. In fact, the mantra among investors at the time was that we were simply moving away from a business-to-consumer model toward a business-to-business model, and then to an infrastructure play. The infrastructure play begat the rise of the fiber-optic companies in the summer of 2000, most notably JDS Uniphase, before it, too, collapsed. Ultimately, NASDAQ would rise and fall again many times until it had fallen 75 percent from its all-time high of nearly 4700 in early 2000 until finally hitting its low point of 1170 in September 2002.

The moral of the story is that it’s hard to predict specific triggers before they happen. Even after the fact, it can be hard to understand the timing of specific events. Why did investors change their psychology in March 2000 instead of in August 1999? After March 2000, why did people think that infrastructure was the next big thing? Did they just want to keep the old Internet boom alive or were they really sold on infrastructure? Most investor decision-making turned out to be based on psychology, not real analysis of the underlying trends. Eventually, all the stocks in the infrastructure play collapsed. Even wishful thinking can’t grow a bubble forever.

So when people challenge us to tell them exactly when each phase of the Aftershock will begin, we don’t take the bait. All we can say with certainty is that the transitions from each phase to the next will involve triggering events, the timing of which will be as hard to predict as the popping of the Internet bubble.

We do know that trends can take years to assert themselves fully, and along the way, long-term trends can be temporarily delayed, even briefly reversed, by a short-term trend. For example, the long-term trend of a falling stock market bubble was temporarily delayed by the short-term trend of the rise of the private equity company buyout bubble. With easy credit at very low interest rates, private equity and hedge funds raised enormous amounts of money and went on a company buying spree the likes of which we’ve never seen. Total merger and acquisition transaction values went from $441 billion in 2002 to $1.4 trillion in 2006 and $1.3 trillion in 2007, according to Mergerstat. This, plus generally good investor psychology, drove stock prices higher, helping to boom the Dow above 14,000 in 2007. Of course, it also made the stock market bubble much bigger, and therefore, much more vulnerable to the credit crunch, caused by the fall of the housing bubble and the private debt bubble (see Chapter 2).

In another example, the potential full negative impact of the collapse in home prices on the economy and stock market in 2008 was blunted by the short-term trend of lenders making much riskier loans in 2006. Historically, July 2005 was when home prices stopped going up in many places or slowed their growth dramatically. They weren’t falling, but they weren’t rising rapidly anymore, thus setting the stage for the sub-prime and adjustable- rate mortgage collapse. Lenders’ willingness to participate in riskier home loans in 2006 and early 2007 to some extent, slowed the fall of the housing bubble and delayed its impact on the economy and the stock market for a while. In our first book, we couldn’t give the exact timing of the housing bubble fall because it was hard for us to predict just how crazy lenders would get. We did know they could not keep it up forever, and in fact, they didn’t. Lenders pulled back on their risky loans very dramatically in 2007, triggering an even bigger collapse in real estate prices.

Thus, our 2006 prediction of the long-term trend of falling housing and stock market prices began to emerge with a vengeance by the end of 2007 and early 2008, firmly establishing the start of the Bubblequake. And, if it were not for emergency measures by the Federal Reserve to lower interest rates in the spring of  2008, which were almost unprecedented, the stock market would have fallen much further. But the dramatic government intervention only served to temporarily blunt (not stop) the effects of the underlying fundamental trend, which is why the falling housing, private debt, and stock market bubbles are still on their way down. In time, these trends will also include a major Aftershock that few others are anticipating: the bursting of the dollar and government debt bubbles. When will that happen? All we can say with any reasonable degree of confidence is that the full force of the Aftershock will likely begin in the next one to three years.

Love us or hate us—the fact is we got it right before, while others got it wrong. And unfortunately, we will be right again, for the very same reasons. As Paul Farrell, senior columnist for Dow Jones  MarketWatch, said about our first book in February 2008, “America’s Bubble Economy’s prediction, though ignored, was accurate.”




Leave ’em Laughing 

After reading some of the quotes from senior financial analysts and financial leaders you may be laughing or crying. But, to be sure you start the book with a little humor in an otherwise difficult situation, we thought we would close out the first chapter of the book with the following bit of humor. We were e-mailed this by one of our supporters. It’s not ours, but we honestly don’t know who to give credit to. So, if someone knows who wrote this, e-mail or call us and we ’ll post it on our web site.

You Know It’s a Bad Economy When . . .

1. Your bank returns your check marked as “insufficient funds” and you have to call them and ask if they meant you or them.
2. The most highly-paid job is now jury service.
3. People in Beverly Hills fire their nannies and are learning their children’s names.
4. McDonalds is selling the quarter- ouncer.
5. Obama met with small businesses—GE, Chrysler, Citigroup, and GM—to discuss the stimulus package.
6. Hot Wheels and Matchbox cars are now trading at higher prices than GM’s stock.
7. You got a predeclined credit card in the mail.
8. Your “reality check” bounced.
9. The stock market indexes have been renamed: the Dow is now the “Down-Jones” and the S&P is the “Substandard & Very Poor”.
10. Webster’s is keeping its dictionary length constant by adding words that are commonly used, such as Twitter, tweet, and Facebook, and dropping those no longer needed, such as retirement, pensions, and Social Security. The continuing evolution of the experts’ predictions is covered at our web site, www.aftershockeconomy.com/chapter1 


He Said What?!

In an appearance on CNBC’s “Squawk Box” in February 2008, co-author Bob Wiedemer offered what must have seemed like a whacky investment idea: Start shorting housing stocks. The analysts on the program cringed at what they considered yesterday’s news—perhaps good advice the year before, but clearly no longer valid. Bob stood his ground. Based not on a lucky guess or some morbid wish for a crash, but based on the science-backed analysis of our first book, Bob knew the full collapse of the housing bubble (and therefore the construction industry) still lay ahead.

By now, we all know he was very right. Homebuilders’ stocks fell by almost 50 percent over the next year, according to the Dow Jones U.S. Home Construction Index, which fell from 20 in February 2008 to 10 in December 2008. It would have been a tidy profit for any investor, especially if you were wise enough to use LEAPs (Long-Term Equity Anticipation Securities, which are publicly traded options contracts with expiration dates longer than one year)—one of our many investment suggestions. If you have an underlying theory that predicts overall trends, based on cold, hard facts, you don’t have to run with the pack. Without trying to precisely “time the market,” if you know the overall trend, you can stay out in front of the curve.

In fact, while the cameras were still rolling and the experts were still telling him he was dead wrong, Bob knew that eventually all the major publicly traded homebuilders would not just decline, they would eventually go bankrupt. Naturally, he didn’t dare say such a thing. (You don’t get invited back on these shows if you are too pessimistic about stocks.) But, on that particular prediction, we know Bob will be quite right again. Without an underlying theory of economic evolution to base one’s investment ideas on, even the “experts” don’t realize just how fundamental the coming changes will be.






CHAPTER 2

Phase I: The Bubblequake

POP GO THE HOUSING, STOCK, PRIVATE DEBT, AND SPENDING BUBBLES

 

 

 

 

What in the world happened? There we were, with the Dow over 14,000, U.S. home prices close to their all-time highs, and consumer and commercial credit flowing like honey on a hot summer day. Then, seemingly overnight, things weren’t so sweet. It may feel like the proverbial rug was randomly pulled out from under us, but in fact, we’ve been setting ourselves up for this multi-bubble fall over many years. Beginning with our decision in the early 1980s to run large government deficits, six co- linked bubbles have been growing bigger and bigger, each working to lift the others, all booming and supporting the U.S. economy:• The real estate bubble
• The stock market bubble
• The private debt bubble
• The discretionary spending bubble
• The dollar bubble
• The government debt bubble



The first four of these bubbles began to burst in the Bubblequake that rocked the U.S. and world economies in late 2008 and 2009. Next, while most people think the worst is over, the coming Aftershock will bring down all six bubbles in the next two to four  years. We know this is hard to believe, and we wish it weren’t true, but as you will see in this and the next chapter, all the evidence is right there, plain as day. You just need to know what to look for.




Bubbles “R” Us: A Quick Review of America’s Bubble Economy 

What is a bubble? This should be an easy question to answer but 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 booms and eventually bursts, based on changing investor psychology rather than underlying, fundamental economic drivers that are sustainable over time.

For the last several years, America’s multi-bubble economy has been growing because of six co-linked bubbles, some of which you may find easier to believe than others. These six bubbles are outlined below.


The Real Estate Bubble 

Now that it’s popped, the housing bubble is easy to see. As shown in  Figure 2.1, from 2000 to 2006, home prices grew almost 100 percent 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. 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 housing bubble would be the first to fall. We have a lot more to say about what’s ahead for the housing market later in this chapter. (Hint: It’s not what they tell you to think.)

Figure 2.1 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, just looking at Figure 2.2 on inflation-adjusted housing prices since 1890, created by Yale economist Robert Shiller, should make anyone suspicious that there was a VERY big housing 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 2.2 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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The Stock Market Bubble 

This one was almost as easy for us to spot as the housing bubble, yet many times harder to get other people to see. Stocks can be analyzed in so many different ways. We find the state of the stock market is easier to understand by looking at Figure 2.3. After decades of growth, the Dow had risen 300 percent from 1928 to 1982 (54 years). Yet in the next 20 years the Dow increased an astonishing 1200 percent, growing four times as fast as before, but without four times the growth in company earnings or our GDP. We call that a stock market bubble.

Shown in a different way in Figure 2.4, the value of financial assets as a percentage of GDP held relatively steady at around 450 percent since 1960. But starting in 1981 it rose to over 1000 percent in 2007, according to the Federal Reserve. We call that prima facie evidence of a stock and real estate bubble.

Readers of our October 2006 book who followed our advice and got out of stocks before the Bubblequake hit, were able to sell near the peak of the market.


The Private Debt Bubble 

The private debt bubble, like all bubbles, is complex. But we will simplify it a bit by saying it essentially is a derivative bubble that was driven by two other bubbles: the rapidly rising home price bubble and the rapidly rising stock market bubble, which combined to make for a strong and growing economy. In both cases, lenders of all forms (not just banks) began to feel very comfortable with the false idea that the risk of a falling economy had been essentially eliminated and the risk of any 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, commercial and consumer loan default rates were at historic lows.

Figure 2.3 Dow Jones Industrial Average 1928-2007

Despite massive growth in the U.S. economy between 1928 and 1981, the Dow only rose about 300 percent. But after 1981 it rose an astonishing 1400 percent.

Source: Dow Jones.
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Figure 2.4 Financial Assets As a Percentage of GDP

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

Sources: Thomson Datastream and the Federal Reserve.
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The problem was not so much the amount of private debt that made it a bubble, but having too much debt under the false assumption that nothing would go wrong with the economy. That also meant that lenders assumed asset prices would not fall. Lenders felt very comfortable increasing the amount they lent for consumer credit card loans, home mortgages, home equity loans, commercial real estate loans, corporate loans, buyout loans, and just about every kind of loan, due to increasing asset values and a healthy economy that no one thought would change.

For us, it was easy to see 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. The private debt bubble was a derivative bubble par excellence that was bound to pop when the housing and stock market bubbles popped.


The Discretionary Spending Bubble 

Consumer spending accounts for about 70 percent of the U.S. economy (depending on exactly how you define consumer spending). 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. Now, as the housing, stock market, and private debt bubbles pop and people lose their jobs, or are concerned they may, consumers are reducing their spending, especially unnecessary, discretionary spending.

This is typical in any recession, but this time it is much more profound for two key reasons. First, the private debt bubble allowed consumers to spend like crazy due to 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 pop, that credit is drying up, and so is the huge consumer spending that was driven by it.

Secondly, much of our spending on necessities has a high discretionary component, which is relatively easy for us to give up. We need food, but we don’t need Whole Foods. We need to eat, but we don’t need to eat at Bennigans 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 have a high discretionary component goes on and on. And all that discretionary spending is on top of completely discretionary spending, such as entertainment and vacation travel.

The combined fall of the first four bubbles (housing, stock market, private debt, and discretionary spending) 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 

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, we had a multi-bubble economy. The value of a currency in a multi-bubble economy is linked, not to real, underlying, fundamental drivers of sustainable 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. Now the falling bubbles will eventually create falling-value dollars, despite all kinds of government efforts to stop it. (Don’t believe us? You will by the end of the next chapter.)


The Government Debt Bubble 

Weighing in at more than $8.5 trillion when our 2006 book came out, and expected to exceed $12 trillion by the end of 2009 as shown in  Figure 2.5, the whopping U.S. government debt bubble is currently the biggest, baddest, scariest bubble of all, relative to the other bubbles in our economy. Much of this debt has been funded by foreign investors, primarily from Asia and Europe. But as our multi-bubble economy continues to fall and the dollar starts to sink, who in the world will be willing, or even able, to lend us more? (Much more on the fall of the impossibly huge government debt bubble in the next chapter.)




From Boom to Bust: The Virtuous Upward Spiral Becomes a Vicious Downward Spiral 

On the way up, these six linked economic bubbles helped co-create America’s booming bubble 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 last 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.

Figure 2.5 Growth of the U.S. Government’s Debt

The U.S. Government’s debt is massive and growing rapidly. With no plan to pay it off and not much ability to pay it off either, it is quickly becoming the world’s largest toxic asset.

Source: Federal Reserve.
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Not only did the U.S. economy continue to grow and remain strong, the rest of the world benefited as well. Money we paid for rapidly increasing imports poured like Miracle-Gro into developing countries like China and India, quickly expanding their burgeoning economies. The developed nations benefited as well. Because America’s bubble economy was booming along with the developing nations, Japan and Europe were able to sell 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. China and India’s expanding appetite for steel boosted iron exports from the Australian economy. And on, and on. 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 the others, each time any one bubble sags and pops, it puts tremendous  downward pressure on the rest. First, we had the fall of the U.S. housing bubble and its downward impact on the stock market bubble, the private debt bubble, and the discretionary spending bubble—what we call the Bubblequake. Next, in the Aftershock, the dollar bubble and the U.S. government debt bubbles will begin their unavoidable descents (Chapter 3). And as the final bubbles in America’s bubble economy begin to burst, so will the world’s bubble economy (Chapter 4).

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 were a burst housing bubble, it would not have created so much financial pain here and around the globe. In addition to the housing bubble, the private debt bubble and the stock market bubble also fell. And these problems are not going to be resolved anytime soon. Rather than the housing bubble, private debt bubble, and stock market bubble magically re-inflating, they will instead continue to fall. This will continue to put downward pressure on the already vulnerable dollar bubble and bulging U.S. government debt bubble, eventually forcing both to burst, creating a worldwide mega-depression. Unless you know what to look for, the coming Aftershock will be hard to see until it’s too late to protect yourself (Chapters 3-7).

Once all six of our economy-supporting bubbles are fully popped, life in the post-dollar-bubble world (discussed in Chapter 10) will look quite different than the relatively quick recovery most analysts are now predicting. The vicious downward spiral of multiple popping bubbles will move the economy from the current Bubblequake to the coming Aftershock faster than the onset of the troubles we ’ve already seen. And moving from the Aftershock to the post -dollar-bubble world will go quite quickly indeed. So although there is much more economic change ahead, it will increasingly happen in shorter and shorter periods of time.

While it may seem chaotic and unpredictable, all this change will not be entirely random but will happen as part of a much bigger picture of ongoing economic evolution. That evolution will eventually involve some very effective solutions for the economy’s problems that would be politically impossible to implement today (discussed in Chapter 8).

If you’ve read the last few pages, you now know more than nearly everyone else about how we got ourselves into this mess. Now  the big question is how bad will this Bubblequake get? How low will U.S. real estate, private credit, and stocks go? The rest of the chapter focuses on these three bursting bubbles.




Pop Goes the Housing Bubble 

The most important thing to understand about the current housing crunch is that it’s not a subprime mortgage problem whose contagion spread to other mortgages; it is a housing price collapse. If home prices had not declined there would never have been a subprime mortgage problem at all. If home prices had continued rising as they had in the past, the low introductory, adjustable -rate subprime loans would have simply been re-financed into new low introductory, adjustable-rate subprime loans based on the higher equity in the home, and everything would have been just fine.

But, if there is a housing price collapse, the low introductory, adjustable-rate subprime loans are doomed. These subprime mortgages are not the cause of the problem; they are merely the first to get hit. If you have a housing price collapse and not just a subprime mortgage problem, then as housing prices continue to collapse, the Alt-A, no documented income, “liar loans ” start to fail. Loans made on investment properties also get hit. Fancy mortgages to people with good credit that allow the payer the option of paying less than the interest owed and no principal at all (so called option ARM mortgages) take a hit, too. Home equity loans get pinched. Eventually, as the housing price collapse continues, perfectly good prime mortgages get hit, as well. It’s not a “spreading contagion” from the subprime problem, as they so often try to tell us in the press. It’s just the fallout from a continuously declining housing price bubble that is impacting more and more people.

Falling equity value (not subprime mortgages) is the single most important factor leading to mortgage default and foreclosure. Falling equity values make refinancing any adjustable loan very difficult. Home equity has been falling dramatically with the Bubblequake. As of the second quarter of 2007 it passed a mile-stone, with the percentage of equity Americans have in their homes falling below 50 percent for the first time since 1945 according to the Federal Reserve. It has fallen below 45 percent since then and continues to fall at a rapid rate today.

Because of the housing price collapse and the damage it caused to home equity, the number of mortgages that are underwater, meaning  they have no equity or negative equity, is increasing extremely rapidly. Today almost a quarter of all mortgages in the United States are underwater, with many more being added daily.

As the housing bubble pops, more homeowners will lose all of the equity in their homes. As of Q2 2009 more than 33 percent had no equity or were underwater, up from 14.3 percent in Q3 2008, according to Zillow.com.

Even more ominous, a report by Deutsche Bank published in August 2009 forecasted that by 2011 almost half of mortgage holders, about 25 million borrowers, will be underwater on their mortgages.

Co-author Bob Wiedemer likes to demonstrate the impact of falling home values on the economy by pushing a pencil into a balloon. The pencil represents declining home value; the more home prices falls, the deeper the pencil pushes in to the balloon. The balloon represents the economy. As the pencil goes further and further into the balloon, more mortgages of the higher grade are taken down at an increasing rate, taking the economy down with them. Ultimately, the balloon pops because house prices can only go down so far before they will trigger a major collapse in the mortgage market and the economy, a process we will describe in more detail later.


No One Thought Home Prices Would Decline 

It was always assumed that subprime loans were risky loans, and so they carried a higher interest rate than non-subprime. What was not factored into anyone’s calculations was the possibility (to us, the probability) that home prices would eventually fall. The models used by the bond-rating firms and investment banking firms that rated and sold the complex mortgage-backed securities that included subprime loans never anticipated home prices falling, at least not to any significant degree. As their analysts now readily admit, they anticipated various levels of home price increases—some low, some medium—but certainly not much of a home price decrease. Were these people crazy? Not a bit. After all, home prices have almost never declined in recent history. You would have to go back to the post-World War I recession to find any serious inflation-adjusted home price decline, and even then only for a short period of time. From 1916 to 1921 home values fell about 30 percent, according to data from the Case-Shiller Home Price Index. Inflation-adjusted home prices actually rose during most of the Great Depression.

Virtually no one in the investment world, or even outside the investment world, thought home prices in the United States would ever decline significantly, and certainly not for any extended length of time. There was no historical precedent for it to happen.

But, just as we predicted, happen it did. How come? Because home prices were in a bubble. As mentioned earlier, home prices were up 100 percent and income was up only 2 percent from 2000 to 2006. If that isn’t a textbook example of an asset bubble, we don’t know what is. That kind of price growth without comparable income growth to support it is just not sustainable for very long. It had to be a bubble; therefore, it had to pop.

People will give you a thousand reasons to justify the growing real estate bubble: “People love San Francisco,” “There is limited land in Boston (or Manhattan, or LA),” “Washington, DC has a very stable job base,” or “People enjoy living close to the city.”

None of these reasons ever explained why prices were increasing so much in a fairly flat economy. And the economic growth that did occur in 2003 and 2004 was due in large part to rising home equity spending and rising home construction.


“Innovations” in the Mortgage Industry Made the Housing Bubble Possible 

An important ingredient for growing such a large real estate bubble so quickly was the highly “innovative” mortgage industry. The industry developed new products and enhanced previous ones, such as the adjustable-rate mortgage, which had been around for a while but now was taken to a whole new level. Innovations included a low introductory interest rate—the same idea credit card companies used to hook consumers. Start with a low rate of 1 percent or 2 percent for the first two or three years and then jump to a normal adjustable-rate mortgage.

Another “innovation” was the willingness to give these mortgages to people who could only afford them at the low introductory rate, not the rate that was coming later. This made more expensive homes much easier for people to buy, often with the idea of selling them later for a big profit when home prices continued to climb.

The mortgage industry also innovated with no-documentation loans, called Alt-A loans or “liar loans.” These loans had been around before but they were pushed much harder during the housing boom. Also, low credit scores were increasingly acceptable, and with the  housing bubble on the rise more people lied about their incomes in order to get their hands on the keys to a piece of the housing boom.

Option ARMs were another incredible innovation. Every month you get the choice of paying a full payment of interest and principal, or an interest-only payment, or—get this—a smaller payment that didn’t even cover the interest! The interest you didn’t pay would be added to the principal of the loan until the loan value reached 110 percent or 125 percent of the original amount, at which point you would have to jump to full payment of interest and the payment on the new, much larger principal. No wonder they called them “suicide loans.” More than 80 percent of folks who took these deadly loans paid the lowest option possible (who takes these loans if you want to pay more than the least possible?). Not surprisingly, the default rates on these loans will soon reach 90 percent by some estimates.

Mortgage brokers became much more prevalent during the housing boom and they became much more aggressive in selling as many mortgages as possible. Bad loans were not their problem. The quality of the loan was for the underwriter to decide. As long as the broker could place the loan with an underwriter, that’s all that was necessary for the broker to get paid. What happened to the loan after that was not their worry.

Amazingly, in many cases, it was not the worry of the underwriter either. Many underwriters just wanted to repackage these loans into mortgage-backed securities and sell them in big multimillion dollar bundles to large investors, often in other countries. The underwriter collected their underwriting fees and never had to worry if the poor suckers who took out the mortgages could ever make payments to the poor suckers who bought the mortgage-backed securities. The foreign and other investors who bought these mortgage-backed securities considered them as secure as government bonds, but with a higher interest rate. The bond rating agencies, like Moody’s and Standard & Poor’s, encouraged these sentiments by giving most of the bond packages their highest AAA rating—same as the U.S. government. The high rating was often required for many investment funds to buy the bonds.

All of this and even more “innovations” by the mortgage industry were key to making the housing bubble possible. Now that these “innovations” are gone, lending has decreased substantially. In 2003, lending for single family homes was $3.9 trillion. In 2008 it was half that amount, according the Mortgage Bankers Association. That huge decrease in lending has put enormous downward pressure on the housing bubble.


Had Home Prices Kept Going Up Rapidly, the Mortgage Industry Would Still Be Fine 

In fairness to the mortgage industry, if home prices had kept going up and up, none of this would have been much of a problem. People could have easily re-financed their way out of all their fancy mortgages into other new fancy mortgages based on the huge rise in home equity. Had home prices continued going up in value there would have been little risk in making these higher risk innovative mortgages. That is, the risk that was not offset by higher fees and slightly higher interest rates.


Had Home Prices Kept Going Up Rapidly, Home Buyers Would Still Be Fine 

In all fairness to the home buyer, if home prices had kept going up, it would have made tons of sense to buy the most expensive house you could possibly get away with. As long as you could make the monthly payments for at least a year (low introductory rate payments really helped with that) and as long as your home’s price was going up 10 or 20 percent a year, you would be practically minting money.

For example, for a $500,000 house, a 10 to 20 percent rise in home prices annually created an increase of $50,000 to $100,000 in home equity every year. All you had to do was convert that growing equity into cash via a refinancing or a home equity loan, and you would have had plenty of money to make your house payments and buy a lot of toys along the way. When the housing bubble was rising, you were actually getting paid to buy a home—paid a lot of money. What could be better? So please do not blame homebuyers; they were making excellent investment decisions—as long as home prices kept rising rapidly.


Had Home Prices Kept Going Up Rapidly, Wall Street Would Still Be Fine 

No one thought housing prices would stop rising rapidly and actually go down. Even the best minds on Wall Street seemed blind to the bubble that they were helping to create. Remember, bubbles are a lot easier see after they pop. And remember, too, that not noticing the housing bubble was making a lot of people very, very rich. So no one complained or criticized. Quite the opposite; they sang  the praises of the brilliant new Wall Street mega-millionaires. Bear Stearns’ profits were enormous and many Wall Street insiders made out like bandits. And if the housing bubble had just kept rising, Wall Street would have been just fine.

But, as it turned out for Bear Stearns and the rest of Wall Street, making money by making bad investments and then selling those bad investments to others is a very bad long-term strategy. Even if the federal government comes along and partially bails you out, it’s very painful when the boom dies.

And die it did, because even the most “innovative” mortgages and creative new investment instruments could not get around one fundamental fact: Home prices cannot rise dramatically faster than incomes rise over any significant amount of time. It flies in the face of basic economic principles and has never happened before and never will again. Real estate bubbles don’t last.

That is the kind of excellent and honest analysis that Wall Street could have really used before the housing bubble popped, but would have been laughed at and ignored. Their lack of interest in such analysis has cost them very heavily indeed.

“Honey, We’re homeless.”

Copyright © The New Yorker Collection 2008.

Leo Cullum from cartoonbank.com. All rights reserved
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Where Do Home Prices Go from Here? 

Even now, smart people continue to make the same mistakes as before. They feel that the fall in home prices has to stop and turn around fairly soon and they want to get a “bargain.” That’s why so many people are still buying homes. In 2008, Alan Greenspan announced that home prices would stop falling by spring 2009. He was wrong, of course. He was just cheerleading. But even if he were right for a short period of time and real estate values did begin to temporarily stabilize, they would only start declining again. Why? Because it’s a bubble! That means home prices are still higher than is justified by underlying, fundamental economic drivers. There are only two ways to get home values to rise again: Either re -inflate the bubble, which at this point is not possible, or have real economic reasons for a rise in home prices, which currently do not exist. So, like it or not, home prices will continue to go down, along with all the other bubbles in our multi-bubble economy.

Bubbles don’t rise and fall in a straight line because psychology has so much to do with it. As we mentioned before, it is hard to predict the exact timing of the next leg down, but you can be sure that projections and proclamations by various economic experts that falling home prices are stabilizing and turning around are mostly conjecture. You will notice that there is never much of a reason given for the predicted about face. They don’t say why home prices will stop falling and start rising, or offer any analysis based on the fundamental forces driving real estate prices. Perhaps they just feel it “can’t get any worse” so it has to get better soon. Home prices, after all, normally go up, and so the current decline has to be just a temporary aberration. This sounds a lot like what Wall Streeters might have said a few years ago. Instead of doing a careful analysis of the economics behind the asset values, they simply relied on the fact that, in the past, stock prices and home prices went up, so in the future, they would have to go up too. Apparently, they don’t listen to their own disclaimer: “Past performance is no guarantee of future results.”

All these projections by Greenspan and others are optimistic conjecturing at best and pure cheerleading at worst. Either way, they are telling people what they want to hear because that ’s what gets the biggest audience. (By the way, we like to hear it, too.  We also own houses.) As a useful alternative to simple conjecture and wishful cheerleading, we offer a point by point analysis of what we believe are the key drivers of U.S. home prices and the other bubbles, in “Appendix A: Forces Driving the Collapse of the Bubbles. ”




Pop Goes the Stock Market Bubble 

The fall of the housing bubble caused many mortgages to go into default, particularly the riskier subprime mortgages given to people who often could not afford them. Some of these subprime mortgages probably would have gone into default even if the housing price bubble were still afloat because they were risky loans. But once the housing bubble started to fall and lots of people had mortgages greater than the value of their homes, mortgage defaults began to rise dramatically. This caused unexpectedly large losses in the massive mortgage-backed securities market felt both by the investors who bought mortgage-backed securities and the investment banks that held mortgage-backed securities. Because the mortgage-backed securities market was so big, these losses roiled the entire credit market.

The credit markets began to freeze up partly due to fear of not knowing which financial institutions were holding what losses (the financial institutions themselves didn’t even know, so it was hard for anyone else to know). More importantly, credit froze because investors who thought they were buying highly secure AAA bonds lost confidence. If AAA bonds could go bad, what was next?

The collapse in credit market confidence and in the value of the banks began to pop the stock market bubble. Had the stock market not been in a bubble, it would not have fallen so far so quickly. Not only were stock prices in a bubble, but about two-thirds of the increase in the value of the stock market from 2005 to 2007 was due to increases in financial and energy stocks. With these financial institutions losing the value of many of their assets, their stock prices began to plummet. This spread to the rest of the stock market as investors began worrying about a major market correction. Rising financial stocks had been the key driver of the rising stock market, so now that financial stocks were collapsing, their fears were quite valid.


The Collapse of the Mortgage Backed Securities Market Popped the Private Equity Buyout Bubble, Creating the Credit Crunch 

In addition to harming the value of financial stocks and overall investor confidence in the stock market in general, toxic mortgage-backed securities also punched a hole in the private equity buyout bubble, which on its way up had helped boom the stock market in 2006 and 2007. Back then, private equity firms were able to take on massive amounts of debt on incredibly favorable terms to buy increasingly larger companies. New records for the sheer size of these transactions were being made monthly. At its peak in 2006, 11,750 deals valued at $1.48 trillion were completed according to Mergerstat. It seemed as if every few days another large public company would be bought, and always at a big premium to the market price. The name of the game wasn’t to pay a low price; instead the private equity masters of the Universe competed to pay the highest price possible for a company.

It was all very exciting and the stock market loved it. The market didn’t need many reasons to go up. The economy was good and the market players were in a good mood. The private equity buyout bubble was just the tonic needed to push the Dow from the 11,000 range in 2006 to a peak of 14,164 in late 2007. Even after the private equity buyout bubble began to slow, the momentum it had created in the market continued.

Like all bubbles, it eventually popped, too. Ultimately bond-holders, frightened by the credit crunch, were beginning to worry about the incredibly favorable terms being offered by buyout firms. Many of the loans to do the deals required little equity, and were called “covenant lite,” meaning the borrowers had few benchmarks that they had to meet in order to maintain their loans in good standing. Even riskier, many loans did not even require that interest be paid in cash. Instead, the interest could be paid in more debt, or payment in- kind (PIK).

But, as the mortgage-backed securities debacle continued, investors became increasingly afraid. All of a sudden, there was a greater perception and awareness of risk, which amazingly, investors did not have during the peak of the private equity buyout bubble. Lenders started asking for better terms. They quit agreeing to covenant lite loans and most importantly, they wanted more equity. They wanted the buyout firms to share more of what they now saw as a growing perceived risk. This, of course, put the  kibosh on the private equity buyout bubble. Many deals in negotiation fell apart. Even some already agreed to deals were called off.

An even bigger problem, many investment and commercial banks were on the hook for transactions that had recently taken place. They had lent out the money to complete the transactions, fully expecting to be able sell that debt to other investors. When the money musical chairs came to a halt, a lot of that debt became un-saleable, except at a loss, and sometimes at a very big loss.

For the stock market, the party had been ruined. The private equity buyout boom had ended and so had the glorious tonic that had driven up the market to record highs. The decline of the mortgage-backed securities market and the popping of the private equity bubble caused the Bear Stearns implosion in spring 2008, and then the fall of Lehman Brothers in fall 2008.


It Isn’t a Liquidity Problem, It’s a Bad Loan Problem! 

The mantra during the credit crunch following the collapse of Bear Stearns, and the even worse global credit crunch after the collapse of Lehman Brothers, was that we had a “liquidity” problem and all the U.S. Federal Reserve and other central banks had to do was inject liquidity into the markets. However, it wasn’t a liquidity problem at all—it was a bad loan problem.

A liquidity problem occurs when a bank has sound financial assets, but for some reason people want to pull money out of the bank. This used to be called a “run on the bank” and happened frequently before the Fed was created to help prevent such a problem. By loaning the bank money (aka “injecting liquidity”), the Fed made it possible for the bank to pay off the people who wanted their money back. But, that assumed that the bank’s underlying assets were sound. It was only the people who wanted their money back that were unsound in their fears.

In the case of the latest credit crunch, quite the opposite is true. The bank’s assets are unsound, while the people who want their money back are very sound, indeed. Therefore, this is not a liquidity crisis, but a bad loan crisis. Investment and commercial banks made a lot of bad loans and hence, they had a lot of bad assets. It is not a crisis of confidence; but a crisis of bad investments that is scaring people. Interestingly, bankers are still making a lot of bad loans on the false assumption that the economy will turn around and asset values will not fall much more.

The loans the Fed and other central banks, primarily the European Central Bank (ECB), made to these banks were essentially to cover losses. How much of a loss is still unknown, but one thing we do know: These losses will continue to increase as the value of the assets decline further. As the bubbles pop and asset values decline, these loans will also decline in value and the Fed and the ECB will face horrendous mounting losses. The central banks will take a write-off—meaning they will let the money they have created to make these loans to the banks simply remain in the money supply, eventually causing future inflation.

So, when you hear the experts talking about the “credit crunch” in relation to the stock market or the banks, simply insert these words, instead: “Bad loans going south.” These bad investments ultimately impacted the stock market most directly and initially on the most vulnerable part of the stock market—the private equity buyout bubble.


The Key Forces Driving the Stock Market Bubble 

The private equity buyout bubble was the first part of the stock market bubble to get hit because it was the most vulnerable part of the market. However, there are other stock market drivers putting downward pressure on the stock market, such as the dramatic decline in large, high priced merger and acquisition activity by corporations and the massive decline in corporate stock buy-backs.

As with the real estate market, most stock market analysts don’t like to look at these fundamental drivers of price but, instead, assume the stock market will rebound because it has gone up before and it “inevitably” will continue to go up again. The implication is that the gains will be significant even if not at the level of the last few years before the recent market collapse.

However, just like housing, all of these projections of a rebounding stock market are mostly conjecture. There is never much of a reason given for the coming positive change. It’s not an analysis based on the fundamental forces driving the stock market. Like real estate, it is more of a feeling that stock prices have gone up a lot in the past 30 years and sooner or later they will begin that inevitable rise again. However, as we know, past performance is no guarantee of future performance!

So, as an alternative to simple optimistic conjecturing and cheerleading, we will do for stocks what we did for real estate, and put a more detailed analysis in Appendix A. In this chapter, we want to  keep you focused on the broader picture of what is happening in the Phase I Bubblequake. But, the details behind all this are important.


When Will the Stock Market Turn Around and Go Back Up Again? 

Because we had a bubble in stock prices, there are only two ways to go back to high prices again: Either re- inflate the bubble, which is not possible at this point (the previous drivers of the stock bubble are gone), or have real, underlying economic reasons for a rise in stock prices (like significantly rising company earnings), which currently do not exist. So, like it or not, the stock market bubble—just like the housing bubble—will continue to fall along with all the other bubbles in our multi-bubble economy. Why? Because just like real estate, the stock market is a bubble on the way down.

We know the stock market is a bubble in part because the Dow rose 14- fold from 1982 to 2007, while company earnings rose only three- fold for the same period. That means we had a stock bubble. And the rise in company earnings has been a bubble. Over the long term, as Nobel Prize winning economist Milton Friedman and others have shown, earnings rise about as fast as GDP. Certainly the GDP didn’t rise 300 percent during that period. So that means stock prices have been too high compared to earnings, and earnings have been too high compared to real economic growth.

For some visual proof, it’s worth looking again at the chart in Chapter 1 on the growth of the Dow, which shows relatively normal growth since the 1920s until 1982 when it skyrockets upwards. Also, look at the chart near it that shows financial assets as a percentage of GDP skyrocketing upward at the same time. It is the classic picture of a bubble.

Of course, even after looking at the evidence and the charts you may still be saying, “but, the Dow did go up almost 3000 points in the spring and summer of this year.” That’s true, but it’s not that much above where it started the beginning of the year and it could easily fall back down below where it started the year by the time this book is published. The earnings certainly aren’t there to justify such an increase in the market and neither is the earnings outlook.

What this emphasizes is that you have to be able to differentiate short term volatility from long term trends and the long term economic fundamentals that ultimately drive those trends. We will certainly continue to have volatility, including, quite likely another bear market rally, possibly in spring 2010. But, the long term trends for the market based on the economic fundamentals are definitely negative.




Pop Goes the Private Debt Bubble 

The full credit crisis hasn’t kicked in yet. That will only happen in the Aftershock, when the dollar bubble and the government debt bubbles pop. When consumers can still get 0 percent financing on a new car, as they can right now, you don ’t have a credit crisis. When you can get a 5-percent, 30 -year fixed- rate mortgage, you don’t have a credit crisis. In spring 2009, Toll Brothers was even offering a 3.99 percent 30-year fixed- rate mortgage on the homes they built. Of course, these loans are only to qualified buyers. During 2002—2006, mortgage and auto loans often went to unqualified buyers, so that is a bit of a change. We got so used to credit flowing to anyone willing to take it that now we actually think if an unqualified buyer cannot get a loan or cannot get the best interest rates possible, then we have a credit crisis.

We also do not have a credit crisis for business loans. Companies like Wal Mart do not have to pay 20 percent interest on their inventory loans, and they aren’t being turned down for loans entirely. It ’s true that construction loans for buildings that won’t make money are being turned down as are loans for buying commercial real estate at prices that are way too high. But we can’t exactly call that a credit crisis. It’s more of a return to credit rationalism, which apparently is very foreign to many of us.

However, when the dollar bubble pops, we will most definitely have a massive credit crunch. Very few businesses or individuals will be able to get loans at that point. More importantly, not long after the dollar bubble pops, the massive government debt bubble will burst and the U.S. government will no longer be able to get any credit either.


The Private Debt Bubble Will Pop Twice: In Phase I, Bad Loans Go Bad. In Phase II, Good Loans Go Bad 

In Phase I (the Bubblequake), the private debt bubble started to pop in 2008 and 2009, with some bad loans going into default. This will become an even bigger problem in 2010 and 2011 when many more bad loans go bad with the help of a continuing downturn in the economy.

However, in Phase II (the Aftershock), the private debt bubble will more fully collapse when the dollar bubble pops and good  loans go bad. This is because even good loans (the ones that have reasonable leverage ratios that normally could withstand a modest economic downturn) will not be able to survive the kind of high interest rates, inflation and economic collapse that will follow the popping of the dollar bubble (explained in the next chapter). In this chapter, we are focusing only on the first stage of the private debt bubble pop in Phase I.


The Basis for Many Bad Loans Was the Good Times—And Thinking They Would Go on Forever 

This was the basis for the colossal bad loan collapse in mortgages. As we mentioned many times before, everyone, including bankers, thought home prices would just keep rising no matter how fast they had already risen above people’s incomes. This same mentality affected commercial real estate loans as well. Plus, many of those loans were all short-term because it was a “sure bet” they could always be refinanced, thus keeping rates very, very low.

Huge corporate buyout loans with very high leverage ratios were fine, too, because who ever thought the value of these companies would ever go down? Why not loan 90 percent or more of the value of the company—it never goes down, right? And history was on their side. Bob recalls calling a friend at one of the largest banks in the United States in 2006. He was in the workout group which handles bad commercial loans. When Bob spoke with him he joked that he wasn’t in the workout business anymore. He said there was no more need for workouts. If they had the rare bad loan, they could just repackage it and sell it off to another lender. Same for the FDIC—no banks were going under. Workout departments and the FDIC were like the Maytag repairman. Loans and banks almost never went bad. All they had in 2006 were good loans on their books.

As an example of just how large the private debt bubble was growing, take a look at Figure 2.6 showing the explosive growth of collateralized debt obligations, which are packaged commercial mortgages, home mortgages, consumer loans, and so forth.

Of course, the good times did end, which should not have been a surprise to anyone, yet it was a 10,000 volt electric shock to the people in the financial community who made the loans. Now the FDIC couldn’t be busier, and yes, Bob’s friend at the large bank is hiring like crazy to expand his workout group.

Figure 2.6 Growth in Issuance of CDOs in the United States

Issuance of Collateralized Debt Obligations in the United States exploded from 2004-2007 and then collapsed in 2008.

Source: Securities Industry and Financial Markets Association (SIFMA).
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A Nation on the Edge of Default 

Consumer credit card balances and other loans were looked at the same way. Americans never thought they would have trouble finding a job or getting more credit. Why would the good times ever go bad? So, no one saved much for a rainy day. A study in early 2009 by Metropolitan Life Insurance showed that more than 50 percent of U.S. households do not have enough savings to cover their monthly expenses for more than two months if a breadwinner loses their job. And, it’s not just your average Joe or Jane having problems. Over 27 percent of those making over $100,000 a year in household income don’t have enough savings to make their monthly expenses for more than two months.

It doesn’t take a Certified Financial Planner to tell you that a lot of people are in for the shock of their lives when they find that rainy days can, in fact, happen. And that’s one reason that the economy can turn down so quickly. Not only are a lot of our expenses discretionary, but we are terribly vulnerable to job loss because we have no rainy-day savings (let’s not even discuss retirement  savings!). If job loss hits someone, expenses, even non-discretionary expenses, will get cut fast. This will also create a huge increase in riches-to-rags stories of people going from six-figure incomes to low-wage jobs in just a few months.

Figures 2.7 and 2.8 tell the story of a nation on the edge in terms of rapidly rising household debt and a rapidly declining personal savings rate.


One Laid Off, Three More Worried 

In a high consumer-spending society like ours, layoffs of small numbers of people can have a big impact on the economy because the large number of people still employed get frightened that they might get laid off. They then cut back on their discretionary spending. In reality, it may be too late to start saving for a rainy day but people cut back on their spending anyway. And it makes sense even if it is too late. But that very fast, very deep drop in discretionary spending also means a very fast, very deep drop in economic activity, and more job losses as a result.


The Feedback Can Really Be Annoying 

This feedback loop of job loss creating more job loss is ultimately what really puts the economy in a tailspin. It’s not the credit crunch so much as the big downturn in people’s spending. Credit is available, but there is a lack of interest in taking on more debt, combined with a lack of interest by the banks in making more bad loans to unqualified borrowers.

If banks were more willing to make the kind of reckless loans they made in 2004 and 2005, the economy would be better off—for a while. But with so many banks being burned by bad loans, they are losing their appetite and ability to make bad loans. And, of course, making more bad loans would only be a short-term cure that would ultimately harm the banks even worse. And in any case, people who fear losing their jobs are simply less willing to take on new debt for discretionary items even if their credit is good.

A good example of the unwillingness to buy because of layoff and financial fear is the auto industry. Interest rates for auto loans are at record lows right now. When combined with the incentives being offered by the automakers, there has probably never been a better time to buy a car in the last 20 years. But, sales are still down almost 40 percent. It’s not a lack of credit, it’s primarily a lack of buyer interest and also a lack qualified borrowers. With more layoffs, the lack of interest in buying and the lack of qualifications to borrow are growing daily. So the lack of interest in buying due to fear of job loss continues to keep pounding the economy down, further adding to that annoying feedback.

 Figure 2.7 Household Debt as a Percentage of Disposable Income

Consumers are having to service an increasing amount of debt relative to their income, making defaults much more likely as the economy goes down.

Sources: Federal Reserve and U.S. Bureau of Economic Analysis.
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Figure 2.8 Personal Savings as a Percentage of Disposable Income

“Save less and spend more” has been our motto, but that leaves many people with very little financial cushion and highly susceptible to credit defaults when good times go bad.

Sources: Federal Reserve and U.S. Bureau of Economic Analysis.
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Key Drivers of the Private Debt Bubble Collapse 

The current thinking in financial and government circles is that we need to clear the toxic assets (their term for bad loans going south) out of the banking system. They are wrongly assuming that this group of toxic assets isn’t growing much and can simply be flushed away. Of course, nothing could be further from the truth. As we have discussed, the number of toxic assets is growing, not staying the same. But wait, it gets worse. Not only is the number of bad loans growing, these bad loans are becoming increasingly toxic because they are losing value every day. As commercial real estate prices continue to go down, and housing prices continue to go down, and businesses increasingly come under severe financial pressure and even go bankrupt, the value of the assets behind these loans is decreasing constantly. So the idea that these bad loans will someday recover and become more valuable (less toxic), is based on the same kind of thinking that says, don ’t worry, real estate will start increasing in price again in the next few years, and the stock market will inevitably turn around from the current bear market.

Again, this kind of cheerleading analysis isn’t based on solid economic drivers of growth, but mostly on wishful thinking. Analysts don’t want to see the real situation. Otherwise, if toxic assets are instead growing rapidly, how can they be flushed away, and if they can’t be flushed away, what will happen to the banking system? That sort of fear is impeding rational analysis and hence, the view that the toxic assets are limited mostly to subprime mortgages and the real estate bubble in states like Florida and California.

So, as an alternative to simple optimistic conjecturing and cheerleading, we did for private debt what we did for real estate and stocks, and put a more detailed analysis of the drivers of the private debt bubble in Appendix A.


All of These Problems Happen in a Relatively Good Economy, but Phase II (the Aftershock) Will Be Far Less Gentle on the Banking System 

Let’s not forget that Bear Stearns went bankrupt when the economy had low unemployment, low interest rates, and low inflation. None of those were much higher when Fannie Mae and Freddie Mac had to be bailed out. Again, they weren’t much higher when Citibank, Bank of America and other big banks had to be bailed out. The same was true when Lehman Brothers, Merrill Lynch and AIG were bailed out. The economy really wasn’t all that bad in October 2008.

But, as we said before, the good times won’t last forever. The economy will start to get worse in 2009, with unemployment topping 10 percent, and even worse in 2010 with unemployment continuing in the double digits. Bad loans, along with many good loans, will default at a higher rate than today.

And all that will still be far better than when the dollar bubble pops in Phase II. At that point, sky-high inflation and interest rates will put the banks under tremendous pressure. They are simply not designed to handle interest rates and inflation of 50 to 70 percent. After the dollar bubble pops, even the very good loans will go bad. More about Phase II in the next chapter and Phase III in the last chapter of the book.

Don’t Worry, Not a Single Penny of Your Tax Dollars Will Fund the Bailouts

That’s right. The bank and corporate bailout money is not coming from our taxes. Instead, we’re just borrowing it from foreign investors! We’re also printing some of it, too. So the next time you hear about another multi-hundred billion-dollar bailout, don’t get mad; it’s not your money. Of course, we will never, ever have to pay it all back, because even if we tried (and we won’t), we never could. So just sit back and relax, and enjoy the free ride—for as long as it lasts. You’re never going to hear about a bailout tax package, we promise you that.



When Will the Private Debt Bubble Turn Around and Go Back Up Again? 

Because we had a bubble in private debt, there are only two ways to go back to where we were before: Either re -inflate the bubble, which is not possible at this point (the previous drivers of the private debt bubble are now gone), or have real, underlying economic reasons for a rise in private debt, which currently do not exist. So, the private debt bubble—just like the housing bubble and the stock market bubble—will continue to fall, along with all the other bubbles in our multi-bubble economy. Why? Because, just like real estate and stocks, private debt has been a bubble, too.




Pop Goes the Discretionary Spending Bubble 

A disproportionably large share of the U.S. economy is “Discretionary Spending,” meaning a good deal of what people have been buying in this country has been optional. Easy money from a rising multi-bubble economy made big-time discretionary spending possible and fun. Abundant credit cards and plenty of home equity loans fed the buying party at every income level, from luxury jet-set buyers to everyday Wal-Mart consumers.

Now, as the bubbles are falling, jobs are disappearing and credit is getting harder and harder to come by. In fact, home equity withdrawals declined rapidly from their peak of $144 billion in the second quarter of 2006 to $24 billion in the first quarter of 2008 according to the Federal Reserve.

As an incredible example of just how much money home equity withdrawal gave consumers, a study by Alan Greenspan and James Kennedy found that between 2001 and 2005 homeowners gained an average of $1 trillion per year in extra spending money! Now that’s a little extra spending change in your pocket.

However, now Americans at every level are no longer rushing out to buy things they don’t really need at the same levels they did before. Who’s going to run out and buy new granite countertops for their kitchen, for example, when they’ve lost their job or house? And even if you still have income and a home, the old kitchen will probably do just fine for a while longer. Food, basic utilities, and other essentials, yes. New granite countertops, not so much.

Plus, consumers’ credit cards are starting to pop. Fitch’s Prime Credit Card Delinquency Index of credit card debt more than 60 days late surged 23 percent in the fourth quarter of 2008. Large credit card companies, such as American Express and Capital One, are seeing their delinquency rates rapidly rising above 10 percent. So, consumers are losing the ability to borrow money from home equity and credit cards at a rapid rate. Even if they wanted to spend, it’s getting harder and harder to do so.

And it will likely get much worse since much of the credit card debt held by credit card companies is subprime. Almost 31 percent of Bank of America’s credit card loans are subprime, 30 percent of Capital One’s credit card loans are subprime and 27 percent of Citibank’s credit card loans are subprime according to Keefe, Bruyette & Woods, Inc., a financial firm that specializes in the financial services industry. Add to the basic problem of massive defaults, the huge reduction in penalties and other fees forced on the credit card companies by Congress in spring 2009, and the credit card subprime crisis could soon look like the housing bubble subprime crisis. It will also force a lot less credit card-based discretionary spending.

And most importantly, there will be no easy home equity loan bailouts for credit card holders. In the past a lot of home equity loans were used to retire high-interest credit card debt. So, home equity loans were a shadow support to the credit card boom that is no longer there, which puts more downward pressure on discretionary spending.

If the other bubbles were not popping, or if discretionary spending was a much smaller slice of the U.S. economy, a decline in discretionary spending would not pose so much of a problem. But our economy is so deeply dependent on discretionary spending that there is simply no way we can return to business as usual when more and more businesses just don’t have the buyers they had in the past. How can we easily go back to the level of spending we once enjoyed when we no longer have the other big bubbles (housing, stock, credit) to push us back up? And how can the other falling bubbles possibly turn around and go back up unless we have lots of discretionary spending? They can’t.

In a multi-bubble economy, co-linked bubbles rise and fall together. With the huge pink cloud of good -times discretionary  spending being replaced by pink slips, our other falling bubbles have no viable way to re-inflate themselves. And without the other bubbles, especially the private debt bubble and the real estate bubble, discretionary spending has no “bubble fuel ” to keep it going at previous levels. The American consumer—that Energizer Bunny of bubble maintenance here and around the globe—is finally running out of bubble steam.

What can turn all these falling bubbles around and force them back up again? The economic cheerleaders, now in the “market cycles” stage of denial (see Chapter 3), just say, “wait a while and everything will get better soon. ” But they never tell us how that is supposed to happen. With the housing bubble, the stock market bubble, the private debt bubble, and the discretionary spending bubble all popping and falling together, what will re-inflate  us? Certainly not a rebound in big discretionary spending by the American consumer.

This Is No Ordinary Recession

Back when we were doing presentations about America’s Bubble Economy in spring 2008, we said the watchwords for 2009 would be “Job Loss.” Long before the housing and stock bubbles popped, we knew significant unemployment would be hard to prevent in 2009, as home construction, consumer spending (related to rapidly declining home prices), and commercial construction began to rapidly decline. All that came true. Next, for 2010, we predict the mantra will be “This Is No Ordinary Recession.” By then, more people will realize that we are not in a down economic cycle that we can cycle out of soon. Instead, as the economy continues to decline through 2010, it will become increasingly obvious that we are not in a typical recession. In fact, it’s a multi-bubble pop. There will be no automatic recovery—not U-shaped, not V-shaped, not L-shaped, not any shaped!

The feeling that this is no ordinary recession will have a chilling effect on investors and consumers who will become more cautious just when everyone will be hoping for more investment demand and more spending. As one person put it, the realization that this is no ordinary recession will slowly dawn on people the same way that you might slowly realize you have married the wrong person. It’s not a problem that’s simply going to disappear.



Without something to turn this falling multi-bubble economy around, what do you suppose will happen next? Follow us now to the next chapter where the current Bubblequake will become the Aftershock few people recognize we are about to face.




Won’t the Government Stimulus Packages Save Us? 

In all of our discussions up to this point, we have ignored the potential impact of the stimulus package of early 2009. That’s primarily because we don’t see much economic impact from this stimulus package. It’s simply too small to be of much consequence. On a monthly spending basis it comes to about the same stimulus as the spring 2008 stimulus package, which put roughly $40 billion a month into the economy over a 4-month period. That stimulus package had no noticeable effect on the economy. So even though the current stimulus package will last much longer than four months, at $40 billion a month it won ’t have much more impact on the economy. Also, some months we haven’t even spent $40 billion.

Most importantly, just like the impact of the stimulus package of spring 2008 was overrun by the economic problems of late 2008, the stimulus package of early 2009 will be completely negated by further deterioration of the economy in 2010. So, even though the stimulus package may have some effect, it will hardly be noticed because the other factors already mentioned (collapsing home prices, collapsing consumer spending, collapsing business spending, falling stocks, etc.) will easily wipe out any positive impact it might have. By the middle of 2010 it will be like it never even happened.

Will there be more stimulus packages passed by Congress? Most likely, yes. But there is a limit. We can only do so many of these big spending packages funded by foreign investors before we really start to scare off the foreign investors who are lending us the money.

Remember, all this stimulus money and bank bailout money (including the AIG bailouts) is not coming from taxpayers, even though the media keeps saying it is. Actually, we are borrowing  (or printing) all of it. So taxpayers should be a little less upset when they think their hard earned taxes are being wasted on lavish bonuses or worthless investments in failed banks and brokerage firms. Instead, we are borrowing this money. Don’t spend any time worrying about how we will pay it back, because we will never pay back any of that money—just as we haven’t paid back any of the money the government has ever borrowed before. In fact, we even borrow money to pay the interest due on our federal debts.

But here’s the rub. Once foreigners start to realize this, they will become increasingly nervous about continuing to lend to us (especially when the dollar bubble starts popping). At that point, our ability to borrow money for lavish stimulus packages or massive bank bailouts will quickly collapse. Hence, excessive stimulus packages funded by foreign investment are, by their very nature, short-term solutions.




The Biggest, Baddest, Bad Loan of Them All 

As bad as the financial judgment of private sector bankers and investment bankers is, even worse is the incredible irresponsibility and bad judgment of the public sector—the U.S. government. They have been involved in the biggest bad loan of them all: the monstrous government debt bubble. We can’t possibly pay it off. Our tax base in a good year is only $2.5 trillion. In a bad year, it ’s less. The total government debt bubble will soon be over $11 trillion and rising rapidly to $15 trillion. Even if we directed 100 percent of our taxes to paying it off, it would take at least six years, assuming interest rates stay at their current incredibly low level. What if interest rates rose to 10 or 15 percent? We would have a hard time just paying the interest!

Our track record of repayment is not too good, either. Except for some token payments in the best years of the last couple of decades, we have never made any payments to reduce the debt. It’s clearly a bad loan, the biggest bad loan in world history. A technical default on our huge government debt will have history -making consequences. Just when most people think things will improve and the Bubblequake is ending in Phase I, the next shoe will drop in Phase II, the Aftershock, as described in the next chapter.




Now What? 

The economic cheerleaders say recovery is on the way. All we have to do is sit back and be patient. Sooner or later, a reliable “up -market cycle” is going to come along and turn this frown upside down. It ’s just a matter of time.

Of course, they never explain exactly what is supposed to bring about this magical up cycle. And even more telling, they never, ever  said anything about a future down cycle back when the economy was doing well. Oh, no. As long as the economy was booming, no one said a word about a possible down cycle ahead. They only pull out the “market cycles” theory when they want people to think everything is going to be okay.

We say it is a bubble pop, not a cycle or a normal recession. However, big gains in real productivity could pull us out. But, we haven’t made big improvements in real productivity in more than three decades and there isn’t much hope of pulling a quick, economy-saving productivity rabbit out of the hat now. Very large real productivity improvements, such as moving from a nation of 90 percent farmers to less than 3 percent is, by its very nature, a slow process. Equally unlikely is a big jump in demand right now. The recovery of strong demand and the possibility of real productivity gains in the future are going to take some time, considerable resources, and of course, the political will (more on this in Chapters 8 and 10). So we can ’t count on productivity improvements or strong demand to help us right now.

How about more rising bubbles? Would that help us? Sure they would, at least for a while. The trouble is, four of our six bubbles have already begun to burst. So it is hard for a new bubble to be created.

How about big government spending on stimulus packages and bailouts? Won’t that save us? At another time, they may have, but not now that we have a multi-bubble economy on the way down. No amount of stimulus spending can possibly re- inflate all these big falling bubbles. And even if it could, how long would that last? Bubbles, by nature, do eventually fall. Big stimulus spending will not be able to bring back a strong non-bubble economy. Stimulus spending isn’t how a strong non-bubble economy is created in the first place.

Even if you believe in the “market cycles” idea, you still need  something to get a new up -cycle going. We may throw all kinds of  spending and bailouts at it, and we may even have periods in which people swear a recovery is just around the corner, but in truth, without rising bubbles, or real productivity gains, or a rebound in strong demand, or a previously strong non-bubble economy to revive, we are out of ammo.

To keep up with the continuing collapse of these bubbles, please refer to www.aftershockeconomy.com/chapter2.
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