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“Coming in 2012: A European 
Banking Meltdown!”

“European leaders are scrambling to avert a 
continent-wide banking collapse. The 2007/2008 
financial implosion in the US is threatening to 
replay itself in Europe—the similarities are so 
striking, they’re almost eerie.

“Cracks are spreading throughout the 
European financial system. And US banks 
are wide-open, with massive exposure to 
European banks. If Europe goes down,  
we go down.

“This will directly impact your finances. 
Read on for more!”

Two years ago, we narrowly avoided a finan-
cial collapse. Now the threat has reappeared. 

We’re hurtling toward the cliff once more.
But this time, the shock waves aren’t com-

ing from Wall Street. This time, they’re com-
ing from Athens, Rome, and Paris.

Europe’s banking system is threatening to 
implode. It moves closer to the brink every day. 
If it goes down, it will take down not only the 
Eurozone’s economy, but also the US financial 
system as well.

Obviously, leaders on both sides of the 
Atlantic are fighting to prevent this. And there 
are two approaches they might take.

As it turns out, we can position ourselves to 
profit handsomely, regardless of the approach 
they choose.

More on that later. First, let’s discuss…

Why This Was Inevitable

A financial crisis of some kind was guaran-
teed from the moment the Euro was launched.

In its current form, the Eurozone is a shot-
gun marriage masquerading as an economic 
union. Its member nations share a common 
currency, but have very different economies.

They also have crucial differences in other 
areas. For example, the frugal, hard-working 
Germans are very different than the free-
spending “Club Med” nations like Greece. 

For these nations to share a common cur-
rency without having a strong central mone-
tary authority was always a ludicrous idea.

(As analyst Doug Casey once quipped: 
while the US was on the gold standard, a dol-
lar meant “IOU something” [gold]. Once the 
dollar went off the gold standard, the dollar 
became “IOU nothing.” And when the Euro 
was invented, it was “Who owes you nothing?”)

Nevertheless, the prospect of a peaceful, 
unified Europe was so appealing, it blinded 
the eyes of an entire continent.

All seemed well at first. Look at the chart 
on the next page:

James DiGeorgia, Editor
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As you see, once the Euro was introduced, 
member nations’ interest rates converged. For 
the first decade of the Euro’s existence, they 
moved in lockstep.

In other words, Greece’s debt was consid-
ered to be of almost equal quality as Germa-
ny’s. The stupidity of this should have been 
obvious, but the Europeans were oblivious.

Once Lehman Brothers went under, the 
Euro experienced its first real financial stress. 
The illusion of harmony was shattered almost 
instantly. Interest rates diverged quickly, even 
before the full problems of the PIIGS (Portu-
gal, Ireland, Italy, Greece, and Spain) were 
revealed.

Today, France and Germany are unwilling 
marriage partners to not just one, but several 
economic ‘brides from hell’. The most immedi-
ate danger comes from…

Greece:  
A Disintegrating Nation

No doubt you heard about the rioting that 
tore Greece apart earlier this year. The Greeks 
are angry about the austerity program that 
was forced upon them (or so they felt) by their 
rich European neighbors.

For now the government has suppressed 
the riots, but Greek society is still seething.

Today, the rage is building again. The aus-
terity cuts are not only hated, they appear (to 
their opponents) to be failing. 

Despite the $156 billion bailout of Greece 
in 2010, the government deficit has exploded 

up by a third in just the first half of this year. 
As Greece plunges further into depression, tax 
revenues are falling steeply.

And Greece’s economy is contracting 
sharply—the complete opposite of what the 
austerity plan was supposed to produce.

I expect to see Athens’ streets in flames 
again before this is all over. 

Many Greeks are calling for a defiant repu-
diation of Greece’s sovereign debt. Even if 
their voices are ignored, Greece might soon be 
forced to default on its debt anyway.

Such a default would be a catastrophe for 
Europe—and America.

A Lit Fuse on the Powder Keg

Some commentators have scratched their 
heads over the situation in southern Europe. 
The Greeks account for only 2.01 percent of 
the Eurozone’s trade volume. Why have the 
Europeans bent over backwards to bail them 
out?

It’s simple. Back when European bankers 
were still deluded about the big happy Euro-
zone family, they loaded up on sovereign Greek 
debt. 

Today, 54 European banks have a combined 
€92 billion in Greek bonds. Fourteen of them 
have potentially catastrophic exposure, with 
more than 10 percent of their assets wrapped 
up in Greek debt. 

If Greece defaults, all that debt goes toxic 
overnight. €92 billion gets wiped off European 
bank balance sheets. Even if the banks survive 
the initial shock, it’s a good bet that the ones 
with the highest exposure will be destroyed. 
(Panicked investors and depositors will run on 
the banks en masse.)

That’s why French and German leaders 
threw over $100 billion into Greece last year, 
defying the overwhelming public opinion in 
their own countries. They understand that if 
Greece goes down, there will be a Europe-wide 
detonation.

 But now it looks like the detonation might 
be unavoidable. Even if Greece survives, it is…
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Not the Only Threat

Greece is the worst economy in the Euro-
zone, but it’s not the only threat. The other 
PIIGS are in serious trouble too.

The Eurozone’s finances overall are a disas-
ter, with debt levels skyrocketing far above the 
limit (60 percent of GDP) that the union was 
designed to handle.

As bad as this is, European officials can’t 
deal with it yet. There’s a much more urgent 
danger threatening the continent…

The Collapse of Italy

The recent bailouts of Greece, Portugal, 
and Spain were a heavy blow to Europe. But 
Italy is also about to implode.

And it’s the third-largest economy in 
Europe.

With a debt of 120 percent of GDP, Rome is 
struggling to pay its bills. Anticipating an Ital-
ian bond default, traders recently started sell-
ing Rome’s debt. Rates shot up by a full per-
cent, and the bonds fell by 11 percent in just a 
few weeks.

The fall was only reversed when the Euro-
pean Central Bank (ECB)—funded mostly by 
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northern Europe, especially France and Ger-
many—stepped in and started buying the 
bonds. 

Of course, the ECB wasn’t doing Rome any 
favors. It was protecting the major European 
banks, which own not only Greek sovereign 
debt, but also the debt of the other PIIGS too.

The rescue package required Rome to agree 
to an austerity program. The Italians had to 
cut spending, or no amount of ECB money 
would be enough.

Rome agreed—or claimed to. But just 
days after the government agreed to a €45.5 
billion ($65.9 billion) austerity plan, Italian 
Prime Minister Silvio Berlusconi and his party 
reneged on the deal. To quell public anger 
about the plan, government officials made 
over 1,000 changes to it, reducing revenue and 
increasing spending.

The Germans in particular were outraged. 
The Süddeutsche Zeitung wrote that Berlus-
coni had “torn up the plan beyond recognition,” 
betraying the rest of Europe to save his politi-
cal career and his “battered and clueless coali-
tion.” The alleged austerity plan was now just 
“empty details and window dressing,” full of 
hollow promises about future fiscal prudence.

Clearly, the Italians cannot and will not 
halt their slide into oblivion. 

Again, Europe is faced with an ugly real-
ity—the same one presented by Greece.

Again, Europe’s banks have massive expo-
sure to Italian debt. Again, if Italy’s finances 
collapse, so does the value of its debt. Again, 
several major European banks will be 
destroyed.

But unlike the bailouts of Portugal, and Ire-
land, and Greece, and even Spain, Italy can’t 
be rescued. As John Browne of Euro Pacific 
Capital wrote: 

“Italy is simply too big to bail out. 
Its collapse, like the sinking of 
a great ship, could create a vor-
tex that drowns Europe’s major 
banks in red ink.”

The northern Europeans have committed 
to a staggering €440 billion ($615 billion) bail-

out of the Eurozone’s troubled economies. But 
even this gargantuan sum has been devoured 
already:

The money has covered Portugal, Ireland, 
and (so far) Greece. It might not be enough to 
cover Spain. And it is less than half the total 
amount necessary, if Italy is to be saved too.

And while leaders argue about what to do…
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Portfolio Update
In Update #1168, we listed our options 

that were expiring. We got to keep $363 in 
premiums. We used the money to lower the 
cost basis in our positions.

In Update #1170, we issued hedge instruc-
tions for subscribers who own Apache Corp. 
(symbol APA). We sold one contract of the 
Sep. $100 calls (APA110917C100), receiv-
ing about $340. If the calls are assigned, 
we’ll make approximately 66 percent on 
our underlying shares.

In Update #1171, we issued hedge 
instructions for subscribers who own Provi-
dent Energy (PVX) and Energy Explora-
tion and Production ETF (XOP). On PVX, 
we sold one contract of the Oct. $8 calls 
(PVX111022C8). On XOP, we sold the Sep. 
$53 calls (XOP110917C53).

In Update #1173, we issued hedge 
instructions for subscribers who own Devon 
Energy (DVN) and Anadarko Petroleum 
(APC). On DVN, we sold the Sep. $70 calls 
(DVN110917C70). On APC, we rolled down 
the Sep. $85 calls (APC110917C85) to the 
Oct. $72.5 calls (APC111022C72.5).
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The Countdown to Detonation 
Has Begun

One of Italy’s worst problems is that its 
massive debts are short-term. Almost €397 bil-
lion in Italian bonds need to be rolled over in 
the next 16 months.

Eurozone leaders are caught in a trap. 
Their citizens are furious at Italy’s betrayal, 
and are outraged at the thought of supporting 
Rome further. 

But if the ECB stops buying Italian bonds, 
their rates will skyrocket. Rome will be unable 
to roll them over at reasonable rates… Italian 
bonds will turn into junk… and it’s bye-bye to 
the European banks that own Rome’s existing 
debt.

And there’s no way out, because…

A Full Bailout Is Impossible

According to Gordon Brown, the former 
Prime Minister of the UK, a full bailout will 
require up to €2 trillion (almost $3 trillion).

That’s the equivalent of about $428 for 
every person on planet Earth.

It’s also larger than the Fed’s bailout of the 
sinking US economy two years ago. The Fed’s 
balance sheet exploded up by ‘only’ $1.2 tril-
lion. And that was already an unthinkable 
sum.

Europe needs an even bigger bailout than 
we did. But that’s impossible, for two reasons. 
First of all…

Nobody Has the Money

Eurozone bailouts are one-way flows of 
money, from northern Europe to southern 
Europe.

Although several countries in the north 
have contributed money, the primary finan-
ciers for the bailouts are Europe’s two largest 
economies: France and Germany.

But the wells are running dry. 
France’s economy is grinding to a halt. Its 

sovereign debt is skyrocketing, going from 64 
percent of GDP to 85 percent of GDP in just 
three years.

And the French can’t grow their way out 
of the problem. France’s second quarter GDP 
growth rate was zero.

Small wonder that the ratings agencies are 
threatening to strip France of its AAA credit 
rating.

Germany is little better. Its economy is 
groaning from the previous bailouts. In April, 
May, and June, its GDP rose by a mere 0.1 per-
cent. Its tax revenue is poised to plummet.

So if more bailouts are to occur—if Greece 
and Italy are to be prevented from destroying 
the European banking system—the cash has 
to come from somewhere else.

The only source is the European Central 
Bank. Unfortunately, the one-currency-but-
multiple-nations structure of the Eurozone 
has created…

A Political Nightmare

For obvious reasons, citizens of northern 
Europe are in near-revolt over the thought of 
flushing away trillions of Euros into the eco-
nomic toilet bowls of Greece and Italy.

Imagine the rage of people here in the US, if 
Congress decided to condemn our children and 
grandchildren to perpetual debt slavery, just 
to bail out a country like Mexico or Panama. 
There would be mobs of Tea Party members 
marching on Washington with bullwhips and 
nooses.

A similar thing is happening in Europe. 
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As the hard-working Germans learned of the 
outlandish benefits collected by Greek state 
employees (including over-the-top salaries, 
redundant “jobs” with little responsibility, paid 
one-year sabbaticals, and lifetime employment 
regardless of performance)… 

And as the Austrians discovered the mind-
blowing amount of corruption in southern 
Europe (one study calculated that Greek house-
holds paid a total of €787 million in bribes last 
year: €462 million to civil servants and €325 
million in the private sector)… 

And as the French negotiated a desperately-
needed rescue package for Italy, only to have 
Berlusconi laugh and slap them in the face… 

…The northerners have had enough.
European leaders are desperately trying to 

rally public support for a continent-wide bail-
out. But angry populations in the North want 
nothing to do with it. 

And without public support, the leaders are 
faced with…

An Economic Doomsday

As long as European banks have bonds 
from Italy, Greece, Portugal, etc. on their 
books, they’re horrifyingly vulnerable. If any 
of those countries go down, the banks go down 
with them. 

The banks have their throats exposed for 
as long as they own this debt. But they can’t 
sell it without booking massive losses. And 
they can’t wait for it to mature, because they’d 

be terribly exposed to contagion for the next 
decade or more. 

The only real solution for Europe’s finan-
cial crisis is to refinance the PIIGS debt with 
debt that’s backed by all of Europe. Bankers 
need to convert their soon-to-be-toxic assets 
with stable debt instruments. Any other ‘solu-
tion’ doesn’t solve the problem. 

Two years ago in the US, we escaped a 
similar trap only because the Fed bought toxic 
mortgages at full face value. This was wildly 
unpopular with the public, but the Fed did it 
anyway (and rescued the banking system in 
the process). 

But unlike the Fed, the ECB can’t act on 
its own authority. It must be authorized by its 
members to do this.

And asking the citizens of the North to go 
into massive debt—up to €2 trillion!—for the 
benefit of “Club Med” citizens who are burning 
their own cities to protest the loss of their paid 
beach vacations…. well, that ain’t gonna happen.

On August 16, Nicolas Sarkozy and Angela 
Merkel had an emergency meeting. They dis-
cussed two topics: converting the PIIGS debt 
to Euro-wide debt, and extending the €440 bil-
lion European Financial Stability Facility.

Their answer for both topics: non and nein.
The implications are dire. As the London 

Review of Books wrote, “Merkel and Sarkozy’s 
inaction is a recipe for certain disaster.” Without 
France and Germany, leaders in the IMF and 
European Banking Authority can do nothing. 

Unless France and Germany cave in and 
agree to shoulder a generation-long burden of 
debt for their southern neighbors, debt from 
one or more of the PIIGS will eventually go 
toxic. Market panic will ensure that the others 
go into instant freefall too. 

And then…

European banks  
will start to collapse

The process is starting already. Cracks are 
spreading through Europe’s financial system.

The banks with the largest PIIGS exposure 
are the most vulnerable. And once triggered, a 
collapse can occur literally overnight.

Fatal Flaw

The financial crisis has revealed the fatal 
flaw of the Eurozone. As an economics 

professor explained to Der Spiegel, “The 
euro can’t survive in its current form… at 
its core, it is a bad solution for a nonexis-
tent problem—a political object of prestige 
with massive economic disadvantages… 
The euro can’t survive for long without 
having much more redistribution between 
richer and poorer member countries or 
much more flexible economies. And neither 
of those things is politically feasible.”
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Then, when a bank goes under, whoever 
was a large lender to that bank gets destroyed 
too. That’s how the contagion spreads.

The problem is that it’s impossible to tell 
who the first victims will be. Although some 
debt ownership is publicly disclosed, much of 
it is not. And banks can get hammered even if 
they don’t own any toxic debt themselves. They 
can be destroyed merely because they accepted 
it as collateral.

As fear spreads about the PIIGS—as it 
grows more certain that PIIGS debt is going to 
blow up—European bankers are eyeing each 
other suspiciously. 

Who has the most exposure? Who’s going to 
be blown up? Who’s safe to lend to, and who isn’t?

This is a near-perfect replay of the US 
financial crisis. Just as American bankers 
didn’t know who had junk mortgage securities, 
Europeans don’t know who is the most vulner-
able to a PIIGS collapse. 

And so, to protect themselves, they’re refus-
ing to lend to each other. Just as the American 
bankers did.

Last month, the ECB lent $500 million to 
an undisclosed European bank. This was huge 
news—the financial world was abuzz with 
speculation about which bank it was. 

The ECB is the lender of last resort. Banks 
don’t go to its lending window unless nobody 
else will lend to them. Somebody is having 
serious trouble getting the money they need.

Signs of financial stress are everywhere. 
Currency swap spreads are skyrocketing 
toward 2008 levels. 

Funds parked in the ECB Deposit Facility 
have shot up from less than €5 billion in mid 
June to €145 billion in early August.

(The Deposit Facility is where banks park 
funds that they aren’t lending out. This shows 
that bankers are refusing to lend to each other.)

Also, the Deposit Facility pays a mere 0.75 
percent interest, while interbank rates are 
much higher. Apparently European bankers 
are more worried about the return of their 
money than the return on their money.

And they’re right to do so. French Finance 
Ministry officials have held emergency meet-
ings about interbank lending freezing up. 

Rates on Italian and Spanish sovereign 

debt are rising again. Rome had to cancel a 
sale of longer-term bonds, because nobody 
wanted them.

US money market funds have started to 
dump their European commercial paper. 

And Federal Reserve officials have quietly 
advised their European counterparts that the 
huge liquidity we provided to Europe in 2008 
will not be repeated. Congressional leaders 
told the Fed that this was out of the question. 
Europe is on its own.

Why the Danger is Critical

The freeze-up of short-term lending can 
bring down Europe’s entire financial system.

Just ask any business owner why this is 
true. Business owners know that cash flow is 
critical to business. It does no good to have 
large amounts of ‘receivables’ (money owed 
to you by customers) if you don’t have enough 
cash to pay your bills. In fact, most bankrupt-
cies occur in businesses with highly valuable 
long-term assets (real estate, intellectual prop-
erty, receivables, etc.) that simply ran out of 
short-term cash. 

Businesses ride out short-term cash 
droughts by borrowing money to fill the gaps. 
They do this in the commercial paper markets. 
That’s why there was a wave of business fail-
ures a couple of years ago in the US when com-
mercial paper froze up. The lack of short-term 
cash drove the businesses under, even though 
they were healthy otherwise.

This whole scenario is replaying itself in 
Europe. Banks are businesses too (in effect, 
they buy and sell money). They too need to bor-
row in order to fill short-term gaps in cash flow.

And they too will fold like a house of cards 
if the short-term lending market freezes up… 
which is exactly what is starting to happen.

If interbank lending freezes up hard, Euro-
banks will start to go under immediately. The 
first failures will then contaminate the balance 
sheets of everybody who lent to them, pulling 
down more banks. And so the contagion will 
spread like wildfire through the entire continent.

The markets already smell blood in the 
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water. Bank stocks are getting crushed—not 
only in the PIIGS (where banks are heavily 
exposed to their own nations’ debt), but also 
throughout Europe.

For example, shares of the French financial 
giant Societe Generale SA were chopped in 
half from early July to mid-August.

And if you think this is only a European 
problem, think again, because...

The US Will Be Hammered Too

American banks are horribly exposed to the 
growing European contagion. US banks have 
an estimated $41 billion of direct exposure to 
Greece. And by some estimates, over one-quar-
ter of US lending for the last two years has 
gone to large Euro banks. 

US banks are also entangled in European 
affairs through derivatives. As John Browne of 
Euro Pacific Capital wrote: 

“American banks have a lesser exposure 
to sovereign debt of the European PIIGS, but 
many of these institutions have made healthy 
profits by selling insurance derivatives known 
as credit default swaps to their European coun-
terparts. This is the same strategy that brought 
down insurance behemoth AIG in the wake 
of the 2008 Credit Crunch. Therefore, major 
American banks are far more heavily exposed 
to PIIGS debt than first appears. It’s as if they 
have learned nothing. Even conservative, and 
supposedly bulletproof, money market funds 
have exposure to debt of EU banks.”

What—even US money markets are 
exposed? Yes. Fitch Ratings recently reported 
that the 10 largest US prime money market 
funds have over $375 billion of direct exposure 
to European banks.

In the past, we’ve seen that small crises 
elsewhere can have a massive impact in Amer-
ica. (Remember how Russia’s debt default 
almost destroyed Wall Street?)

Europe’s financial crisis could topple the 
entire global economy, including the US. 

This is the 2007/2008 worldwide financial 
crisis all over again. It’s just being played out 
in slower motion.

How to Prepare

The European crisis has two basic outcomes: 
either the PIIGS get bailed out, or they don’t. 

Although it seems impossible, a bailout 
might still happen. The alternative is a con-
tinent-wide catastrophe for Europe. Thus, 
French and German politicians might still 
convince their populations to accept the lesser 
(but still monstrous) evil of a bailout.

They might even sacrifice their political 
careers and ram through a bailout against 
their citizens’ will. (Even in Europe, political 
courage is rare, but not necessarily dead.)

If a bailout occurs, I expect part of it to be 
spun as a ‘loosening’ of monetary policy, to 
provide a little political cover.

Plus, along with this, a Fed bailout is still 
possible. This would require some creativity at 
the Fed, because Washington would want it be 
done secretly (especially as the 2012 elections 
approach). But again, the alternative is so cat-
astrophic that survival will trump politics.

Whatever their form, bailouts will require 
more government debt and some form of 
money-printing. My target for gold under this 
scenario is $2,400. This would complete the 
first leg of the current gold bull, and set the 
foundation for the next leg up.

If a bailout doesn’t happen, then all bets 
are off. European banks will be toppled in a 
domino chain of collapses, and many will be 
nationalized. The US financial system will be 
subject to severe financial stress.

Under this scenario, gold goes to $3,000 at 
least. We might even see $5,000. 

Earlier I said we could position ourselves to 
profit handsomely, regardless of how the crisis 
plays out. Now you see what I meant. 

Gold is in a unique win/win scenario right 
now. Even mainstream analysts like Jim Cra-
mer are recommending it.

Here in GEA, we’ve ridden gold from $390 
all the way up to $1,900. Even while others 
scoffed, we saw these sorts of problems com-
ing, and we were right.

But there’s still a long way to go. The ongo-
ing financial crisis is entering what could be 
its most dangerous phase yet.

Make sure you protect yourself!
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