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“Governments Collapse! Austerity is Dead! 
And the Banking System of an 
Entire Continent is on the 
Verge of Meltdown…”

“Greece’s exit from the euro is getting more and more 
certain. This would create a financial shockwave that 
could take down the entire Eurozone—and that’s 
just the first stage of a multiple stage event.

“Officials are focusing on the short-term 
effects of the Greek crisis, but we as investors 
must also consider what happens afterwards. 
There are consequences that few people are 
discussing—consequences that you must consider 
to preserve (and even grow) your wealth!”

“Financial Armageddon!”—in Real Wealth 
#310, that’s how I described the danger 

that Greece and the Eurozone are creating for 
the global economy.

Strong words? Absolutely—but they cap-
ture what I see for the future, if the current 
crisis isn’t averted.

Just as a minor flare-up in the Balkan states 
dragged Europe into World War I, so today 
another Balkan problem might pull the conti-
nent down into a financial implosion that could 
then drag down the global economy as well.

This calamity might still be avoided. But 
time is running out fast, and the list of avail-
able actions is shrinking rapidly.

Not only that, the danger now is worse than 
at any previous stage of this multi-year crisis. Not 
only is Europe in an unprecedented situation…

The world is also more 
vulnerable to a financial shock 

than it’s ever been.

Never before have we seen all the major 
nations of the world in financial peril.

Never before have we seen all the major 
central banks printing money with abandon.

Never before have we seen central bank 
balance sheets skyrocketing, while global 
economies aren’t responding.

Never before have we seen government and 
banking sectors in simultaneous trouble, all 
around the world. With both sectors sinking in 
quicksand, neither side is available to pull the 
other out. 

Never before have we seen so many major 
nations digging deep debt pits for themselves, 
with no realistic way of getting out again for 
perhaps a generation or more.

This is truly the worst financial crisis the 
world has seen since the Great Depression. 

In some ways, it’s even worse. At least 
during the Depression, world governments 
had financial policy tools available.  Today, 
after countless rounds of bailouts, balance 
sheet inflation, Quantitative Easing, TARP, 
toxic paper buyouts, “Operation Twist,” debt 
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restructuring, Long-Term Refinancing Opera-
tions, money printing, etc. etc. etc… there are 
few things left that haven’t been tried already. 

And despite all that’s been done, the major 
global economies are still barely keeping their 
heads above water. So the question every-
body’s asking is…

Now What?

The world’s governments have been heap-
ing up mountains of debt during the ongoing 
crisis. The Fed’s balance sheet has ballooned 
from 6 percent of GDP just three years ago, all 
the way past 17 percent. The Bank of England 
is in a similar state.

The European Central Bank and Bank of 
Japan are even worse. Each has a balance 
sheet at about 30 percent of GDP.

Combined, the balance sheets of just these 
four central banks are more than $10 trillion. 
This alone is a massive danger to the global 
economy. 

First, it represents a level of currency-
debauchery that’s completely unprecedented 
in history. We haven’t seen the full effects of 
it yet, but we will. Second, printing money on 
such a massive scale creates huge speculative 
bubbles. (And we’ve all seen how destructive 
bursting bubbles can be.)

Third, it creates a massive diminishing-
returns effect. To influence the economy even 
slightly, larger and larger floods of money 
must be created.

Fourth, it creates a dangerous money-drug 
effect for the economies involved. Rather than 
strengthening and becoming robust on their 
own, economies become dependent on the arti-
ficial “life support” of easy money. 

Fifth, these gargantuan positions must be 
unwound eventually. What happens to the 
patient once the life-support plug is pulled?

This is especially dangerous 
for the United States.

At the moment, the world’s attention is 
focused on Europe, and rightly so. More on 
this in a moment.

But there’s a longer-term crisis building 
here in the United States. Washington has 
plunged our country into a deep black hole of 
debt, currently at $15.7 trillion.

If there’s a silver lining to the ongoing finan-
cial crisis, it’s that interest rates are literally 
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as low as they can go. (The Fed’s federal funds 
rate—its target for interest rates—currently 
ranges from zero to .25 percent. Yes, just one-
quarter of one percent.)

Remember that the United States has to 
fund its annual $1 trillion deficit by borrowing. 

Currently, it’s borrowing at very low inter-
est rates. Why? Because not only is the Fed 
manipulating rates downward (via “Operation 
Twist” and other methods), the euro is so toxic 
that the dollar looks attractive in comparison, 
regardless of what Washington is doing.

As a result, we aren’t feeling the full weight 
of Washington’s monstrous debt. Not yet, any-
way. Net annual interest payments on the 
debt are “only” $246 billion per year—roughly 
$2,130 per household in the US.

Now let’s look forward into the future. Inter-
est rates can’t stay at today’s levels for much 
longer. Once the immediate crisis is past, rates 
this low would induce runaway hyperinflation.

But with a debt level that’s already at $15.7 
trillion, and growing by about another $1 tril-
lion per year, what will happen when interest 
rates are allowed to rise again? 

Even at “normal” rates of just 4-5 percent, 
the interest payments on the debt would be 
enough to bankrupt the US government.

But the outlook is even worse than this. 
“Normal” doesn’t apply to a government that’s 
running $1 trillion deficits per year.

Once the current crisis is over, how high 
will interest rates have to go, before investors 
will lend to a government that’s already in 
debt by more than 100% of GDP? 

Do you remember how agonizing it was in 
the early 1980s, when rates hit 21 percent? 
Those days might return very soon.

And what would happen to America then is 
an open question.

So much for the intermediate-term outlook for 
the United States. Now back to our main topic…

The Financial Meltdown  
of Europe

We’re seeing something today that’s never 
been seen before: The banking system of an 
entire continent is on the verge of destruction.

Don’t be lulled into a false sense of security 

about this. Don’t think that Europe’s problems 
are “over there” and we’ll be just fine here in 
the US. In today’s interconnected financial 
system, Europe’s problems can become our 
problems literally overnight.

And the scale of the crisis is horrifying. 
The most threatened Eurobanks (includ-
ing Deutsche Bank, Crédit Agricole, Société 
Générale, and a few others) have combined 
assets of $15.7 trillion. That’s more than the 
total assets of the entire US banking system.

The first of several triggers for this crisis is…

Greece bailing out  
of the Euro

A possible Greek exit from the euro—now 
being called the “Grexit”—is being pooh-

As interest rates normalize, interest pay-
ments on the US national debt will sky-

rocket. This will occur at the worst possible 
time for the US: just as the social-benefits 
“demographic bomb” is starting to go off. 

Each year, fewer and fewer workers 
support more and more retirees. 

Social Security and Medicare have 
already turned upside-down. Both pro-
grams pay more in benefits than they 
receive from payroll taxes. Nor does either 
program have any savings to draw upon. 
(The “trust funds” for these programs are 
empty, having been drained by Congress 
as part of a financial shell game. Our gov-
ernment robs its own trust funds and then 
writes IOUs to itself.)

Combined, these two programs alone 
already account for 36 percent of all federal 
spending. This will climb sharply in the 
coming years.

But their combined annual deficits are 
already at $87 billion. Over the next 75 
years, the two programs have a total deficit 
of $63 trillion—more than four times the 
annual GDP of the entire United States!

(Notably, these deficits are not included 
in Washington’s budgets and forecasts. 
Why? Because they would reveal the true 
state of the nation’s finances!)
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poohed by every European leader who can get 
himself in front of a microphone.

When government officials are so adamant 
about denying the possibility of something 
happening, you know two things for sure:

1. They’re scared to death about that event, 
and…

2. That event is almost certainly going to 
happen.

Most commentators are focusing on the 
immediate fallout of a possible Grexit, and 
with good reason. If Greece abandons the euro, 
Europe’s banks will get shellacked. But there’s 
more to the story than this.

First, let’s discuss the immediate effects. 

The first thing that would happen is that 
Greece would revive the drachma (its previous 
currency). This means that wages and prices 
within Greece would be denominated in drach-
mas.

More importantly, the Greek government 
would also want to convert all its euro-denom-
inated debt into drachmas. Inside of Greece, 
this conversion would be smooth. 

External creditors, however, will fight this 
tooth and nail. They understand that the next 
step in this process is a massive devaluation of 
the drachma—and a massive reduction of the 
value repaid to creditors.

Nevertheless, Greece will probably pres-
ent creditors with a horrible choice: get paid in 
drachmas, or don’t get paid at all. 

So if a Grexit occurs, all of Greece’s credi-
tors will take a massive beating.

The exact nature of the beating is still 
uncertain. It’s possible that a full drachma 
conversion won’t actually take place. (Greece 
might use the threat of default to force its lend-
ers to partially forgive the debt, while leaving 
it denominated in euros.) Whatever the final 
outcome, though, Greece would certainly try to 
slash its debt load as much as possible.

And that means that the creditors—includ-
ing some of Europe’s largest banks—would 
take it on the chin. 

One of the more surprising things about 
this whole situation is that nobody knows (yet) 
who the final victims would be. Although this 
crisis has been raging for over a year, Euro-
pean bank officials have been very good at 
stonewalling. It’s widely known that one or 
more major banks would be pushed over the 
brink by a Greek default—but only a handful 
of people know which bank(s) are at risk, and 
their lips are tightly sealed.

Nevertheless, if the Greek ‘debt bomb’ det-
onates, we’ll all find out soon enough which 
banks go down. 

Not only that, we’ll probably also see a 
domino effect throughout Europe. All the 
major banks are tightly entangled in a web of 
interbank lending. If one or two get blown up 
by Greece, their paper goes toxic and infects 
other banks, which then get blown up in turn… 

Portfolio Update
In Update #1317, we issued instruc-

tions for subscribers who had hedged 
SPDR S&P ETF (symbol SPY). We closed 
2 contracts of the June 128 puts (symbol 
SPY120616P128). We had originally bought 
3 contracts, so we kept one and sold two.

In Update #1322, we issued instruc-
tions for subscribers who had hedged 
Total SA (TOT) and Apache Corp. (APA). 
On TOT, we rolled up the short May $50 
puts (TOT120519P50) to the June $50 puts 
(TOT120616P50). On APA, we rolled up 
the short May $90 puts (APA120519P90) to 
the July $90 puts (APA120721P90). 

In Update #1324, we issued instructions 
for subscribers who had hedged Occidental 
Petroleum (OXY) and Anadarko Petroleum 
(APC). On OXY, we rolled up the short May 
$85 puts (OXY120519P85) to the June $85 
puts (OXY120616P85). On APC, we rolled 
up the short May $70 puts (APC120519P70) 
to the June $70 puts (APC120616P70). 

In Update #1326, we noted that during 
the month of May, we took $306 in total 
profits on expired options and hedges.

In Update #1328, we sold the remainder 
of our hedge on SPY. We bought to close the 
June $128 puts (SPY120616P128).

In Update #1330, we hedged the SPDR 
S&P ETF (SPY). We bought the July $136 
puts (SPY120721P136).
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and everybody goes into the toilet together.
So, if Greece leaves the euro, we’ll see the 

ECB (European Central Bank) kick its money-
printing machine into overdrive. If banks can 
be flooded with enough liquidity, then maybe, 
just maybe, they can survive a partial or even 
full default on Greece’s debt.

At the same time, we’ll also see a continent-
wide effort to pressure Greece into retaining 
as much of its debt as possible in its current 
form and amount. 

We’ll probably see some creative measures 
taken, maybe including extensions of the debt 
maturity dates and spreading out the repay-
ments over time. We’ll also see some revisions 
that are in effect defaults, but that can be 
politically spun as “restructuring.”

In any case, once the Greek debt bomb goes 
off, European politicians will do everything 
they can to avoid a banking system collapse. 
They might even succeed, at least for a little 
while.

In fact, with Greece gone, the Eurozone will 
seem more manageable. Some major banks 
will get hammered, and some will probably fail. 
But at least the problem will finally be out in 
the open, and open measures could be taken to 
avert complete disaster. Some of the imploded 
banks will be bailed out, while others will be 
bought out by stronger ones.

But nobody wants to talk about what 
would happen next, because a Grexit would be 
merely…

Step One of a  
Multiple-Step Nightmare

First of all, a Greek default might set off a 
chain-reaction of exploding derivatives across 
Europe first, and then across the UK, US, and 
Japan. 

There are an estimated $50 trillion in 
credit-related derivatives in global markets. A 
substantial portion is based on sovereign debt 
securities—some of which would be destroyed 
by a Greek default.

Nobody knows exactly how bad a Greek 
default would be. The world got a sneak pre-

view of how devastating blown-up derivative 
contracts can be, when the US mortgage mar-
kets imploded in 2008. The fallout from that 
one sector alone almost destroyed the global 
financial system. What will happen when an 
entire nation’s bonds are defaulted upon—
especially a nation that has sold billions of 
euros in bonds to Europe’s largest banks?

And that’s only the short-term danger. Over 
the long-term, we also see…

The Threat No One is 
Discussing

The long-term danger for Europe is that 
Greece not only leaves the euro and repudiates 
(partially or fully) its debt, but that it then 
recovers from its current economic woes.

After resurrecting the drachma, the Greeks 
would start depreciating their currency almost 
immediately. This would make Greek exports 
more competitive. It would also bring in hordes 
of tourists, as the costs of Greek vacations 
plummet.

This influx of capital would not solve 
Greece’s problems overnight, of course. The 
Greeks are in for several years of pain and 
deep suffering before their economy recovers.

But once Greece is cut loose from the euro—
and more importantly, once it cuts loose the 
ball-and-chain of its accumulated debt—I 
think we’ll see the Greeks flourishing in fairly 
short order. 

After all, we’ve seen this scenario before. 
Both Argentina and Iceland suffered major 
currency collapses in recent history. After 
just a couple of (horrible) years, both nations 
rebounded nicely. Today they’re far better off 
than they would have been, if they had tried to 
‘tough it out’ with a failing currency.

The Greeks are no doubt aware of this. The 
rioters in the streets of Athens certainly are. 
Their position is clear: ‘Why wallow in mis-
ery for a generation just to protect creditors 
in France and Germany? Better to cast off the 
manacles, go through a year or two of pain, 
and then be free to chart our own destiny.’

But consider the ramifications for the rest 
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of Europe. If Greece abandons the euro and, 
after some readjusting, is far better off than 
before, that will trigger…

The Disintegration  
of the Eurozone

Because of the immediate danger in Greece, 
most analysts are ignoring the far bigger explo-
sions building in Spain and Italy.

The Spanish economy is in freefall. A col-
lapse in the property market has destroyed 
large amounts of wealth throughout the econ-
omy. Unemployment has hit 24.4 percent. 

Thanks to the real estate market, the Span-
ish banking system is hemorrhaging money. 
The Institute of International Finance recently 
warned that Spanish banks are facing loan 
losses of up to 260 billion euros ($332 billion).

As a result, bank runs are occurring 
with alarming frequency. One of the largest 
occurred at a bank named Bankia, after the 
government took it over. 

(Apparently, the Spanish people doubt the 
solvency of their entire government.)

Meanwhile in Italy, government debt has 
soared by 175 billion euros. Interest rates are 
skyrocketing, and government bond values 
have fallen off a cliff. Even worse, Italian offi-
cials stupidly structured most of their debt 
in short-term bonds. A whopping 406 billion 
euros of government bonds need to be rolled 
over in 2012 and 2013, at a time when nobody 
with any sense would lend to Italy.

Just like in Greece, the governments of 
Spain and Italy have tried to implement 
harsh austerity measures to curb their soar-
ing deficits and turn things around. Just like 
in Greece, it’s far too late for those measures 
to be effective. And just like in Greece, auster-
ity has backfired, and deficits are soaring even 
higher—along with unemployment levels.

Now unrest is growing in both countries. 
The pro-austerity government in Spain got 
thrown out in last November’s election. The 
pro-austerity government in Italy got trounced 
in local elections a couple of weeks ago.

Now imagine what will 
happen in these countries if 
Greece bails out of the euro, 

defaults on its debt, and then 
flourishes as a result.

We’ll see mobs rioting in both countries, 
demanding that their governments also aban-
don the euro and repudiate their debts. Even-
tually, Spanish and Italian officials would 
probably capitulate.

And if those countries renege on their 
debt, the Eurozone’s financial system will be 
destroyed. 

Greece alone is already threatening to 
blow up the European banking system. The 
combined economies of Spain and Italy are 
more than 12 times that of Greece. (Spain has 
the twelfth-largest economy in the world; it’s 
larger than that of Australia, or South Korea, 
or Saudi Arabia. Italy’s is eighth-largest, com-
ing in above Russia and India as well.)

European banks hold an estimated 634 bil-
lion euros in Spanish bonds, and a staggering 
801 billion euros in Italian debt. Combined, 
that’s €1.4 trillion.

As John Browne of Euro Pacific Capital 
wrote last year, Italy’s implosion alone would 
be disastrous: “Its collapse, like the sinking of 
a great ship, could create a vortex that drowns 
Europe’s major banks in red ink.” 

With Spain also in play, it’s hard to imag-
ine how Europe would survive.

Add it all up, and it’s clear that…

You Ain’t Seen Nothin’ Yet

Just last month, the financial bedrock of 
Europe was a widespread commitment to 
austerity and fiscal responsibility. There was 
widespread agreement among creditors and 
debtors alike that austerity programs (cutting 
spending and paying back debt) were the solu-
tions to Europe’s problems.

Today, that foundation has been swept 
away.
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On May 6, Parliamentary elections were 
held in Greece. Pro-austerity leaders failed to 
win a majority. Multiple parties ran on plat-
forms to overthrow the “bailout dictators” and 
reject their “bailout slavery.” 

The next day in Paris, the French govern-
ment fell. Pro-austerity President Nicolas Sar-
kozy was thrown out of office. His replacement 
is rejecting austerity in favor of policies that 
promote “growth.”

Elsewhere, the government of the Nether-
lands (a strong austerity supporter) also col-
lapsed. Even in Germany, Chancellor Merkel’s 
party got spanked in regional elections. 

In a very short time, the winds have shifted 
180 degrees. Austerity is dead. And that was 
the only thing holding back the floodgates of 
liquidity—liquidity that many European offi-
cials now think is their only chance of surviv-
ing this crisis.

If you thought previous rounds of “mone-
tary easing” were large, just wait. Those were 
nothing compared to what’s coming.

Prediction: We’re Going to See 
Europe’s Printing Presses  

Cranked Up to  
Never-Before-Seen Levels

The walking-the-tightrope path between 
hyperinflation on the one hand, and a banking 
collapse on the other, was to keep all the PIIGS 
(Portugal, Ireland, Italy, Greece, and Spain) 
on life support while they turned around their 
economies. Meanwhile, the ECB would prop 
up the banks that owned their bonds. Hope-
fully, the banks would survive long enough for 
the bonds to recover and bring organizational 
balance sheets back into the black.

But as angry mobs riot in European streets 
and pro-austerity governments are thrown out 
of power, this looks like an impossible fantasy.

Europe’s leaders are not blind. They know 
the full scale of this crisis better than we do. 
And they’re fully aware of how precarious their 
situation is.

Until this month, the best hope for sta-
bilizing Europe’s banks was the “Eurobond” 
option—where sovereign bonds from failing 

PIIGS would be replaced by bonds backed up 
by the entire Eurozone. 

But this was never implemented. And now 
that austerity is dead, Eurobonds are impossible.

Today, Europe’s leaders see only one option 
left… 

They’re going to stomp on the 
monetary gas pedal  
as hard as they can.

Europe is headed for an unprecedented 
economic calamity. Unless something drastic 
is done, a continent-wide banking collapse is 
on its way.

So something drastic is underway. Officials 
are frantically trying to re-arrange and restruc-
ture the banks’ holdings of toxic paper from the 
PIIGS. This might be enough to save the banks, 
if Greece doesn’t fully default on its bonds, and 
if Italy and Spain don’t default at all.

But that probably won’t be enough. Thus, 
officials are also preparing for the largest 
amount of “monetary easing” the world has 
ever seen—even larger than the $1.9 trillion 
the Fed has created and pumped into the US 
economy since mid-2008. European leaders 
will flood their banks and economies with as 
much money as necessary to keep the system 
afloat.

They’re giving the world plenty of warning. 
For example, David Miles at the Bank of Eng-
land recently said this:

“The weakness of demand, given the amount 
of spare capacity in the economy, still made a 
strategy of having monetary policy even more 
expansionary the right one.”

And an economist on the Bank of England’s 
monetary policy committee recently said:

“I am here to warn policy makers in the 
United States, Europe, everywhere that we 
cannot take our foot off the pedal. The outlook 
is grim — the right thing to do now is engage 
in more monetary stimulus!”

Of course, more monetary stimulus will be 
devastating for the euro’s value. But it’s better 
to sacrifice the euro than to allow the entire 
Eurozone economy to collapse.
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A Similar Forecast for the US

The US isn’t facing a “solve or die” sover-
eign debt crisis like Europe is. But as I dis-
cussed earlier, we have grave financial dan-
gers of our own.

Unfortunately, the current American polit-
ical climate offers us little hope. We need to 
massively cut waste from the government, 
while raising taxes and increasing revenue. 
But neither political party is willing to do this. 
Regardless of who wins the Presidential elec-
tion in November, it won’t happen. 

This will necessitate kicking the can down 
the road, again and again. And each round of 
can-kicking is usually accompanied by more 
Quantitative Easing from the Fed.

We’re also vulnerable to a nationwide bank-
ing collapse. If the major European banks go 
down, they’ll pull down American banks with 
them—unless the Fed floods our banking sys-
tem with enough liquidity. Oceans of it, in fact.

(Of course, that will just exchange a short-
term capitalization problem for a bigger long-
term debt problem. But that doesn’t change the 
likelihood of more rounds of massive Quantita-
tive Easing from the Fed.)

What if the European crisis is averted? 
Even if the ECB can preserve the banking sys-
tem, the euro will be heavily damaged. This 
will make the dollar relatively stronger. 

A strong dollar means American exports will 
struggle, and US unemployment will rise. To 
reverse this, US officials will weaken the dollar.

So regardless of what happens in Europe, 
we’ll still probably see more floods of dollars 
coming out of the Fed. The question is the 
amount, and timing.

The Final Outcome is  
Still in Doubt

Never before have we seen such ominous 
threats to the entire global financial system. 
This is extremely challenging to us as inves-
tors, because nobody can anticipate the final 
outcome with any level of certainty. 

We might see Europe plunge into a sav-
age deflationary depression, followed shortly 
thereafter by the US. Or we could see both 
sides of the Atlantic swept up in hyperinflation, 
if the Fed and ECB drown their economies in 
liquidity beyond the level that the sovereign-
debt crisis can absorb.

Or we might see something in-between, 
where the West struggles along in a Japan-
style financial malaise for years into the future. 

We need to be prepared for all outcomes. 
A European depression would drive oil prices 
down. Conversely, inflation would drive oil 
and gold prices to the moon. 

As for the in-between scenarios, many of 
them involve currencies being weakened but 
not destroyed. Again, oil and gold could move 
sharply higher.

Then there are possible black swan events. 
One would be Germany leaving the Eurozone. 
(This isn’t as crazy as it sounds—the Germans 
could potentially reap a windfall, repaying 
euro-denominated debt with a stronger, resur-
rected Deutschemark.) Another would be mas-
sive oil supply disruption by Iran.

There are no concrete answers yet. But 
we’re preparing for whatever occurs.

 Now for the Good News

The larger the crisis is, the larger the oppor-
tunity becomes. Whenever there are large los-
ers, there can be equally large winners.

For the moment, I’ve moved the GEA port-
folio into a cautious outlook. We might even 
start shorting oil stocks, something we haven’t 
done on a large scale before. At the same time, 
we’re watching Iran closely, staying ready to 
take advantage if oil prices shoot up.

Looking further out, we have lots of oppor-
tunities. Our unique investing approach in 
GEA has harvested an average annual return 
of 29.1 percent, even through crises like the 
market collapses of 2007/2008. 

So even if financial Armageddon occurs, 
there will still be opportunities, and we’ll still 
be looking to rack up massive profits. Just pay 
attention to my email Updates, and mean-
while, keep your powder dry!
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