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The S&P500 closed June at 919

Year to Date Asset Class Returns

YTD Model
Symbol AssetClass Return Status
PCRIX Commodities 14 52 IN
VGSIX  REIT -11.69 ouT
VFINX  S&P3500 3.21 ouT
VMEXX  Money Market 0.50 IN
VBMFX Bond Index 2.16 ouT
VGTSX  Intern'l Stocks 10.75 ouT
VISV 5m Cap Value 1.36 ouT
VBISX  Short Term Bond 1.70 IN
GOLD Gold 5.30 IN

This month I’ll show what we can expect for the
financial and housing markets over the next three
to five years. This analysis will explain many of
the conflicting interpretations we’re hearing
about the economy. This is not a normal
recession. It’s the result of a systemic banking
system failure and the effects will linger far
longer than people expect.

There have been many such systemic failures
since WWII and there is considerable similarity
in the outcomes and recovery periods. At best,
America will follow the standard pattern. From
the available data we can make predictions and
assess the path for asset classes. The recovery
pattern though may well follow a darker path
because America will lose its reserve currency
status over the next decade.

Furthermore, the world economy must adjust to
the end of cheap petroleum energy and this
constraint will limit growth and has implications
for post-collapse consequences like
unemployment and debt expansion.

For this analysis I'll reference data and five
charts from a paper titled “The Aftermath of
Financial Crisis” by Carmen Reinhart of The
University of Maryland and Kenneth Rogoff of

Harvard University. The full paper can be read
on the Harvard web site. I’ll combine this data
with my own analysis and financial models to
provide an overview of our situation.

Reinhart and Rogoff state that after a banking
system crisis there is a similarity for both
advanced and emerging nations in the percent
and duration of asset market declines.

We can apply the characteristics of these
historical collapses to the United States if we
look at the average declines and the durations of
decline from peak to trough.

Those characteristics are:
1. House prices decline on average by 35%

over sSix years.

Equity prices fall by 55% over three and

one half years.

The unemployment rate rises by 7% over

the pre-crash rate and lasts for four years.

Government debt almost doubles over
three years.

Let’s apply these averages to America and see
how they compare at July 2009. I’ll discuss the
decline percentages and the time durations.

Housing

The average historic house price decline after a
banking crisis is 35% over six years. Nationally,
house prices are down 31% since June 2006 —
the peak of the housing market according to the
Case-Shiller Housing Index as of May 2009.
House prices have declined by more than 35% in
some large cities like Phoenix and Los Angeles
and Tampa. Other cities are approaching the
average rate of decline.

However, in a systemic banking crisis, the
duration of the decline averages 6 years.


http://www.economics.harvard.edu/files/faculty/51_Aftermath.pdf
http://www.economics.harvard.edu/files/faculty/51_Aftermath.pdf
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Peak-to-trough Price Declines (left panel) and Years Duration of Downturn (right panel)
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Adding 6 years to 2006 means the average
housing bottom would occur in June 2012.
Thus, America’s price declines have not yet
reached the average decline in price and we’re
less than three years into the average 6 year
down cycle.

Considering the large wave of mortgage resets
coming in 2010 and the recent rise in mortgage
rates it seems premature to say a housing
recovery is nearby. Its suggests that housing
remains in a downward cycle. Troughs will vary
widely by location but cautious investors should
wait for the price declines to subside nationally.

Commercial real estate is affected greatly by
employment and spending patterns and there’s
no evidence that these criteria are improving.
Thus, suggestions to invest now in REITs may
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also be premature. Office space and commercial
properties remain under severe stress.

TGR Analysis: House prices have not yet
bottomed. n Commercial real estate has not
bottomed.

Equity Prices

On average, stock prices decline by 56% over
3.4 vyears from peak to trough after a
financial/banking crisis.

US stocks prices as measured by the S&P500
peaked in July 2007 at 1550 on a weekly basis.
A 56% decline would mean a low of 682. The
market reached 683 in March 2009. So, looking
at the historical average for price, one could
argue that stock prices have may have seen their
lows. But, look at duration.
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Peak-to-trough Price Declines (left panel) and Years Duration of Downturn (right panel)
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The average duration is 3.4 years before hitting
bottom. That would take us to December 2010.
The average duration means that 1.5 years from
now the lowest price would be reached. The low
has never been reached in only two years except
for Indonesia in 1997. Thus, it’s unlikely that
the low is in for the US stock market.

The TGR stock market timing models shows the
market to be over-priced and I’ve urged caution.

TGR Analysis: Stock prices are at high risk.
My model suggests stock prices are still in a
down trend and could break through the March
2009 low.
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Unemployment

On average, the unemployment rate rises by 7%
over the previous cycle low. US unemployment
bottomed at 4.4% in March 2007. It is presently
9.4%. Add 7% to 4.4% and it indicates an
average cycle peak of 11.4%.

The average duration from trough to peak is 4.8
years. We are only 2.2 years into this cyclical
downturn indicating that joblessness will rise for

2.6 more years.

Only Thailand in 1997 had a terminal duration of
less than 2 years. This indicates more people
will be out of work in the months ahead.
Emerging markets recover faster than developed
countries so we may exceed the 4.8 year average.
If we exclude the Japan experience as an outlier,
we still have a cycle of over 4 years.

~4 o~
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Past Unemployment Cvcles and Banking Crises: Trough-to-peak
Percent Increase in the Unemplovment Rate (left panel) and Years Duration of Downturn (right panel)
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TGR Analysis: Unemployment will rise to at

least 11.4% over the next three years. This will
have a negative impact on commercial real
estate, consumer spending and credit card
defaults.

GDP

The Gross Domestic Product declines on average
by 9.3% over an average of two years. In 2008,
US GDP declined by 6.3%. The rate of decline
has lessened in 2009. Recent talk of “green
shoots” in the economy results from a rise in the
leading economic indicators signaling an end to
the severe contraction phase in GDP.  The
leveling out of GDP appears to be a normal
process and in line with historical averages.
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GDP has the shortest cycle from peak to trough
compared to the other components I’ve
discussed. Keep in mind that the other
components like unemployment and stock prices
have an independent cycle.

TGR has previously stated that an improvement
in the general GDP is not indicative of an
incipient improvement in stock prices. That’s
because profit margins and other components of
the markets must still restructure and adjust to a
new post-crash environment.

TGR Analysis: The major decline in GDP is
behind us and will appear to improve by
Autumn. Beyond that, the future is cloudy at
this time.

~5~
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Past Real Per Capita GDP Cycles and Banking Crises: Peak-to-trough

Percent Decline in Real GDP (left panel) and Years Duration of Downturn (right panel)
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US Public Debt

The chart below is cause for concern. It shows
that, on average, cumulative government debt
almost doubles within three years of a banking
crisis.

An expansion of debt is needed to lift the
economy out of the downdraft. Debt piles up

because of a rapid decline in tax revenues and
massive spending programs.

There’s a big problem here and the official US

debt projections don’t jive with history.
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Cumulative increase in real public debt in the three years
following the banking crisis
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The Congressional Budget Office says the
national debt will almost double to over $20
trillion by 2015 as we spend to prop up the
economy. Yet, historically, to get out of a
banking system crisis the debt must ramp up
much faster. The lowest three year increase from
the chart above is 150%. The average debt
increase is 186% over three years. So, on
average, debt must grow to at least $20 trillion
by only 2011 to get out of the crisis.

This means future debt may be higher than
anyone anticipates.  Without a staggering
increase in debt, the corollary is we won’t be
able to exit the crisis — if America’s experience
tracks the historical average.

The government debt projections also assume an
annual after inflation economic growth rate of
2.6% to 4.6%. Private economists say that’s not
realistic which also indicates a much higher level

200 250 300
of debt ahead since government stimulus will be
required until private sector growth kicks in.

High growth rates are unlikely. The reason is
simple. Oil production is peaking worldwide.
To attain high growth rates requires cheap
energy like we experienced in the past and those
days are over.

To me, the debt chart above is the most
important one Reinhart and Rogoff present in
their paper. The implications of such a debt load
and without the ability to grow the economy
means the debt projections could be quite wrong.

TGR Analysis: The high base level of US debt
presents two problems. One, the US national
debt will grow higher and faster than anyone
now expects. That’s because recovery from the
banking crisis requires a high debt expansion
rate. Two, it will be impossible to expand
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spending fast enough to support a vibrant
recovery.

Even if we can expand debt, oil prices will be a
constraint on economic growth. What does that
imply? Debt will consume our economy unless
spending is cut dramatically and quickly.
Predictions that the US will monetize the debt
are based on concerns about lower forward
growth and higher debt. Some say that escaping
the economic contraction with the dollar intact
may not be possible.

The Treasury and Fed know this so we must
assume they have contingency plans which are
already being deployed. A priority is to reduce
forward risks from health care costs and energy.

High inflation is a bad choice and Treasury
would like to avoid it but it’s inevitable to some
extent. Let’s just say we’ll have controlled
monetization along with higher taxes and a shift
of health care costs from the government to the
individual. The unfunded and rapidly rising
healthcare obligations of Medicare must be dealt
with quickly

Attempts to Mitigate the Debt Explosion by
Cost Shifting

The Obama administration certainly understands
the debt situation they’re in. Obama says it’s not
his fault and that’s true. It is the fault of his
political party and the Republicans.

The debt economy has no future. The
government must reduce spending and raise
revenue or the dollar will collapse. We’re in for
a long period of heavy handed government
control of many areas of the economy. We’ll
hear complaints of Marxism/Fascism and it
might have that feel.

We’re going to have higher taxes in the future.
Earlier this year I predicted they’d tax carbon.
They’re trying now to legislate a cap-and-trade

~8~

bill which will increase energy costs for all of us
and force a move to renewable/alternative
energy. ldeally, it would be about the
environment as much as moving America onto a
path towards sustainable energy. It’s necessary
to re-direct our economy because oil is in
depletion and sending energy dollars overseas is
killing our balance of payments situation.
Opponents think the answer is to drill for more
oil but such short sighted thinking is why our
economy is neck deep in debt and other
problems. This legislation isn’t very honest and a
balanced mix of ideas will be needed for cap-
and-trade to pass. If history is any guide, the
legislation will be perverted with loopholes and
schemes for Wall Street to make money off the
public.

The government must also make big cuts in
government costs. | discussed last month that
the real military budget is 25% higher than
published. The military is certain to be slashed in
the years ahead. Near term, health care is the
biggest priority.

Why is Obama so intent on trying to enact a
national health plan? Why did he recently say
we must have it by 2010? Here’s the math.
1945 + 65 = 2010 The plan has to be approved
fast before the baby boomer generation lines up
for their freebies at age 65.

As | explained last month, Medicare is the big
problem. The present value of future Medicare
entitlements is $42 trillion dollars.

There are two ways to cut the government’s
Medicare debt problem

1. One way is to keep the current system of
private insurance in place. Gut Medicare
and force people to buy insurance.
There’s talk of a VAT tax. They’d just
pile that on top the income tax. Or, they
could force older people to spend down
their assets before getting care or make
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them buy insurance. This amounts to
reneging on the prior health care
promises to the elderly. The private
insurance with taxes approach lets the
costs rise but shifts the problem to the
public from the government. America’s
health care cost per capita is already
twice that of Europe and more taxes in a
recession is fatally regressive.

The other way to cut the health care debt
problem is to reform health care and shift
to a single payer system with aggressive
cost controls. This is the system used
with varying success in Europe and other
countries. Wall Street would lose big and
so would some health professionals but
the public would win big if it was
properly managed. This type of plan
would be very hard to ram through
congress but the payoffs might be
enormous if done well.

Obama is taking a middle path and probably
because he can’t fight the entrenched lobbyists of
the health care industry who generously fund
congressional elections.

He’s also politically vulnerable if he proposes a
government single pay system because there will
be cries of “socialism” from the Republicans.
We have very little time though before the
boomer generation swamps the system.

Obama’s middle path provides the bad combo of
taxes and not addressing rising costs. Someone
has to make an executive decision here and stand
tall because more taxes will kill the citizens and
debt will kill the Treasury. The logical choice is
to cut costs and carefully manage care.

Obama says the status quo is unsustainable.

“Based in part on Obama's proposal,
congressional committees in both the House and
Senate are working feverishly on proposals that
include public health insurance, health-care

"exchanges” and mandates on individuals and
businesses to have and provide coverage. ”

The Obama plan intends to mandate that
everyone has health insurance either private or
purchased from the government. Once the health
plan is in place, they can get rid of Medicare and

force seniors to buy a government plan. The
unemployed, ill, impoverished, and illegal
immigrants will get free health care. Anyone

who can afford to pay will have to do so to
subsidize the system. This plan is a wealth
transfer scheme and does little to abate the
escalation in costs.

This middle path approach means the
government will eventually adopt means testing
or charge a very high health insurance rate to
seniors who have money. Either that or reduce
the level of medical care. What else can they
do? In fact, they can cut costs. There is lots of
fat on the health care pig but it will squeal and
kick.

If costs aren’t cut then the Obama plan will
simply become The Great Looting with rising
costs and increasing premiums and taxes. If you
have money they’ll take it away.

Private health insurance in America is a broken
model. It’s based on the micro economic
principle of an increasing marginal rate of return.
You can make more money selling 10 policies at
$8000 than selling 20 at $3000. Corporate and
union health plans paid the higher rates and
drove up costs for the uninsured whom the
government has to serve in emergency rooms.
The demise of unions and declining corporate
benefits means less people can buy these high
priced policies. More uninsured and people
going onto Medicare means huge costs for
Washington.

Forcing the public onto private plans to feed
Wall Street is not the answer for a surge of


http://www.marketwatch.com/story/obama-health-care-status-quo-unsustainable-2009627101900?siteid=yahoomy
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people approaching age 65 and on fixed
incomes. Health care costs are too high.

Wall Street sees its profits falling as people leave
the workforce and firms cut insurance benefits.
So, they’ve bribed congress to write bad
legislation to force us to buy private insurance.
The government should not be legislating
mandates. Without real reform we’ll have a
balkanized health care system with private firms
looting from people with cash and a government
system paying for the rest of society. That’s not
going to work.

Real Health Care Reform Won’t be Easy

I met this past month with a doctor, a pharmacist
and an emergency room RN to discuss health
care reform. | can summarize the discussion by
saying all agreed costs were out of control.

The doctor agreed that unnecessary medical
procedures are a problem. Some doctors pile on
the procedures to make more money. This is
hard to police because it often looks like they’re
just being thorough. On the other hand, doctors
are very careful for fear of lawsuits and order
some tests to cover their ass. Most doctors work
long hours. The paperwork and associated costs
of running a practice are grueling. There is an
expectation of high income.

The pharmacist worked for a big box store as a
relief man. He rarely works less than 60 hours a
week and doesn’t take his vacation because they
call him incessantly. He stopped taking a lunch
to work because there’s no time to eat it. He
drinks little water on the job because if he’s in
the bathroom the staff pounds on the door
needing questions answered. You try telling an
obese customer with a shopping cart full of
garbage food that they could reduce their
cholesterol drug and high blood pressure pills if
they lost weight and exercised a bit. They get

angry at you and demand the pills. A Wal-Mart
store only makes about $3 per prescription.

The RN told me that in her rural county eight
uninsured  families accounted for 2200
emergency room visits last year. You’re reading
that right. “Oh, my baby coughed last night”.
“My son has a sore back”. They all walk away
with a drug of some kind. Illegal immigrants are
a big burden in many states. The joke is if you
want fast emergency room service show up
wearing a US Border Patrol uniform and watch
the place clear out. The poor and uneducated
have poorer health and are often overwhelmed
with many other problems. They’re forced to
use emergency services. Hospital nurses have
intense workloads and many patients to care for.
Many leave the profession due to burnout.

So, what were some ideas on how we could save
money on health care? First, keep in mind that
part of the escalation in costs is from new
medical procedure and innovations. These ideas
are life saving but expensive. There are core
issues that can be addressed.

e Obama is correct that a national health
plan with people paying a group rate will
save money. Individuals pay about 21%
more than group plan members due to
lower administrative costs for those in a
group.

e Electronic medical records would save
some money and introduce efficiencies.

e There’s a lot of savings available by
terminating expensive and futile last year
of life procedures but that’s untouchable
at this time.

e Robotic systems like those used in some
hospitals could reduce pharmacy staff but
are resisted by state pharmacy boards.

e Off-patent drug prices could be much
lower but the drug firms pay off
competitors to not produce a competitive
generic in America. The same drug can

~10 ~
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be purchased in Mexico for 1/5 to 1/10
the price.

e Protect doctors from expensive lawsuits.
Malpractice cases should be arbitrated by
an independent board of inquiry and
damage awards should be fair and not
arbitrary. Contrary to popular belief, it’s
very hard to win a malpractice suit
against a doctor and very expensive. Get
tough on bad doctors and get rid of them
and lower costs for the good ones.

e A national health plan with salaried
doctors could reduce unnecessary
procedures.

e A single payer system could control costs
for meds and services

e Allow drug imports. Our health system
subsidizes drug prices all over the world
by charging Americans very high prices.
Countries like India have more lenient
drug patent laws that make it easier to
sell generics. The US drug industry
therefore licenses the drugs to India and
sells them far cheaper overseas. They
compensate by charging higher prices in
the US. Allowing Americans to buy
drugs by mail from foreign pharmacies
could cut costs significantly. Presently,
US customs tries to intercept shipments
and destroys them. They also restrict
imports from people walking across the
border from Mexico and Canada and
confiscate anything above the legal limit
of 90 days of personal use.

e Deport illegal immigrants and don’t force
honest citizens to pay for their health
care.

e Increase the use of nurse practitioners
and physician assistants to cut the cost of
care

How much fat is in American health care salaries
and procedures? You have to know it’s bad
when insurance companies will send a patient to
India_for major surgery and pay the airfare.

Knee surgery is one tenth the price in India. A
friend of mine was quoted a price of $24,000 for
dental implants and had it done in Mexico for
$6,600. Needless to say, the standards vary
widely in many countries but some patients
believe the services overseas are actually better.

Greed certainly exists in America’s health care
system. Here’s one I learned about. If you have
dental insurance you generally get free teeth
cleaning. The new thing is for hygienists to say
you have “pockets” around your gums and ask
you to sign a waiver permitting them to do extra
cleaning. They then charge you $60 for an extra
five minutes every time you come in. This gets
them around your insurance plan and adds
revenue. | sat in a dental chair a long time
waiting for a gold crown and three patients in for
a cleaning were told the same “pocket” story and
all signed the waiver.

Getting big cost savings in health care will be
tough. Many in the business make nice profits
off the system. In many countries working as a
doctor is a great paying job without America’s
huge disparity above the average income.

Even Obama’s timid plan will unravel if he
doesn’t fight back. The drug and insurance
lobby and the AMA are carefully opposing it.
As always, big corporate contributors to
congressional elections intend to get their way.
If so, we’ll end up with a free government health
plan for the poor and a very expensive two tier
private/public insurance premium for those with
cash.

If Obama wants to mandate health coverage for
all then he needs to do it right. The best bet is a
single payer system like Medicare for everyone.
There’s downsides like longer waits and stacking
patients for procedures by level of urgency.

So, why will real reform likely fail? You only
have to look at who Obama has as his point man
on health care — Senator Chris Dodd. This is the

~11 ~
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same guy who headed the Senate banking
committee. He blocked attempts at financial
reform and his committee is responsible for a
chunk of our economic calamity. Dodd’s wife
serves on corporate boards of three health care
companies. What a coincidence. This makes it
appear like firms out to influence a politician.

With Dodd calling the shots, the lobbyists know
he will deal them a flush hand. The corporations
now skim 30% off every health dollar spent and
there’s no end in sight. Real health care reform
looks DOA. Fact is, Congress is too corrupt to
reform anything. The American public has no
idea how much the corporate funding (bribery)
of elections is costing us.

The real issue going forward is how the Obama
plan is going to pay for adding 50 million more
people to system plus 20 million illegal
immigrants.

They need to be honest about the program and
state the true costs and their intentions. There is
little in cost containment. Are they going to
require older Americans to pay out of pocket for
Medicare benefits in addition to Medicare B and
D? They don’t say that but how else will they
erase some of the unfunded $42 trillion in future
Medicare obligations. Medicare is going away
and you will be paying a lot more money.

You can sugar coat it but the government plan is
devolving into a dangerous placebo that doesn’t
treat the core problem of cost containment. It
looks to me like a massive give-a-way to Wall
Street. We don’t need a mandated wealth
transfer scheme that forces us to buy insurance
from for-profit companies.

We want the option of having no insurance,
getting sick and losing the house, car and
savings. The government shouldn’t tell us to pay
money to a Wall Street firm with a CEO earning
50 times more than an RN. Many people pay
$8,000 out of pocket for health insurance and

anything that reduces Wall Street’s cut will get
attention. If mandates are non-negotiable then
give a balance of lower costs and managed care
but don’t throw us into the clutches of profiteers.

We need real reform. That doesn’t mean buying
an expensive group plan. Whoopee. Forcing us
to buy insurance means the corporations will get
more health care customers and profits. The
government will get the sick and the poor. The
public will get the bill and higher taxes.

Perhaps the Obama team wants to get the
government single payer option in the door and
then expand it. The public would quickly shift to
the government plan if it has lower premiums.
The private sector understands this and is
lobbying hard. This path is much too slow and
there’s no time to fight skirmishes while the debt
bomb and taxes get ever larger. America’s
system of private insurance is just too expensive
and bloated.

Maybe the compromise plan taking shape will
fail and they can start over. That’s our best
hope. Michigan Congressman Rep. John
Conyers has a single-payer bill, HR 676 that’s
worth looking at. His plan puts everyone on
Medicare and manages costs. Conyers has some
heavy baggage His politician wife was just
convicted of conspiracy to commit bribery and
faces prison time.

The press and citizens need to be more critical of
Obama’s two-tier health care plan. It’s
understandable that political pressures limit his
options but so do taxes and debt. This is no time
for gradual strategies. Without real reform, the
government will be looting your assets to feed
the corporate brontosaurus.  Unfortunately it
looks like many in Congress will not support
reform and are siding with their campaign
contributors.

Listen to the BS Senator Tom Harkin from lowa
is spewing about the impending rip-off.
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“it wi | | ensur e
care for every American. But, just as
important, it will hold down health care costs
by creating a sharp new emphasis on
disease prevention and publ i c

our opportunity to recreate America as a
genuine wellness society — a society that is
focused on prevention, good nutrition,
fitness, and public

Lots of buzzwords but no substance. He says
we’ll save money by emphasizing prevention.
How do you get people to change their ways and
reap the savings? This confirms my suspicion
that the corporations intend to get very, very rich
off the Obama plan. They won’t be cost controls
— just prevention mumbo jumbo.

We spend a staggering $2.3 trillion annually
on health care — 16.5 percent of our GDP
and far more than any other country spends
on health care — yet the World Health
Organization ranks U.S. health care only
37th among nations, on par with Serbia. ....
We spend twice as much per capita on
health care as European countries ”

The English and French smoke more than
Americans and are just as fat. The reason
Europe has lower health care costs is because it’s
a single payer system. Their costs are half ours
because their doctors make a lot less and they
don’t layer on costly procedures and the
corporations can’t skim off 1/3 of the health care
dollars. It has very little to do with prevention —
it has everything to do with expenses. I’'m aware
of the financial problems in Europe and the high
tax rates. Perhaps our ideal of health care for
everyone is incompatible with low costs.

In any event, Harkin is spreading propaganda.
What he’s saying is that nothing will change.
There will be no cost controls; just mandates that
you must have insurance and you must pay and
pay and pay to Wall Street.

access If Aneericaasfare mayind @visel that of Eugopean$ i t vy

and the Euro crowd is healthier it’s because their
system is better run than in America and the
people are getting the intervention they need to

h e atdy tehlthy. My.first priority would be to do it

even better and cheaper. Instead, we get
predictions of big savings from not eating as
many potato chips.

healt h”

The Obama Health Care Plan is a smokescreen
to cover up the switcheroo on Medicare. It will
protect corporate profits by forcibly yoking the
middle class to insurance mandates and bloated
costs. Higher taxes are a certainty. The only
hope now is for the public to reject the new plan
and force change we can believe in.

Massive Reform is Needed to Save America

The health care debate is losing to Wall Street’s
money. Money has corrupted the public sector
and is twisting public policy for the benefit of
the few. You can see this in health care, warfare,
and in public policy decisions relating to prison
systems and the press. All have been co-opted
by moneyed interests to the extent that they now
pose a severe threat to the survival of our nation.
Not just financially but even the moral
underpinnings are rotted out. This phenomenon
is nothing new; similar things have happened to
other nations throughout time. That’s not an
excuse for continuing on this path because those
nations are all long gone having collapsed due to
corruption. It’s why there are revolutions and
financial collapses repeating across the centuries.

Greed and Public Policy Are Old Friends
There are many examples throughout history to
show what happens when greed drives
government policy. Let’s look at another great
empire, England, and the tactics they engaged in.
We now view these actions as evil. It serves to
place the Iraq oil war in context.
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Gold Coast Slavery Trade

The British entered the slave trade business in
1640 and ended it in 1807. For 167 years
England’s private investment firms operated a
lucrative human trade business from the western
coast of Africa. The royal family, prominent
members of parliament and major religious
figures were active investors in the business.
The general public truly had no idea what was
going on as the subject was not discussed
publicly. People in the business referred to it by
the euphemism of The Atlantic Trade.

Over 50% of the British private army newly
situated on the coast died every two years due to
various diseases and worm infestations. Of
course, employees of the private firm were never
told of the mortality rate when they signed up.
Few ever returned to England.

After 1807 England vigorously fought the slave
trade. They’d board ships on the seas and free
the slaves. Why the change? Because the public
anger over slavery changed attitudes of the
government and forced them to behave at a
higher standard.

But, by the 1830’s the English were right back at
it.

Opium Wars
The British East India company held China as a

captive market around 1840. They sold low
value items to the Chinese and imported luxury
goods like fine teas. The Chinese wanted silver
in payment. This led to a trade deficit and forced
the British to buy silver from Europe. In an
attempt to fix their trade imbalance, they forced
the Chinese to cede Hong Kong to them as a port
of trade. They then encouraged the Chinese to
buy opium and addicted over 2 million people.
The Qing Dynasty of China went to war with the
East India Company to end the addiction that
was unraveling their society.

The Chinese lost the opium wars and their
society disintegrated as the British forced the
drug into the public market place.

Meanwhile, nearby in India ....

India Salt Tax

The British taxed salt in India from 1835 to
1946. It was illegal to gather water from the sea
to evaporate out the salt. The public anger over
the tax and mass executions and other injustices
caused massive protests. British public opinion
turned against their government. Outrage led to
the rise of Gandhi and eventual independence in
1948.

Bad Policy Exhausts a Nation

En%land’s empire began contracting in the late
19" century as imperialistic looting became more
difficult and public opinion more informed. By
1900 the Brits were financially exhausted. It
would only take WWI to bankrupt them and their
currency soon lost its status. Ever the
opportunist, the royal family hitched its gilded
carriages to the rising United States and have
enjoyed a nice ride for 100 years. Tattered but
barely humbled I suspect they’d do it all over
again if they could.

America has its flag wavers who excuse any and
all excesses of our government when simple
common sense should be instructive that the
actions are wrong or are likely to lead to failure.
Guys like Glen Beck on Fox hysterically accuse
critics of the wars and the 9/11 “Truthers” of
wanting to destroy America. The truth can’t
destroy us — only wrong actions that corrupt us
can weaken us. In the Internet age, the truth
moves fast and we won’t have decades — more
like months - before the public figures out what’s
going down.

Health care is another case where greed is
defeating good public policy. The wheel of debt
was created by congress and it expanded our gas
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bag economy for thirty years. We could afford
greed because, as debt expanded the economy,
there was always something left for the voters.
Debt is now rolling backwards and is crushing
us. The system will fall much master than it rose.
The troubles have become manifest in our
currency, balance of payments and industrial
base - just like they did for England prior to its
decline.

Dollar and Hyperinflation
A couple notable commentators have stated
recently that US hyperinflation is a certainty.
Others point out that there is no inflation and
holding dollars is the right choice because
deflation is the big danger.

I’ve maintained a different approach. I don’t see
hyperinflation on the near horizon. 1 also agree
with Warren Buffett and see little chance for
deflation. The future will be inflationary at
probably a 5-8% rate for at least a decade and
possibly much longer.

The dollar doesn’t have a credible competitor
and that buys the US some time. Events will
move quickly and it’s a big mistake to think the
status quo will continue.  The enormous
projected deficits are likely to break down the
dollar standard. Higher taxes from the states and
the Obama health plan will burden society. The
standard of living is headed down and fast.

Inflation could come suddenly from dollar
declines and efforts by foreign economies to
hedge their dollar exposure. It doesn’t make
sense to hold all your cash in dollars with risk so
high.

We must not fall into the trap of assuming
hyperinflation or a total dollar collapse is
inevitable. The world’s currencies have value
relative to each other. In a world where no one
uses gold, advantages are ephemeral and can
dissolve quickly due to strategic mistakes. It’s

best to hedge for more than one outcome. Still,
the dollar as the dominant currency has the most
to lose.

Inflation is a much greater risk than deflation due
to the staggering public debt loads around the
world. I’d put the odds of deflation at 10%.
Many nations will be tempted to print money and
that’s why I’ve consistently recommended
owning gold. There’s a long lag before money
printing shows up as significant inflation and it
isn’t likely to hit until 2011.

Caution with Investments

I’'m am quite opposed to all or nothing
investment strategies. I don’t think it’s wise to
put everything into stocks or gold. | recommend
using market timing to invest and simply park
cash in a safe place when the choices aren’t
good.

| was invested in stocks until late 2007 and in
2008 | got out. This is all documented. In 2009,
I’ve been in cash and gold. Bonds and stocks are
very risky at this time.

I know some investors are itching to get back
into stocks but I think that’s a big mistake. | see
over valuation in equities based on my models. 1
believe my analysis of past periods of banking
crisis in this month’s newsletter justifies my
recommendation for patience even if you have
no faith in market timing.

As inflation ramps up slowly, more money will
flow into commodities. At some point we may
have to exit this asset class if it gets too hot. The
investment vehicles like pcrix and the ETFs like
DBC are derivatives. For that reason, | prefer
gold and the gold ETFs because they are real
bullion. The major problem with derivatives is
they could suffer from a failure to deliver during
a speculative phase. They are a bet on prices in
the futures market and don’t really own any
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physical product. We’re nowhere near that now
but it’s something to keep in mind.

Summary

The official recession will likely end by late
summer as a result of trillions in debt spending.
But, historical data shows that America’s
banking collapse will be prolonged and the
consequences are not good for stocks,
unemployment, real estate and attempts to
control debt. The system will slip again and the
debt will be much higher. The day of reckoning
is ahead for debt and the dollar.

The Obama health care plan appears poised to
morph into a looting operation that shifts costs
onto the public and shifts dollars from taxpayers
to Wall Street. We are witnessing a corrupt
government trying to preserve itself at the
expense of its citizens. There is no will to do the
right thing.

Corporate interests are driving public policy and
weakening the State. There’s little hope of
controlling debt and spending with Congress
corrupted by campaign dollars. Politicians in
charge of health care reform have family
members profiting from their position and are
heavily influenced by campaign contributions.
Legislators craft laws with the help of lobbyists.
Once out of office, they slide into industry jobs.
How can a system like this reform anything or
do good for the public.

The press in America has lost the will to tell the
truth and to stand in the way of ruthless power.
Thus, the news spreads on the Internet via
bloggers and this has become the forum for
public discussion. It’s a quiet revolution. The
quality of information is increasing and usurping
the traditional news media.

Investment assets should be dollar hedged by
more than half. The American financial system

is dying of debt. The diseased military-industrial
partnership is spitting up blood.

Stocks are over-priced. The level of pricing
indicates some government meddling in the
equity markets. This is hard to prove and
actually irrelevant to me. My models are used to
avoid steep losses and nothing the government
does would induce me to chase bad valuations.
Corporate profits are in the tank. The forward
PE ratio is 30 — dangerous.

US long bonds are not a good investment
considering the threat of dollar declines, inflation
and currency debasement.

At this time, it’s best to just wait. A mix of
gold/commaodities, a basket of foreign currencies
(perhaps merkx) and cash is a safer way to loiter
until the path is clearer. Some options for
holding cash in dollars are money market funds
and mutual funds with short bond durations like
vfstx, vbisx and vfiix.

Considering the future level of government
taxation, health care costs and the dollar, it might
be wise to hold more physical gold as invisible
insurance. The deflationists think gold will fall.
That argument is only credible if the dollar rises
in purchasing power. Deflation is illusory and is
merely industrial over-capacity holding prices
down short term.  The monetary danger
continues to grow. If the dollar falls or loses its
reserve status, gold will rise. The US central
bank can try to suppress gold through bullion
sales but China will buy any large blocks that hit
the market.

The US government needs inflation to drive
down the effective cost of its massive debt. And,
my analysis in this report shows that debt
expansion is likely to grow faster than most
expect. Because our public debt has a duration of
only two years, they will keep the Federal Funds
Rate (short term rates) below the level of
inflation to dissipate the debt load. This steals
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from the public because the cautious investor
can’t get a positive rate of return. Gold always
does well in that situation — more accurately, it
doesn’t suffer large declines. That’s important
knowledge and a sound rational for owning gold
while waiting for the inflationary surge to hit the
shore.

If you look at some major factors that destroy
empires they’re all here right now; military over
expansion, money printing, debt, confiscatory
taxation, public corruption and, very important, a
rising world economic counterweight that may
soon offer an option to holding the dominant and
sliding currency. In the short term, events are
confusing and contradicting but the ten year
trends in gold, the dollar, China, trade, and war
point to the future.

Q&A.

Q. [A subscriber took me to task for some recent
statements. —tg]

Your witting has taken on much more of a
panicky and emotional tone recently, and
panicked people make poor investment
decisions. | actually agree with most of your
conclusions, but a few things jump out that make
it seem like emotion rather than analysis is ruling
the day. Things like: “[On healthcare] Someone
has to pay for the unemployed and the crack
heads and the illegal immigrants. .... Someone
has to pay for the “transgendered” to Qet their
makeover operations ... The Obama health care
plan will resurrect economic Marxism”

[On government takeovers of industry] “Obama
will take over GM and is asking for authority to
take over the major insurers as they go broke.
Once in control, the jobs will go to favored
special interest groups and the high paid
leadership posts will go to cronies. When
Obama controls the insurers and pension funds,
he can direct their investment dollars to support
his social agenda”.

if McCain had won the election, ... the
fundamental economic policy would be the
same, and we would be looking at the same
investment landscape

When people slip into analysis based on what
they imagine is going on inside someone else's
head and even begin to presume knowledge of
their unstated goals and agendas, they have
crossed the line into fantasy.

A. Some of your criticism is quite justified. The
transgendered statement was out of line.

| do think our government's inability to make the
incremental right decisions all along has brought
us to this point. You're right that any president
would face the same mess. Obama thinks he
must prop up employment (GM) and the
financial system (C, BAC, etc). We have
billions going down these money pits and then
he adds on his health care plan.

Would events unfold the same under McCain?
Obama is a different type of leader on
international diplomacy. Domestically, | doubt
McCain would have the same agenda and it
might have been worse.

We have an economy that needs to contract - a
lot. Feeding it billions and propping up firms
that will never survive does what for us?

Unfortunately, the government will eventually
take over large pension funds and insurers before
this ends. The health care system will be bloated
and special interest groups and constituencies
will have influence. | worked in the public
sector for some years as an auditor - they have
different criteria for making decisions. When the
government pays the bills things get politicized.
For example, they’re talking of taxing health
care benefits but union members will be
explicitly excluded from the tax. I ‘d call that
getting politicized!! I get into Obama’s head
because you can’t always believe what a
politician says and have to decipher his words
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based on the operating environment. Based on
the events of the last month, I'd say my
intuitions on the Obama health plan are coming
to pass.

Finance and health care are huge components of
the economy. Look at the trend. Aspects of
these industries will gradually be socialized and
government will increasingly call the shots. This
will ripple through to drug firms and medical
device manufacturers. How could it not.

They're monetizing debt, setting artificial rates
on the short end and managing mortgage terms.
They're intervening in the stock market and
printing money. And, they are asking for
authority to expand their takeovers of firms.

"The Obama administration is considering
asking Congress to give the Treasury secretary
unprecedented powers to initiate the seizure of
non-bank financial companies, such as large
insurers, investment firms and hedge funds,
whose collapse would damage the broader
economy, according to an administration
document." -
http://www.washingtonpost.com/wp-
dyn/content/article/2009/03/23/AR20090323028
30.html

Fear is a legitimate emotion. A year or two ago,
I could afford to take a longer view. Now things
are moving very quickly.  Confidence in
America is in decline. As it continues the risk of
the unexpected increases. There's risk in being
passive. For investors, time is running short and
there is an urgent need to hedge for a possible
dollar decline. Longer term people need to
protect assets from higher taxes That's exactly
the tone | want to convey.

That said, | have to be more careful on
expressing myself in these reports. | need to be
careful with my editing and present a thoughtful
tone and not make personal attacks. Your
criticism is valid and very helpful.

Q. Here's a continuing conversation on TIPS.
I'm looking to take profits and reposition the
funds in the near future. What do you think
about Mr. Simons' assertion that it's time to
look at REITS?

Howard Simons
TIPS And Commodities
6/4/2009 12:38 PM EDT

TIPS have a couple of drawbacks in the current
environment. As they are insurance against
inflation, their price should and does reflect
current inflation expectations. Otherwise, the
TIPS seller is under pricing the insurance. As a
result, the total return on TIPS gets arbitraged
back to those of nominal Treasuries. | wrote
about this in December 2006.

Second, as the principal accrual on TIPS is
taxed, any increase in tax rates will result in a
lower after-tax return. As | do not think

tax rates are going lower, I do not like TIPS in
taxable accounts for this reason.

Third, TIPS are bonds. If interest rates rise, you
are exposed to an offsetting capital loss unless
you hold these to maturity and an opportunity
cost if you do.

Headline CPI will exceed core CPI. | suggest
you stop buying food and energy; disregard this
advice at your peril.

As commodities themselves are a hard-to-access
and hard-to-manage investment and have
surprisingly weak and unstable relationships to
inflation, 1 would avoid these ersatz instruments.
You want instruments whose cash flows have a
potential to float higher and whose costs are
fixed. As bad as REITs have been hammered,
they fit this bill going forward.

A. TD’ve mentioned that TIPS only offer
protection against rising inflation and not rising
rates. However, rising rates are usually a result
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of rising inflation. The only real risk is if rates
rise due to default fears and not inflation fears.

He dislikes commodities and says they don't
correlate with inflation well. Actually, they are a
good hedge but usually precede moves up in
headline CPI. | like commodities as a good
hedge against the dollar regardless of domestic
inflation.

You know the dollar is becoming an issue when
you read stories like this: Northwestern Mutual
Life Insurance Co., the third-largest U.S. life
insurer by 2008 sales, has bought gold for the
first _time the company’s 152-year history to
hedge against further asset declines

The commercial real estate market is not
improving but the yield on reits is quite good -
Vanguard's fund is around 9%,

My model indicates stocks are in a speculative
phase and reits are stocks, albeit a hybrid. On a
purely momentum basis reits look to be in an
uptrend plus they have the nice yield.

The stocks indexes are too high and if they fall
reits will feel it. They've tracked stocks closely
recently.
http://finance.yahoo.com/q/bc?t=1y&s=VGSIX
&l=0n&z=m&ag=I&c=vfinx

I can't say Mr. Simons is wrong. His reasoning
on reits is valid but | believe the timing is
off. For me, I'd buy reits after the next leg
down in stocks. | guess it all comes down to
one's viewpoint on the stock market. | smell a
rat and am staying away. Plus my model says
stocks are in a danger zone.

The information in this month’s report on real
estate taking a long time to bottom after a
banking crisis is another reason to be cautious on
REITs.

Q. | had a couple of questions unrelated to the
latest report | wanted to ask you:

1. You always stressed the importance of having
a well-diversified portfolio and your models
target global trends, rather than short-term
market fluctuations. This essentially disarms
those who could call you a market-timer, even
though you do use the phrase "market timing" on
your Web site.

When you issue a buy signal, whether that is an
actual alert or a buying suggestion for assets not
covered by a model (like the recent advice
regarding commodities), do you imply a specific
size of the purchase (gradual or one-time) based
on the target % share of this asset in the portfolio
or the overweight purchase can be done to seize
the trend opportunity with the goal of selling part
of the asset later after its share grows to some
extent in order to get to the planned allocation?

Specifically, if for example, | plan to have 10%
in DBC and you post a buy recommendation,
would it be sensible to overweight DBC up to,
say, 15-20% and sell the excess 5-10% later
when it peaks?

2. You probably heard about the idea of
Permanent Portfolio invented by Harry Browne.
There is a mutual fund (PRPFX) built on
Browne's ideas, in fact he served as an advisor
for the fund for quite awhile. PRPFX is an active
fund and it's allocation deviated from the original
PP allocation, but my question is not about the
fund, it's more generic. PP approach is based on
global market trends, I'd say, seasons, and |
should say in terms of asset allocation approach
your portfolio and PP definitely have similar
points, the biggest of which is stressing the
importance of including gold.

| think PP is a pretty reasonable passive
approach for "buy-and-hold™ investors, whereas
your approach suits those who is willing to learn
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and be more proactive in their portfolio
management. | would be very interested to hear
your opinion about PP approach and whether
think it deserves consideration for passive
investors.

A. When | suggest an asset class, it's to be held
as a % of a balanced portfolio. In my book |
have a portfolio with a 20% allocation to
commodities. | think more than 20% is too
high. The only exception is holding a core gold
position which | define as distinct from the rest
of the portfolio. The % in gold is up to the
investor. If a person has a large gold position,
it's not wise to also hold a lot of commodities
because the two are correlated. Gold is distinct
because it's alternative money. It held up quite
well as commodities went down hard in 2008.

The balance of investable assets not in an asset
class should be in short term bonds/cash. This
can be a MM, CDs, oreven in a balanced
currency fund like merkx or short duration
bonds.

I like PRPFX a lot!! It's changed since Browne
first recommended it years ago and now holds a
higher % in stocks but those are weighted
towards energy and commodity stocks. It's a
very good fund. It was slammed in 2008 along
with everything else but did better than most.

I manage my personal assets with market timing
but watch things closely. I'm better off now than
in 2007 having avoided most of the '08 carnage.
For someone who wants peace of mind and
doesn't want to watch things too closely, prpfx is
a very good choice.

As for overweighting, it's up to the investor.
Holding a higher % but cutting back to the
neutral allocation later is a time proven way to
take advantage of trends - if you're right on the
trend.

Q. Isee in your June 1 newsletter where you are
invested in PCRIX. | would like to purchase a
commodity fund but I'm new to investing so |
have questions about the mechanics of how to
purchase the funds.

Just as a note, the funds | now have are in Roth
IRAs through T. Rowe Price. | also have a
401(k) .... I don't think PCRIX is available to
me. | do not have a brokerage account
anywhere, but looking at T. Rowe Price, PCRDX
is available with an IRA account minimum of
$1000. However an online trade is $19.95 and a
$30 annual account maintenance fee seems too
much for the small amount ($1000) | can
allocate.

| looked at ING Sharebuilder but PCRDX isn't
available. Are there any discount brokerages
where it would be available?

If I went directly through
http://www.allianzinvestors.com | would have to
pick the class of share | want to purchase. At
this point my head starts to swim. Would | go
with A Class with the large sales load?

A. PCRDX is mostly the same as pcrix but with
a slight fee difference and lower entry amount.
PCRIX is often a pooled type account allowing
entry for very small investments if done through
places like Vanguard. They charge a one-time
fee of about $12 to buy/sell it.

Most mutual funds now offer a "funds network"
that lets you buy other funds through them. All
the big funds use it and I'll bet Price does too.

Other than employer sponsored plans, you
should be able to move your money to any fund
or brokerage firm you want. | don't like those
huge "share class" load fees to buy a fund.
Sadly, many employer sponsored plans are
linked to firms with big fees and your options are
limited. Personally, | would never even
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contribute to such a plan except to get the
employer match if any.

If you have a brokerage account, you can buy an
ETF like DBC or an ETN like RJI. The cost to
you would be under $20 with no annual
maintenance fee. It's like buying a stock. When
cost is the main criteria, that's the cheapest way
to go.

I don’t provide personal investment advice.
Questions on finding good investment vehicles is
why busy people use a non-commission financial
advisor. They can also give good advice on
positioning assets in various retirement plans.
Over an investment lifetime they can save you a
lot of money just in avoiding mistakes.
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