So what are you really
worth?
by Richard Cluver
If they could, your employers would generally opt to replace you with
a machine which would work 24 hours a day, never get sick, never go
on strike and never ask for a pay increase.
Best of all, in this country where incompetence or a reluctance to work are not
grounds for dismissal, a machine can simply be unplugged. So the picture below
offers a frightening vision of what a production line of the future will look like…only
this is not the future. The photograph on the left compares the current Landrover
Discovery production line with, on the right, that of the Ford Motor Company a
century ago. Small wonder that a third of the world’s population is out of work.

Well, could a robot replace you? In round numbers, one of those robotic arms in the
picture on the left can be bought for between R400 000 and R600 000 whereas the
median pay for a welder in South Africa is R54 an hour or R103 680 a year working
on the basis of a 40-hour week which adds up to 1920 hours worked in a year. But
note that a robot can theoretically work 8760 hours a year less, perhaps 400 hours a
year for maintenance which implies that the capital cost of one of these machines
could theoretically be met in just over one year if each robot, working no faster than
an average human welder, replaced three and a half men. Small wonder then that

welders and other repetitive skills have all but disappeared from the production lines
of the world.
But could your role be filled by a machine? Yes indeed, pretty well every skills-based
occupation could in theory be replaced by a machine. It is really a matter of cost.
And South African workers are at higher risk of being replaced than their
counterparts in overseas countries because of the simple fact that they are paid
more.
According to the My Wage survey, managers in South Africa earn R 116 per hour,
compared to R 112 in Germany when accounting for the difference in prices. Only
the British and Dutch managers earn more than their South African colleagues
outside of the US. The US manager is the best paid with R 168 per hour.
Professionals earn R 103 per hour in South Africa, compared to R 18 in Zimbabwe
and R 30 in Zambia and R 27 in Russia. In Europe most salaries of professionals are
more according to the South African pay. Italian professionals make R 87 per hour,
Spanish R 91, Dutch R 121 and British R 130. The US professional earns the most
with R 151 per hour.
South African technicians and associate professionals earn about 2/3 of their
European colleagues. For example a South African technician earns R 70 per hour,
while his UK colleague makes R102 and his Dutch compeer R 105. But compared to
his Chinese colleague with R 20, or his Russian colleague with R 24 the South
African worker earns a lot more.
Clerical support workers are the lowest paid for the studied profession groups, but
with R 46 per hour the South African worker is better paid than most of his global
colleagues.
So what is your capital value? Well assuming you are a professional person earning
around the median level of R103 an hour that is equivalent to R214 240 a year, the
capital sum that would produce that income at current interest rates is a fairly modest
R2.35-million. Save that much and invest it and you could declare yourself
redundant.
How to achieve that sum? Well I have argued endlessly that if you can save a tenth
of your income and invest it in blue chip shares you can achieve financial
independence in a surprisingly short time. My graph below illustrates the
performance of the 2011 Prospects Portfolio which, had you followed my Prospects
monthly newsletter you would have been advised which shares to buy and which to
sell to achieve a total return - that is annual portfolio growth together with dividends
reinvested - of 30.94 percent. and in a little over ten years you would have achieved
sufficient capital to provide interest income equal to your professional earnings.

The Surprise at Brexit and
the Social Crisis Behind It
By George Freidman
In looking at Friday’s market decline, it is clear that the investment community was
surprised at the outcome of the referendum in the U.K. What is most surprising is
that they were surprised. There were two competing views of the EU. One view
regarded the European Union as essential to British economic well-being. The other
saw the European Union as a failing institution, and saw Britain being pulled down if
it remained.
The European Union has been caught in long-term stagnation. Eight years after the
financial crisis it is still unable to break out of it. In addition, a large swath of Europe,
especially in the south, is in depression with extremely high unemployment numbers.
An argument could be made that these problems will be solved in the long run and
that Britain should be part of the solution for its own sake. The counterargument is
that if the problems had been soluble they would have been solved years ago.
For a financial community, there is a built-in desire for predictability. It can make
money in good or bad markets and economies. It has trouble making money in
uncertainty. Therefore, the financial community was inherently biased toward Britain
remaining in the EU because it gave them predictability. There was a subconscious
assumption that everyone had the same bias toward maintaining the status quo. This
was not just the view of the global financial community. It was one shared with other
elites – political, journalistic, academic and the rest.
Someone I know, who has many friends in Britain, told me that she didn’t know
anyone who favoured a British exit. That was true. As the graduate of an elite college
she is in touch with similar people around the world. This enclosure has profound
social indications to consider, but in this case it created a psychological barrier to
anticipating what was coming. When everyone you know thinks an idea is rubbish, it
is hard to imagine that there is a majority out there that you haven’t met that doesn’t
share your views.
There was also a sense of contempt for the opponents. The leaders, like UKIP
leader Nigel Farage, were odd from the elite point of view. Their rhetoric was
unseemly. And their followers by and large did not come from the places in London
where the elite did. Their views were not the liberal, transnational views of the
supporters of the EU. They led much narrower, harder lives and did not know the
world as the pro-EU people did. So they were discounted. There was an expectation
that the elite, who had governed Britain for so long, were dealing with an annoyance,
rather than a peaceful rising against them. Thus, in spite of the polls indicating the
election would be extremely close, the “remain” supporters could not believe they
would lose.
The reporters of leading British media were talking to their European and American
counterparts. The politicians were doing the same. And the financial community was
on the phone daily with colleagues around the world. The challenge that was posed

in the U.K. referendum is present in many countries around the world, albeit in
different forms. What has become universal is the dismissive attitudes of the elite to
their challengers. It is difficult for the elite to take seriously that the less educated, the
less sophisticated and the less successful would take control of the situation. The
French Bourbons and the Russian Romanovs had similar contempt for the crowds in
the streets. They dismissed their lack of understanding and inability to act – right to
the moment they burst into the palaces.
The analogy should not be overdone but also should not be dismissed. The distance
between what I will call the technocratic elite and the increasingly displaced lowermiddle and even middle class is becoming one of the major characteristics of our
time. This elite did not expect “leave” to win because it was clear to them that the EU
would work itself out. They didn’t know anyone who disagreed with them – a
measure of how far out of touch they had become with the real world. And above all,
they were dismissive of the kind of people who led their opponents.
Not understanding their own isolation and insularity; not grasping the different world
view of “leave” supporters or that they couldn’t care less if the financial institutions of
the City moved to Frankfurt; not grasping the contempt in which they were held by so
many, the elite believed that “leave” could not win. Hence, they were surprised in
spite of the fact that others, including myself in my book “Flashpoints: The Coming
Crisis in Europe,” had noted all of these trends.
In the end, the financial decline on Friday resulted from the lack of imagination of the
elite. And it is that lack of imagination that led them to believe that the current
situation could continue. That lack of imagination, the fact that the elite had no idea
of what was happening beyond their circle of acquaintances, is a far greater crisis in
the West than whether Britain is in the EU or even if the EU survives. We are living in
a social divide so deep that serious people of good will and a certain class have
never met anyone who wants to leave the EU or who supports blocking Muslim
immigration or perhaps even who will vote for Donald Trump.
A democratic society cannot survive this divide. It occurred in the United States in
the Great Depression, but was smashed by World War II when the young soldiers of
all classes discovered that their lives depended on each other and social class
meant nothing when the artillery opened up. The moderation of the post-war period
had much to do with this experience.
Of course, World War II was unique and hardly the solution to a social problem.
Nevertheless, something dramatic needs to happen. It will, as the situation becomes
increasingly untenable. In the end, the palace doors may be kicked in. Hopefully, it
will be done more politely and without the viciousness of the falls of the Bourbons
and Romanovs.
No one had the right to believe that this couldn’t happen. No one should believe that
it will be confined to Britain. No one should believe that it won’t happen again. The
days when the elite could assert that the EU is going to be just fine in the face of
evidence to the contrary are over.

The EU Capitulates
By George Friedman
Foreign ministers from the European Union’s six founding member states
have issued an extraordinary statement, declaring that they will “recognize
different levels of ambition amongst Member States when it comes to the
project of European integration.” This was a landmark capitulation by the
major European powers, accepting the idea that uniformity across the bloc is
impossible and nations can choose the terms of membership.
The ministers – representing Belgium, France, Germany, Italy, Luxembourg and the
Netherlands – publicly recognized that there is discontent across the bloc. The
statement said that they will “focus our common efforts on those challenges which
can only be addressed by common European answers, while leaving other tasks to
national or regional levels.”
This response to the decision of British voters to leave the bloc marks a profound
change in the EU’s formal goals and could signal a transformation in the EU’s role.
Until today, the EU — and many of its member states’ governments — were formally
committed to boosting integration. From banking regulations to refugee policies to
everyday matters like cellphone fees, Brussels was moving toward greater
interconnectivity and uniformity across the Continent.
On paper, the EU has sought to limit states’ ability to bail out banks, cap fiscal
deficits and set up a quota system for distributing newly arrived refugees, among
other goals. And yet, the failure to respond effectively first to the financial crisis and
then to the refugee crisis gave momentum to nationalist forces. The gap between the
EU’s formal aims and the preferences of some national-level governments has been
widening as a result.
But successive crises and the diverging interests of member states led to fatigue
with Brussels and, in some cases, active opposition to the bloc’s policies. Some
countries, like Hungary and Poland, began to ignore EU rules, with few
consequences. The EU warned countries like Spain and Portugal time and again
over their excessive budget deficits but failed to impose any meaningful
repercussions. European officials, however, ignored growing signals that the bloc’s
formal aims and the realities in member states were growing further apart.
The decision of a major European economy to leave the bloc has led European
leaders to recognize that anti-establishment and anti-EU forces are gaining ground,
and that as a result the bloc could be moving toward irrelevance.
The type of EU today’s statement describes would ultimately reduce the bloc to a
free trade zone. Given Germany’s hyper-dependence on exports, this was an urgent
and desperate retreat to the one thing the Germans had to have: access to the
European market. Germany, more than any other European country, is dependent
on the EU, and its signature on this statement is an attempt to safeguard the
country’s economic interests in the wake of Britain’s decision to leave. With antiestablishment parties gaining ground in Germany, France, Italy and beyond,
incumbent governments are also seeking to appease their voters, who are becoming
more and more skeptical of Brussels.

The statement is thus a capitulation and a
recognition that much of the European public
does not share Brussels’ enthusiasm for
further integration. The EU has accepted that,
if the bloc is to survive, each member will
pursue its own policies and different levels of
integration in the future.

**********************

Thinking the Unthinkable
by John Mauldin
As many of you know, I am in the process of writing a book on what the world
will look like in 20 years. Much of the book is about exciting new technologies,
which I’m convinced will make the world of 2036 far more exciting and
wonderful than it is today. Nobody will want to go back to the good old days of
2016. But the potential wealth humanity can create seems to be
counterbalanced by the amount of wealth that governments and central banks
can destroy.
For the last few years I’ve been talking about the exciting
changes that lie ahead in what I call the Age of Transformation.
Today, we’ll look at the Dark Side of that age. We are going to
talk about government and the wealth destruction that
governments have the potential to unleash. We begin with a
poem:
If buttercups buzz’d after the bee
If boats were on land, churches on sea
If ponies rode men and if grass ate the cows
And cats should be chased into holes by the mouse
If the mamas sold their babies
To the Gypsies for half a crown
If summer were spring
And the other way ‘round
Then all the world would be upside down!
That was an English children’s song from the 1600s and 1700s.
In ages past, it was traditional for a defeated army to walk
through the ranks of the victorious army. It was also traditional
for the losing army to play the song of the victors. When
Cornwallis surrendered for the second time to the Americans,
Washington refused to let the British play an American song, so
they played the children’s song “When the World Was Turned
Upside Down.” At least, that’s what the legends say.

In this case, the losing army was twice as big as the winning army. Most military
strategists assume that you need an army three times the size of the defending army
to attack a well-fortified position. It was unthinkable to the British officers and their
soldiers that they could lose. And Cornwallis might have held out, even with heavy
losses, had he known that just two weeks later General Clinton and the British Navy
would arrive. He would have lost of few thousand soldiers, but the English would
have won the war, and the US would now be Australia, albeit much bigger and
without Vegemite.
Losing was unthinkable to the British, but lose they did; and that is what we are
going to talk about today: thinking the unthinkable.
If I had come on to this stage four years ago and told you, my friends, that we were
going to have 40% of the world’s governmental debt at negative interest rates, $10
trillion on central bank balance sheets, and $10 trillion worth of dollar-denominated
emerging-market debt, and that global GDP growth would average only 2%,
unemployment would be below 5%, and interest rates would be negative in much of
the world and less than 50 basis points in the US, you would have laughed me out of
the room. You would have all hit the unsubscribe button. Today’s world was
unthinkable a mere four to five years ago.
But now, given what has happened and what I think is likely to happen, we have to
start thinking the unthinkable. When I say this, I mean in the next 2–5–10 or 20
years, not next quarter. I have great news for you, too: we are going to get through
this. Yes, we face potentially disastrous problems, but we’ll survive to be better than
ever. Like my friend George Friedman said yesterday, “The world is going to hell…
but we’re okay.”

The Weakest Link
Before we can contemplate what might happen in the future, we have to first
examine what I think of as a global economic chain with a series of weak links. I am
going to argue that there are five major weak links.

The first weak link is Europe and its debt. On average, across the continent, the
debt-to-GDP ratio is about 90%. It is up to 135% and will soon be a 140% in Italy.
Either Europe mutualizes all its debt and Germany says, “Ja, vee vill take it,” or the
debt problem will continue to worsen. If they mutualize, they can put the debt on the
balance sheet of the ECB, and then all the countries of the Eurozone will pinky
swear to balance their budgets in the future, giving up their national sovereignty to
Brussels.

A European treaty is actually what my teenage girls called a pinky swear. They mean
it when they sign those treaties, but the problem is actually adhering to the treaty.
Today you heard Anatole Kaletsky tell us that Europe’s big problem is unfunded
liabilities, and they will have to cut their pensions. Can anybody tell me how loud
French pensioners will scream when their pensions are cut? Or what French farmers
will get up to when their subsidies are cut?
I am suggesting to you that there might be some political problems brewing in
Europe. (We will deal with the implications of Brexit and European cohesion at the
end of the letter.) So Europe is a weak link – but maybe not the weakest. Remember
the Weakest Link TV program? The lady would run through the questions, and then
with that sharp British accent, she would say to a contestant, “You are the weakest
link,” and the player had to walk off in shame. The weakest link could be Europe, but
it could also be China.
Xi Jinping is the most powerful Chinese leader since Deng Xiaoping and will likely be
compared by historians to Mao Zedong and Sun Yat-sen in his importance. He has
taken China by the neck and is wringing it. He has at least five more years left in his
term – and note my use of the words at least. This is a man who has decided, “I am
going to take China into the next century. I have a vision, and we are going to do it.”

To succeed, Xi has to rid the Chinese system of endemic corruption and cronyism
and build a consumer society. The problem is that you don’t create a consumer
society from the top down; you have to do it from the bottom up. I could give you
tons of research on that. It’s a basic economic axiom.

So, China has problems. Their debt has just ballooned. Depending on whom you
want to listen to, 40% to 80% of the last $6 trillion the Chinese borrowed went to pay
interest on the debt they already had. In less polite circles we would call that a Ponzi
scheme.
Now, they do have a lot of money. Yes. Can they print more? Yes. Do they want to
have a New Silk Road? Do they want to be the world’s reserve currency? Do they
want to be the most powerful country in the world? Of course they do. You get into
private conversations with Chinese who are hard-core Chinese, and you can see
their dreams. Their vision is not unlike the spirit of “Manifest Destiny” that moved the
United States westward in the 1800s. We saw ourselves building an empire. The
Chinese see themselves rebuilding their own ancient empire.
You don’t do that on the back of a weak currency – but then we come to the problem
of a strong Chinese currency. Oh, by the way, their debt service is up to 30% of
GDP, but that’s a detail that is mostly overlooked. (Please note more than a hint of
sarcasm.)

Weak link number three is Japan. I have been talking about Japan for years. The line
I coined six years ago is one that everybody tosses around now: “Japan is a bug in
search of a windshield.” Japan is doing exactly what I said it would do in my book
End Game five years ago and in Code Red over two years ago. It will get honorable
mention in the next book.
Japan is monetizing its debt and putting it into the central bank. They are going to
continue doing this at an astounding rate. I shorted the yen when it was at 100. I
should have shorted it when it was at 90, because I was already writing about it then,
but at the time I didn’t have the money or the testosterone. I was a lot happier when
it was at 125 than now when it is back down to 102. One of the things I try to avoid
when I place money with money managers is a “true believer.” A true believer’s
certainties can take you over the cliff. But I must confess to being a true believer
about the ultimate weakness of the yen. I still think 200 is a real possibility. For what
it’s worth, I still have my money exactly where my mouth is. Only now, the cash
value is back to where I started almost 2½ years ago. Oh well… We true believers

are a hardy bunch. By the way, have I introduced you to some of my gold bug
friends? And then there’s the survivalists. Just saying…

The Japanese have placed 30% of their total government debt on the balance sheet
of their central bank. It is going to 70–80% – count on it, says the true believer. That
is a lot of yen to put into the system, and that is what I think drives the ultimate
valuation of the yen.
Emerging markets are the fourth weak link. How do they dig out? They borrowed $10
trillion in dollars that they have to pay back from income earned in their local
currencies. Dollar valuation can create serious problems for their debt. And it
happens at the worst possible time, during a crisis or global recession when the US
dollar is the cleanest dirty shirt in the closet. The value of the dollar will rise at
precisely the time when the profits and tax revenues of the emerging-market
corporations and countries will fall.
Then there is a final weak link – and that is us, the US.
We are the most global, powerful, incredible, fabulous country in the history of the
world. But here is our problem. When we next fall into recession, the deficit explodes
to $1.3 trillion, even if we lose only the revenue we lost last time. If we have to add in
the extra cost of safety nets, it’s $1.5 trillion minimum, plus the almost three quarters
of a trillion dollars of “off-balance-sheet” debt. US total debt will be rising at over $2
trillion per year in short order.

All in, we are adding $2 trillion plus a year to an already huge total national debt. In
five years we could be at $30 trillion debt. We are into 2020 and we are now facing
$30 trillion in debt and people are going, “Whoa, what the hell are we doing?” You
think there is angst today in the Tea Party?
Lacy Hunt is right: debt constrains growth. It constrains nominal GDP; and if we don’t
get nominal GDP, we won’t get wage growth; we won’t get the labour participation
rate up; we’ll get more of the gig economy; we’ll get a recession where we are back
to 8–9–10% unemployment. People are going to be upset. Juan Williams may be
right that Clinton is a shoo-in. That may be the best thing that ever happened to
Republicans, because she will have to figure out what the heck to do, and she has
no clue. Because it doesn’t make any difference which of these links breaks. We are
all connected. The whole chain breaks.
When it breaks, the result is a global recession every bit as serious as the last one;
it’s just different in its causes and effects. But there is a common denominator in
each of the weak links mentioned above: Debt. And I do mean debt with a capital D.
You can’t just wish debt away or declare a jubilee, because there are banks and
pension companies and you and me on the other side of that debt. Somebody owns
that debt, and that somebody is you and I in our pensions, in the insurance we buy,
in the bond funds in our portfolios, in our foundations, our banks, and corporations.
Those bonds silently permeate every part of our lives. Kill them and it all goes pearshaped.
WWTFD
And so then you have to ask the question “WWTFD” – what will the Fed do? Well, I
can tell you what I think they are going to do. The answer actually takes us back to
my seminary days. This is one of the few times my theological education actually
informs my economic views.

Cornelius Van Til was a Dutch theologian who came over to the United States, went
to Princeton, got his PhD, taught at Westminster, and created a philosophical school
called presuppositionalism. He said, if I know what your presuppositions are, if I
know your true core foundational beliefs, I can tell how you are going to act. I can tell
you what your values are; I can tell you who you are. I know how you will ultimately
interpret the Scriptures. Your presuppositions determine how you act and work and
think in the world.
If your presupposition tells you that the Bible says there are four corners of the earth
and therefore the earth must be flat, your presupposition is that the world is flat; and
so if you sail far enough you will fall off the end of the ocean. So you don’t go
exploring. That’s what a presupposition will do. A presupposition does not mean that
you’re right, but it’s what you believe.
What will the Fed do? They are going to pray.

The Fed is not that different, by the way, from the Oral Roberts tent revivals of my
youth. How many of you people went to a tent revival? There are a few of us, okay.
The rest of you won’t admit it. Oral (or pick your favourite evangelist) would stand
there and he would say, “You’ve got to believe!” And you believed.
The Federal Reserve is sitting there and they are reading a book by John Maynard
Keynes called The General Theory Of Monetary Employment, Interest, and Money.
Their core belief, their presupposition, is that consumption is the key driver of the
economy. I want to borrow an idea from David Rosenberg, who says that this is not
the case. He has made the case that the driver of the economy is income. We were
having that discussion in a bar one time, God knows where, and I have never
forgotten it. Maybe his explanation squared with my own presuppositions. Because
for me, that’s it, that’s the truth: income and production are the drivers; they are the
keys. You must have production and entrepreneurship. Keynes was right about
animal spirits, but it is not debt and consumption that drive animal spirits; it is profits
or at least the potential for profits. Income drives the animal spirits. If I borrow money
as an entrepreneur, it is because I think borrowing will help me make more money.
So what are these guys going to do? Their economically religious presupposition is
that deflation is the worst thing in the world. When you become a central banker,
they take you into the back room; they do a DNA swap on you; and you become
genetically, viscerally, aggressively opposed to deflation. You do anything you can to
make sure deflation never happens on your watch. If that means negative rates, you

have to think the unthinkable. If that means more quantitative easing, you keep right
at it: you keep printing. That is what is happening in Europe and Japan, and it’s what
has happened in the US.

Now here is the problem. I am not going to try to take you through this chart, but
basically it shows the Fed’s predictions and what really happened. If we go back for
the last 100 quarters with their predictions, they are zero for 100. It is statistically
impossible to be worse. They have changed their models in three fundamentally
different ways over the last 40 years – and, dear gods, every time it made things
worse, not better.
The Fed has the smartest people in the room, all the PhDs from Stanford and MIT. I
have never met a Fed economist who was not ten times smarter than I am. We’ve
had some on the stage here. I mean, their credentials are intimidating; they drip
knowledge and history. Lacy Hunt is the most intimidating of the former central
bankers I know. I love him, but he is intimidating. He remembers every single paper
he ever read in his entire life, and he can quote from them ad hoc; and he reads
everything, while I read just a little bit.
So what is the Fed going to do? They are going to fight deflation, which is a
corollary, a by-product of a global recession. They will see the Dragon of Deflation,
and like St. George they will set about to slay that dragon. So will every other central
bank. This is not just the Fed; it’s all their fellow central bankers, too.

And now we come to thinking the unthinkable.
Because, whether we land in a Trump world or in a Clinton world, when the Fed is
trying to manage a recession, will the US let the rest of the world devalue against the
dollar? No. We are going to have to think the unthinkable: that the government and
the central bankers of the world’s reserve currency will actually try to manage the
valuation of the dollar down, in ways that will boggle your mind. Quantitative easing
and negative rates are just the beginning. Purposely weakening the dollar may be
the stupidest idea we have ever heard of, and I am mentioning it to you on this stage
because it is unthinkable. Yet it is no more unthinkable than negative rates were four
years ago, or having $10 trillion on central bank balance sheets.
We get into an unthinkable world, and my mind comes back to the Alamo. The “El
Deguello. was a song that was brought from Spain, and General Santa Anna played
it for 13 nights at the Alamo. The translation is roughly “slit throat.” It was the song
your bugler played to announce that you would give no quarter to the vanquished.

For 13 nights, the men in the Alamo heard this song saying, “We are going to kill you
tomorrow,” and for 13 nights 150 men held out against 5000. Eventually they ran out

of bullets, and they fought with knives and swords against bullets. They lost. I think
that emerging markets are like those beleaguered few trying to hold the Alamo.
Emerging-market central banks will eventually lose, too, because they are coming to
a gunfight with a knife.
How do we avoid such a debacle? We have got to do something with the debt.
We may just declare some kind of debt jubilee, which I said above was crazy and
unthinkable. But then again, when our backs are to the wall and we are offered a last
cigarette and a blindfold, we may start thinking about alternatives.
Could we, the major developed countries of the world, all monetize our debts
together – not separately, together – and recognize that we all allowed debt to go too
far? We have to rationalize the whole system. We need to do it in a coordinated
fashion so that no one major country gets an advantage in terms of currency
valuation. It’s a controlled currency war. The smaller, emerging markets will be on
their own. Sadly, that is my attempt at an optimistic approach to thinking the
unthinkable.
I have absolutely zero confidence in any idea I have proposed in the last seven
minutes. But I am telling you that they are all possible. Central banks and their
governments have painted themselves into the mother of all corners, and they are
going to paint themselves into more corners because their belief system and their
presuppositions are fundamentally wrong.
I think they will continue to make the system worse until they have to do something
drastic. At that point the only thing they will be able to do collectively is rationalize the
debt. One country cannot do that without every country doing it, too. One country
doing it alone creates a massive dislocation and a preference for its own currency,
which devalues its currency. Without a collective devaluation, we will have currency
wars that make the ’30s look like a spring picnic. Back then they were at least
devaluing against something: they devalued against gold. Today there is no tether
on our currencies.
So how then do we invest? The problem we have as investors is that there is nothing
we can do except invest in the global markets. That is where we get global growth.
That’s it.
I had this conversation with Harry Markowitz (the Nobel laureate who developed
Modern Portfolio Theory) two months ago. We talked for an hour and a half,
discussing MPT and diversifying portfolios; and my argument was that in the future
diversifying among asset classes will be futile, because correlations will be going to
one in a world turned upside down. In order to actually see performance, I
maintained, we have to diversify among the trading strategies that we use to trade
the asset classes.
You cannot afford to be passive and be long this and short that. That won’t produce
results you will be happy with. But if you diversify among smart traders, you have a
chance to get your assets from here to the other side. Harry just pointed out that
what I was suggesting is still consistent with Modern Portfolio Theory; it’s just a
different way of trading diversified asset classes.
You really do want to get to the other side of what I see as the coming crisis, too,
because on the other side will be one hellacious bull market. Technology is going to

take us to places we have never dreamed of. Three billion people are coming into
the emerging-market middle classes, even if later rather than sooner. It is going to be
a phenomenal world. You have just got to figure out how to get your assets from
here to there.
Look, the Fed models don’t work. Yet for whatever reason, we somehow continue to
accept that the Fed is smart enough to manage the most important price in all the
world, the price of money denominated in the world’s reserve currency. Which is to
say, they manage interest rates, which is basically the price of money. They do this
based upon the models they create, which have never been right. They get nothing
else right, and we think they can get interest rates right? They are going to screw it
up, which is precisely what they have been doing for the past six years. We are in
the beginning stages of the most massive monetary policy mistake in the history of
the world, with the possible exceptions of Weimer Germany and Zimbabwe. But the
implications are far more global now.
I am afraid that the one thing we can count on is that whatever policy the Fed
chooses will be the wrong policy. They believe they can set the price of money and
thereby balance demand and supply. Can anybody name me one instance where
fixed prices worked in the real world, creating a paradise where supply and demand
were balanced? They have manipulated the system and set the wrong price of
money. They have created a world where savers are penalized, companies are paid
to buy their competition rather than compete, and only the participants on Wall Street
are rewarded with appreciation of their assets. My Austrian and monetarist
economics school friends, who predicted inflation from all the QE that we saw, have
actually seen inflation – it has just been in asset prices that benefited Wall Street and
not Main Street.
And it’s not just a US problem. It’s Europe and Japan and anywhere in the world
where interest rates and savers have been repressed.
Unless we see the central bankers of the world reevaluate their religious convictions
about how monetary policy should be run, we are going to enter yet another period
when the unthinkable becomes reality. And to be ready for it, and to potentially profit
from it, you need to begin to think the unthinkable today.
Some Quick Thoughts on Brexit
It is way too early to draw any conclusions about Brexit, other than to talk in terms of
general concepts and feelings, which I will briefly offer, but I promise a later letter
that will go into the implications of Brexit in far more detail, after my researchers and
I have looked at the issues in depth.
1. First, my good friend and fellow writer/thinker Barry Ritholtz reminded me of

the wisdom of screenwriter William Goldman, from a century ago, talking
about the world in which he lived, that “Nobody knows nothing.” If you think
you know how Brexit is going to turn out, you probably have a presupposition
that is clouding your thinking. This is unknown territory. There be dragons out
there, but we have no idea whether they are good dragons or bad dragons. It
depends on which near-future science fiction novel you’re reading. Because
economics is getting ready to turn into science fiction.
2. Cameron resigned. Big shock (note sarcasm). I would have done the same,
because who on God’s green earth would be so insane as to want to go

through the next two years of negotiations with the EU? Talk about a way to
age 20 years in the next two – and that will be the new prime minister’s role.
Whatever the outcome, nobody will appreciate the work. Cameron is young
enough that he can make a comeback if Brexit ends up looking like a bad
decision. If it turns out to be a good decision, well, his daddy is rich and his
ma is good-lookin’, and he can make a lot of well-paid speeches, sit on a lot
of boards, do a lot of consulting, and make a ton of money. There are worse
gigs. Ask Tony Blair. Or Bill Clinton.
3. The next prime minister (if and when they can find somebody masochistic
enough to take the job) will notify the EU of his or her intentions along about
October or November, probably. Then they have two years to negotiate the
exit strategy. This is a classic equilibrium-theory, prisoner’s-dilemma
situation. The longer the British take to come to an agreement with the EU,
the more the other EU members realize they need Britain and its market, not
to mention its monetary and banking prowess. But the longer the British take,
the more uncertainty there is in the market; so the more problematic the
situation becomes for their economy, as businesses have to make a decision
about whether to move to Ireland or to the mainland to have unfettered
access to EU markets.
And the EU would like to immediately punish Britain so that nobody else will want to
leave. But then the United Kingdom just stalls, so it really is pointless for the EU to
bluster and try to take quick action. But waiting allows those who want to call for
referenda in other EU countries to take heart and plunge ahead.
What we will end up with is a massive multiplayer Nash equilibrium-theory game,
whereby all players try to make their least-bad decisions. I want to make it clear:
There are no good decisions that will make everybody happy. This is a divorce, and
it’s pretty rare to see both parties to a divorce walk away totally happy. This is not
going to be one of those rare instances. This is going to be a very ugly, nasty, brutal,
lawyer-riddled, expensive divorce.
Which is why I have to think more about the implications of the process before just
offering a lot of off-the-top-of-my-head comments. This is a game changer. But it’s
just not quite clear yet how the game will be changed.
1. Okay, I see you asking for my reactions. I’m already getting those phone calls

and emails. So, my first reaction is that this is the first domino in a series of
dominoes that will create more referenda and embolden numerous separatist
movements. I saw a poll in which 90% of the Dutch questioned wanted to
have their own referendum. I have no idea what that actually means. What
happens when Italy decides to conduct a referendum? Polar political
opposites like the Lega Norde and the Five-Star Movement (which just
captured the Rome mayoralty) would both generally vote for leaving the EU.
That might constitute a majority in Italy. God knows what the EU would look
like afterwards. Seriously, Brexit might actually precipitate a breakup of the
EU before the debt issue can even go critical again.
2. This European situation is actually becoming as interesting as Game of
Thrones. Forget the Kardashians, this is Reality with a capital R. Fortunes will
be lost and made; every country will have to actually weigh the costs of
staying or going – no more kicking the can down the road. Will Germany

decide to pick up the costs and debts of the rest of the EU? Will Italy willingly
enter into a long-term, deflationary recession, as Greece has done? That is
the price they may pay to stay. Do you release the Krakens, otherwise known
as the ECB and Draghi, to go after individual country debts to the detriment
of Germany and the other northern and more vested nations? Do you
actually think the Dutch or the Finns, not to mention the Austrians, will go
along with such behavior? And do you think the Belgians, who have been on
the verge of breaking up for several decades, can keep their emotions in one
piece, just for the kids? Europeans live in interesting times.
3. Finally, Brexit is going to take some time to play out. From my perspective, it
is not at all clear what the actual financial implications are. I wanted duly
noted that I’m on record as saying many years ago that the pound would go
to parity. Ditto for the euro, which I talked about rising to $1.50 in 2003 and
falling back to a dollar over a few decades. I think we are on track. Those
calls have been better than my Japanese yen call – so far.
4. What does Scotland do? We are already seeing calls from authority figures in
both Scotland and Northern Ireland to hold additional referenda on leaving
the United Kingdom. I think it makes sense for Northern Ireland to join with
their Irish compatriots, which would have them once again back in the EU
and allied with the far more prosperous Ireland. Scotland, on the other hand,
has to decide if it wants to hop from the frying pan into the fire. If I were a
thinking Scot (and are there any other kind? – just ask any Scot you know), I
think I might want to see how the dust settles before I decide which way to
jump.
Those are my personal observations for now. As I think about it, they are fodder for
multiple letters. I have to admit that being a writer on economics and finance today is
more fun than I would’ve ever possibly imagined. Not that what we’re getting ready
to experience is going to be fun, but there’s just so much great material sitting out
there in front of you. The writer in me is just salivating.

