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“Market Meltdown!”
“The massive sell-off in stocks—15 percent in just
two weeks!—may be just the beginning.
“Europe is headed for a banking collapse, America’s
credit rating has been downgraded, and the danger
of a US monetary implosion grows by the day.
“Washington’s political cowardice has driven
gold up through $1,700. We’re on track for
gold at $2,500 and possibly $5,000 if things
get out of hand.
“Now the government is planning to
confiscate your wealth to pay its bills, but
it will do it in secret. Most Americans won’t
have a clue what’s happening.
“Here’s what’s coming, and how to prepare!”

W

ill 2011 go down as the year that America
began its final decline?
Last month, as the debt-ceiling crisis peaked,
Washington had one last chance to turn this
country around. The public’s attention was
focused on the problem, there was a clear and
present danger to avoid, and there was limited
time in which to do it. If financial doom was to be
avoided, this was our last chance.
And as we now know, this last chance got…

Squandered!
There are excellent reasons why Standard &
Poor’s downgraded America’s credit rating, and
why gold is shattering price records now. It’s
because the market correctly sees that Washington’s debt-ceiling compromise did nothing to
solve the crisis.
Was tax revenue raised? No.
Were agricultural and oil subsidies eliminated? No.
Were corporate tax codes reformed? No.
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Were the runaway trains of Social Security
and Medicare stopped? No.
Did Congress commit itself to reining in its
runaway deficit-spending machine? No.
Did Congress actually do anything? No!
Yes, there were lots of politicians flapping
their lips about ‘making hard decisions’. But
ultimately, they did nothing.

Even the $2 trillion
spending cut was a lie!
To you and me, a “spending cut” means you
spend less. Right?
Well, if you think Washington will spend less,
you’re a sucker. When Washington promises a
spending cut, it just means that spending won’t
go up as far as they originally planned.
Under the compromise, spending is still
going up by $1.8 trillion per year by 2021.
And the $2 trillion in so-called “cuts” is spread
out over 10 years. That’s only $200 billion per
year—less than we pay on interest on the debt.
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Let me repeat. Even after the “$2 trillion
spending cut,” spending will still increase. The
horror of this is clear when you understand…

The True Scale
of the Disaster
In 2010, the US government added $1.5
trillion to the national debt—over $13,000 per
household.
As disastrous as that is, it still doesn’t show
the full scope of what Washington has done.
Last year, the government also added other
financial obligations, mostly for retirement programs like Social Security and Medicare. These
new obligations were roughly $5.3 trillion—
about $46,100 per US household.
Add them up, and the government piled
$59,100 of debt on your head last year alone.
Remember, as a taxpayer you’ll be the one repaying this.
Now imagine this crushing debt being added
to every household in this country.
And compare this monstrous debt to the
median US household income, which is $50,200.
In other words, the US government’s
annual per-household deficit exceeds our
per-household income.
And even that terrifying statistic is probably
too conservative. The retirement program obligations are calculated using Pollyanna assumptions, such as slashing payments to physicians
by 30 percent. This is sheer fantasy. A more realistic assessment is that unfunded obligations are
far higher than even the scary official numbers
reveal.
And that’s on top of the mountain of debt
that already exists. At $14.3 trillion, our debt is
already $123,478 per household.
How can this be repaid, when Washington is
adding to the debt each year rather than reducing it? And as Baby Boomers retire, the crisis
is accelerating. According the Government
Accountability Office, Social Security and Medicare/Medicaid will devour every cent of tax revenue by 2047.
The recent debt-ceiling deal completely
avoided all of these problems. Instead, it just
deferred them into the future.
And that leaves the US vulnerable to…

Black Swan Events
If you haven’t heard the term, a “black swan
event” is an event with a huge impact that surprises everybody. (The name comes from the
discovery of black swans in Australia, at a time
when Europeans commonly used the phrase
“black swan” as a metaphor for something that
could not exist.) Examples include the 9/11 terrorist attacks and the collapse of US financial
markets in 2007-2008.
By their nature, black swan events rock the
markets.
In a robust economy, black swans aren’t a
problem. America has withstood multiple crises
in the past, and we came through unscathed.
But our economy isn’t robust any more. Just
as a citizen with no savings and sky-high debts
can be driven into bankruptcy by a single medical emergency or a temporary job layoff, Washington has bungled its way into a fragile economy where a single black swan event can bring
the whole house of cards crashing down.
And there are multiple potential triggers
today. Here are three.
Black swan trigger #1: Greece. As the
Economist recently wrote, if Greece runs out of
money or crashes out of the euro, this will create
“a financial crisis that would reverberate around
the world.”
It’s hard to see how this could be avoided. The
Greek government is dependent on European
handouts just to pay its bills. Worse, the country
is not only broke, it’s also wholly uncompetitive
in international markets.
Greece will only stay afloat for as long as
other nations (mostly Germany) keep bailing it
out. But the Germans are angry about the billions of euros they’ve already thrown down a
black hole, and the firehose of money is about to
be shut off. Many of the Greeks themselves are
clamoring for a rejection of aid, and a default on
existing debt.
Strictly speaking, when (not if) the Greeks
default on their loans, this won’t be a black swan
event. It won’t be a surprise, so it doesn’t qualify.
But what will be a surprise is the domino
chain of bank failures and institutional collapses that will be triggered. Nobody knows how
large this will be, but insiders are terrified of the
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implications.
Many—possibly most—of the large European
banks have huge tranches of Greek debt on their
books. If this paper goes toxic, their balance
sheets go upside-down. It will be the European
version of the US mortgage crisis.
So why should we care? Because many US
banks and institutions have exposure to Greece
too—some of it directly, the rest indirectly
through European banks.
According to one report, US money funds
have invested about half of their $1.6 trillion in
assets into European banks. If Greece goes, the
dominoes start falling. And nobody knows where
they’ll stop.
Just as a minor event in southern Europe
brought on World War I, so today a financial
incident in southern Europe might bring on a
global financial collapse.
Black swan trigger #2: The rest of the
PIIGS (Portugal, Ireland, Italy, and Spain).
These countries aren’t as bad as Greece, but their
bigger size means the danger is just as acute.
They’re all in deep trouble. Ireland and Portugal have already sought bailouts, while Spain
and even Italy are on the brink.
If any of them go under, the contagion will
spread quickly. That’s why the IMF recently
warned about…

“A Perverse Feedback Loop
Between Sovereign Risk and
Financial Risk”
As governments mismanage themselves
to the brink of bankruptcy, their debt ratings
crumble. (Bonds from Greece, Portugal, and Ireland are already rated as junk. Spain has been
downgraded, and Italy is under review.)
Banks holding their debt suffer crippling
losses. The contagion spreads like wildfire.
Interest rates skyrocket. Governments that
are already bleeding red ink can no longer borrow at affordable costs. They can’t even roll over
old debt that comes due. (And we’re not talking
about the Third World here. The IMF says in
just four years, five of the top seven developed
countries in the world will have debt loads above
100 percent of GDP.)
Ultimately, waves of bank failures can occur—

possibly bringing down governments too.
Today, French and German banks are heavily exposed to loans from the PIIGS. British and
American banks have insured some of the risk
and are counterparties to the French and German institutions.
A broader analysis reveals that the world’s
major banks are entangled through a compliTHE GOLD AND ENERGY ADVISOR
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cated web of derivatives—up to $600 trillion,
according to the Bank of International Settlements.
Once a few big banks go down, they’ll suck
everybody else down after them.
Just as the failure of Lehman Brothers took
down Wall Street, so too an implosion of any one
of the PIIGS will pull down Europe—and then
America.
Black swan trigger #3: Fallout from the
US debt downgrade. The debt-ceiling fiasco
and Washington’s head-in-the-sand refusal to
address our problems brought on something that
was long overdue: America’s credit rating has
been downgraded.
The debt-ceiling fiasco showed that Washington is incapable of addressing our problems,
never mind solving them. This has been obvious
for a long time, but the ratings agencies were
afraid to incur Washington’s wrath. Nobody
wanted to announce that the emperor had no
clothes.
But finally the elephant in the room could
no longer be avoided. On August 5, S&P down-

Portfolio Update

In Update #1153, we listed the profits
taken ($283) on short puts and hedges during June.
In Update #1154, we issued hedge instructions for subscribers who own Anadarko
Petroleum (symbol APC) and Pengrowth
Energy Corp. (PGH). On APC, we sold the
September $85 calls (symbol APC110917C85).
On PGH, we sold the September $13 calls
(PGH110917C13).
In Update #1156, we rolled up our short
put on Forest Oil (FST). We bought to
close the August $32 puts (FST110817P32)
and sold to open the November $32 puts
(FST111119P32).
In Update #1158, we issued hedge instructions for subscribers who own EOG Resources
(EOG). We sold the September $120 calls
(EOG110917C120).
In Update #1161, we issued two new
short put recommendations on Whiting
Petroleum (WLL) and Occidental Petroleum
(OXY). On WLL, we sold the Sep. $50 puts
(WLL110917P50). On OXY, we sold the Sep.
$90 puts (OXY110917P90).

graded the credit rating of the United States.
Ironically, S&P officials made a math error in
their analysis of US finances. It was quickly corrected, but this gave Washington an excuse for
pooh-poohing the entire downgrade as a careless
mistake.
This also gave political cover to big-government advocates. According to them, the downgrade is unjustified. They claim it will have little
effect.
Nevertheless, gold prices are screaming
upward. Waves of selling have blasted through
the stock markets. The markets understand that
the downgrade was fully justified.
Now we’re walking a financial tightrope.
Many funds and institutions are forbidden to
own anything other than AAA securities. Thus,
the downgrade should trigger a mass sell-off of
US debt instruments.
However, it’s unclear what should happen
when two of the three ratings agencies still rate
the debt as AAA. So far, the institutions are
using this as an excuse to avoid selling their
Treasuries.
But if Fitch and Moody’s also downgrade US
debt, that excuse will evaporate immediately.
For obvious reasons, Washington is now
urgently pressuring funds and institutions to
rewrite their charters, to allow the retention of
substandard securities. If they do, we can avoid
the black-swan scenario.
But if they don’t, and if the other agencies
also downgrade US debt, and a mass selloff of
Treasuries occurs… then the bottom will fall out
of the Treasury market.
I’ve written about this in recent Updates. The
fallout could be catastrophic:
• Interest rates on US securities will leap up.
• Since many other rates are pegged to US
securities, they’ll rise too. This includes
bonds from local governments. (S&P
warned that the US debt downgrade will
affect up to 7,000 municipalities.)
• As rates rise, Treasury prices will fall.
If speculators jump on board and start
shorting US debt, the market could go
into free fall.
• Borrowing costs for the US government
(and incidentally, everybody else in America) will soar.
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•

Stocks will fall, since higher rates affect the
pricing and valuation models for equities.

•

Financial institutions (banks, credit
unions, insurers) will get hammered.
Combined, they own about $2.2 trillion
of securities from US government agencies, all of which will be subject to immediate downgrades once the US definitively
loses its top rating. And that’s not counting the $725 billion in municipal bonds or
the $2.9 trillion in corporate and foreign
bonds, which will also be hit. We’ll see
banks and other institutions start
imploding all across the country.

•

The dollar will plunge. Its 40 percent fall
since 2001 will be minor compared to the
potential collapse here.

At best, the US economy will be pounded back
down into a full-blown recession, and stay there
for years. At worst, the collapse of Treasuries
will trigger our foreign creditors to dump theirs
too. If Japan or China starts dumping them…
the dollar turns into toilet paper overnight.
And we still haven’t talked about the real
black swan danger here. According to the Comptroller of the Currency…

US banks now hold $199.5
trillion in interest-rate
derivatives, most of which will
be affected by the US credit
rating downgrade.
The derivatives market is opaque, so nobody
has any idea how much danger this represents.
But we’re not talking about individual banks anymore. Even a conservative analysis hints that a
full US downgrade has the potential to wipe out
the banking system, once the full impact hits.
And there’s nothing the government could

On track for 25% this year

The GEA portfolio is up 12.23 percent in
the first half of the year. At this pace, we’ll
make almost 25 percent in 2011.
Are you following our recommendations?
If not, you should be.

Why not buy 100% gold?

A

s Europe plunges into financial meltdown, with the US not far behind, why
not put all of our wealth into gold? Why do I
bother recommending oil stocks in GEA?
There are several reasons.
• Nobody can foretell the future. Gold
has tremendous potential, but nothing
is guaranteed.
• Diversification is always important.
Again, nothing is guaranteed.
• Even though oil prices might very well
go down as the financial storm hits, we
can still make money from oil stocks
(thanks to our buy/sell disciplines and
our options strategies).
• Even if gold multiplies in price, the
timing is uncertain. There might be
several years of waiting before it happens—time in which we can make
money in stocks.
• Our investing approach is tremendously successful. Our current GEA
portfolio has made an average of 31.71
percent per year. And when you’re
making money hand over fist, you
don’t stop.
Yes, I think the price of gold is likely to
soar by thousands of dollars. But you should
never put all your investing eggs into one
basket—not even a golden one.
do to stop it. Last time, the failure of one bank
(Lehman Brothers) ultimately required a $700
billion bailout from the Treasury, another $1.2
trillion from the Federal Reserve, the takeovers/
bailouts of major American companies and banks,
and an estimated $14 trillion in loan guarantees.
The Fed and the Treasury are out of bullets.
If another chain of dominoes starts to fall, the
government will be helpless to stop it.

My forecast for a crippled
dollar and soaring gold
still stands.
The opportunity we had last month was
squandered, and nothing has changed.
If anything, our problems now threaten to
Gold and Energy Advisor
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spiral out of control. The first-quarter growth
of our GDP was just slashed. Originally, it was
reported as 1.9 percent. Now, it’s been revised to
a mere .4 percent.
The second quarter was barely better. The
preliminary estimate was an anemic 1.3 percent.
(Time will tell if that number gets chopped too,
once Washington thinks the markets are no longer paying attention.)
In May, only 54,000 jobs were created. June
was even worse, at a mere 18,000.
Meanwhile, housing prices are continuing to
fall. And ‘stimulus’ spending and QE2 are both
ending.
There are black storm clouds gathering on
the horizon.

who are advocating it again like to show graphs
like this one:

Warning: Washington is going
to suck you dry.
In past issues of GEA, I’ve discussed the US
government’s options for eliminating its monstrous debts. Other than outright default (which
won’t happen), there are two choices: extracting
the money from citizens via taxation, or massively inflating the dollar.
Under normal circumstances, those would
be the main options Washington would try. But
we do not live in ordinary times any more. Now
there’s a third option on the table.
I believe our government is about to launch a
major long-term “solution” to its debt problem—
one where Americans are going to be bled dry,
year after year, to eventually eliminate the debt.
And most Americans won’t even know it’s
happening. This is why politicians find this solution so appealing—it allows them to avoid the
public fury that would accompany massive taxation, massive inflation, and huge austerity programs.
It started back in March, when a bombshell
IMF report (called “The Liquidation of Government Debt”) started quietly circulating in Washington. It advocates a return to the days when
governments had the power to systematically
and deliberately strip the wealth from their own
citizens, in order to eliminate national debts.
This strategy’s official name is “financial
repression.” It’s a throwback to the ‘managed’
economies of the mid-20th century, but it’s roaring back with a vengeance today. The economists

Debt-to-GDP ratio

(adapted from “The Liquidation of Government Debt,”
Carmen M. Reinhart and M. Belen Sbrancia, March 2011)

After World War II, Western governments
were heavily indebted. The debt-to-GDP ratio
was about the same as it is today. Over the next
30 years, this ratio was steadily driven down by
about 70 percent—and the governments didn’t
default on their debts, raise their taxes to crushing levels, or hyperinflate their currencies.
They did it via financial repression. In this
strategy, the government does several things
simultaneously:
1. It forces taxes to the highest level that’s
politically feasible, and keeps them there.
2. It forces inflation to the highest rate possible (just below the level where it could
run away into hyperinflation), and keeps
it there.
3. It forces interest rates down to negative
levels in real terms, and keeps them there.
4. It forces banks and other “captive domestic audiences” (insurance companies, pension funds etc.) to lend to the government
at drastically below-market rates.
5. It clamps down on the movement of capital and other assets abroad.
Some of these goals have obvious effects,
while others are more subtle.
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All of them will inflict agony
on US taxpayers,
including you and me.
First of all, our taxes are going up—there’s no
question in my mind. But with the national debt
at almost 100 percent of GDP, taxpayers simply
can’t pay enough to reduce the debt significantly
in a reasonable time. Thus, other measures will
be taken too.
As for inflation, it allows the government to
wipe away its debts by reducing their real value.
But this is a zero-sum game. The reduction is
accomplished by stealing purchasing power from
savings accounts and other cash assets.
This hidden “inflation tax” is invisible to
almost everybody. Few Americans understand

P

Is it really so bad?

aul Krugman recently wrote about financial repression in the New York Times.
According to him, America never had it so
good as post-WWII, when financial repression was the West’s policy. So why be afraid
of it now? We should welcome it instead.
His article is so wrong as to be laughable.
After World War II, America had the world’s
largest industrial base. Today, that base is
gone.
After World War II, America was the
world’s largest creditor. Today, we’re the
world’s largest debtor.
After World War II, America was on the
gold standard, and dollars represented real
wealth. Today, our economic ‘foundation’
consists of blips in a computer at the Federal
Reserve.
After World War II, America’s economy
was booming. Today, we’re groaning under
crushing debts, soaring unemployment, and
plummeting markets in residential and commercial real estate. The dollar is toxic, most
of our manufacturing capacity is gone, and
Washington is controlled by fools.
As the US tries financial repression in a
desperate attempt to pay its debts, we won’t
repeat America’s post-WWII history. If we
repeat anything, it’s most likely to be Germany’s history after World War I.

how this works, which is why it’s so popular with
politicians.
But inflation is a dangerous tool. It can
accelerate out of control and turn into runaway
hyperinflation almost overnight. And Washington’s finances are such a disaster that it can’t
risk using inflation alone to solve them. So again,
yet more measures will be necessary.
Not only that, high inflation drives up interest rates. This compensates savers for the eroding value of their savings. At least it would, if
the market were free.
This is where the “repression” comes
in. Interest rates are forced down below the levels where they would compensate the victims of
excessive taxation and inflation. Again, this is
invisible to most taxpayers, but the effects are
insidious.
It accomplishes several things. First, it
allows the government to steal value from cash
assets via inflation (the zero-sum game again).
Plus, it reduces government borrowing costs.
Ultimately, it also cheats bondholders who were
stupid enough to lend to the government.
Of course, not all bondholders are stupid.
And few are willing to lend to the government at
rates that don’t adequately compensate for high
inflation, opportunity cost, and other factors—
never mind rates that are negative in real terms.
So under financial repression, the government forces banks, funds, insurance companies,
and other large institutions to lend to it at negative rates.
This isn’t done openly, of course. (That
would expose the fraud.) Instead, the government enforces “quality” standards for regulated
institutions. Since US debt is the “safest” asset,
institutions will be required to own large piles of
it—which the government will only offer at drastically inadequate rates.
Of course, these institutions will just pass on
their losses to investors and customers. That’s
you and me.
Shareholders will pay too, as the companies
they own report drastically reduced earnings.
Again, that’s you and me.
Key point: ultimately, you and I will be
the ones paying for all of this. Taxes, inflation,
repression, the whole shebang. But most of it
will be hidden, unless you know what’s going on.
And you can’t even preserve your wealth by
moving it abroad, thanks to the restrictions on
Gold and Energy Advisor
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capital movement. These regulations—a vital
part of financial repression, already being implemented—will keep our cash here to be confiscated.

How to Escape
the Jaws of the Trap
American taxpayers are going to wrung until
they’re dry.
Worst of all, most will have little clue about
what’s going on. Thus, it’s unlikely that public
anger will be aroused. So Washington will have
its way with us.

S

Disgusting Hypocrisy

ome readers wondered why I was so hard
on Congress in the last GEA. Surely some
members are worthy of our support?
Yes, there are a few Congressional members who are trying to do the right thing. But
many of the most prominent ones—even the
darlings of the Tea Party—are hypocrites.
For example, Michele Bachmann is running for President as a fiscal conservative.
She wants to slash government spending,
and she likes to call Obama a socialist. Yet a
close look at her finances reveals:
• Her husband’s counseling clinic has
received $30,000 of state money in the
last five years, and more than $132,000
in Medicaid reimbursements.
• A family farm in Wisconsin, in which
she is a partner, received nearly
$260,000 in federal subsidies
• Bachmann and her husband recently
signed for a $417,000 home loan,
seemingly backed by Fannie Mae or
Freddie Mac—both of which she says
she wants to dismantle.
The hypocrisy here is stunning.
I’m not pointing the finger at Bachmann
specifically. My disgust extends to the entire
atmosphere in Washington—where politicians chest-thump in front of TV cameras,
while privately feathering their own nests.
Meanwhile, they’re driving our national
economy off a cliff.

Only a few investors will understand what’s
going on. Now that you’ve read this issue, you’re
one of them.
So how should you prepare? First, recognize
that financial repression is a multi-front attack
on your wealth:
• You’ll have wealth confiscated openly (via
higher taxes)…
• You’ll have wealth confiscated in less-visible ways (higher federal taxes on gas and
other items, higher fees on government
services, higher prices as businesses are
hit with regulations and taxes, etc.)…
• You’ll have wealth confiscated in hidden
ways (as inflation bleeds out the purchasing power from your cash assets)…
• You’ll receive lower rates of return on your
investments, as institutions are forced to
‘invest’ in government bonds…
• And the list goes on.
Is there any hope in this? Surprisingly, yes.
Whenever the government gets more oppressive, the flows of wealth change. The free market
will be distorted but not extinguished, and tsunamis of capital are going to be seeking a new
home.
Although many asset classes will suffer, some
will flourish. Hard assets in particular will benefit from the debauching of the dollar and the confiscation of purchasing power from cash assets.
Last month, I said that if Washington didn’t
step up to the plate and deal with the mess it
has made, gold could soar to $5,000-$15,000.
Well, the disgusting travesty of leadership that
we saw last month has answered that question.
Unless our government turns around 180
degrees (and soon), I expect to see some of the grimmer predictions from last month’s issue fulfilled.
That includes gold at multiples of today’s price.
I strongly recommend you consider moving
more of your wealth into gold. As black swan
events ravage the world economy, including the
downgrade of US debt, rising interest rates, and
plunging asset values, gold will be one of the few
beneficiaries as a tsunami of capital seeks a safe
home.
You have a choice. You can be among the
sheep that are going to be sheared. Or you can
protect your wealth and be among those who
flourish even in the hard times that are coming.
It’s your call.
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