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Once to every man and nation, comes the moment to decide,
In the strife of truth with falsehood, for the good or evil side;
Some great cause, some great decision, offering each the bloom or blight,
And the choice goes by forever, *twixt that darkness and that light.
— James Lowell, 1845

God grant me the serenity to accept the things I cannot change, the courage to change the
things I can, and the wisdom to know the difference.
— Reinhold Niehbuhr

“Happy New Year. We enter 2012 with a great deal of hope, but our hopes are not for
more bailouts, or money printing, or any of the myriad policies that investors seem to hope will
save bad investments and sustain elevated valuations. Instead, our hope is that in 2012, the
market will finally "clear," in the sense that bad debt around the world will be recognized as bad
and restructured, that overleveraged financials will be taken into receivership instead of forcing
austerity on every corner of the global economy in order to make them flush again, that rates of
return will rise enough to compensate and encourage saving — and high enough to encourage
borrowers and other users of capital to allocate the funds productively. Of course, in order to
restructure bad debt, someone has to accept a loss. In order for rates of return to rise, valuations
must decline. In short, our hope is for events that will unchain the global economy from an
irresponsible past and open the gates toward a prosperous future. Maybe that is too hopeful, but
we are not entirely convinced that bailouts and ‘big bazooka’ will be as easily procured in the
vear ahead as a confused public has allowed in recent years.”

— John P. Hussman, Ph.D. (hussmanfunds.com)

2012 will the year that the consequences of the choices made by nations of the so-called
developed world will begin to truly manifest themselves in the economic realm. We are in the
closing chapters of the current Debt Supercycle, with different countries strewn out along the
path, some at more advanced stages than others but all headed for a destination that will force
major decisions if politically painful actions are not taken. The longer that process takes, the
fewer options that are available and the more painful the outcomes. Some countries (think
Greece, et al.) have a choice between dire economic circumstances and disastrous. The option for
merely difficult choices was passed long ago, and the rules are such that there is no going back to
where you started without a different but equally painful outcome.



This is the time of year I think about the future, and foolishly opt to make predictions.
This year I have decided to be especially foolish and to think about the next five years, especially
for the US. Why five? Because I think by then the consequences of our past and immediate
future choices will have been realized, the “reset button” as it were will have been pushed, and
the economies of the developed world will be ready to move on to a brighter future. The question
is, from what level will that new upward journey begin? It will be very different for different
countries, depending on the paths they choose.

Let me presage my thoughts. Most countries are being faced with dual choices, which
differ according to their own particulars, but all deal with what to do about the need to
deleverage, both in the public and private sectors. The end of the Debt Supercycle is a tectonic
plate shift of massive global economic proportions, unlike anything the world has seen for 70-80
years. It will cause all sorts of economic earthquakes, tsunamis, and volcanoes. While the
choices each country makes are their own, the consequences of their choices will have a much
larger effect upon the world, as global interconnectedness has landed us in a world where
isolating the impact of a problematic country is no longer possible. The need for global
cooperation is most paramount at a time when politicians will be more and more restrained by
the exigencies of their local problems and voter angst.

Jumping ahead and, by way of example, taking a peek at the Greek newspapers, one
would not think that the current Greek crisis is at root a problem of their own making. The
culprits are those nasty Germans. Political cartoons depict Germans as saying they have finally
won WW2. Not exactly the climate in which Greek politicians are able to make calm decisions
or explain the need to accept a great deal of pain. And the German editorials and columns are
awash with the question of why Germans should work longer and harder to pay for Greek
retirements and “lavish” benefits while Greeks don’t pay their own taxes.

But choices must be made to proactively deal with the problems, or have the market force
a severe solution. It is not a choice between pain or no pain, but exactly which pain do we prefer
and how much? And anesthetics are not available on the pain menu. This is pain that will be felt
from head to toe of the various national economic bodies, worldwide.

The US, Europe (including most of Eastern Europe), Japan (a bug which will soon find
that windshield!), and even (especially) China must all deal with the problems that come with
deleveraging. To fully understand the nature of the choices and their consequences, we are going
to start somewhat far afield with some thoughts about choices and path dependence, then look
back at history to see if we can get some clues about what deleveraging looks like (warning: it is
not pretty), then examine the choices faced by specific countries and make some guesses as to
outcomes, where possible.

I should note that in spite of the rather dark tone of this introduction, I remain an
unabashed long-term optimist. History shows that these periods end and new periods of growth
and prosperity emerge. While for the moment the situation is stressful, the trick for individuals is
to make the best possible choices, given the circumstances, with a view to that moment in the
future when risk will once again be something to be wooed and willingly accepted, rather than
avoided as much as possible. For nations, it is preferable to make the choices that will bring



about a new equilibrium, even if doing so requires some pain. The longer that difficult choices
are avoided, the greater the pain will be when the choices are either taken or forced upon us.

That being said, so many choices are made by people and nations who happily blunder
forward into what proves to be a disaster, swept along by the tides of emotion and
rationalization, thinking that by avoiding the consequences of the real problems, things will
somehow turn out OK. I am reminded of the times when I told my children to clean their rooms
before they went out to play, and was cheerfully told, “I did,” as they poured out the door, only
to have Dad find that they’d stuffed all the detritus that was on their floors into the closets,
drawers, and under the bed. The appearance is that there is order and calm, while in the shadows
and cubbyholes lurks the sad reality.

To be able to make wise choices means understanding and dealing with the real
problems and not just the symptoms. In the US, the old joke was that doctors routinely told their
patients to “Take two aspirin and see me in the morning” (which simply shows that I am old
enough to remember an era when everyone had their doctor’s home phone). And that was often
the best advice, as most things do eventually take care of themselves, one way or another.

But if you are lying in a ditch bleeding on the side of the road, you need more than
aspirin. The European interbank credit markets are screaming that the system is at risk of a
cataclysmic failure. Think Bear Stearns and Lehman. On steroids. We are rapidly coming to the
point where we can no longer stuff the dirty clothes and toys under the bed. There is no more
room. We are going to be forced to actually deal with the mess. That means that we will have to
put “playtime” off for a little bit, but Mr. Market is going to stand over us and force us to clean
the room. Better to get on with it.

The Consequences of Path Dependency

Breathes there a parent who has not lectured his teenage children on the consequences of
making good and bad choices? Who has not tried to help them learn to figure out their own path
in life?

We make choices every day. What do we eat? What color shirt today? Do we take a new
job, or ask for a raise? Almost everything is a choice or the result of a previous choice. There are
whole genres of academic literature on choices and what drives us human beings to choose and
do the things we do. Behavioral psychology and in particular behavioral economics is a topic oft
discussed in this letter. But today I want to briefly focus on what might be thought of as the
opposite of behavioral studies, and that is path dependency. These are not the choices that we
think we make or that we would like to make, but the limited choices we have because of past
choices and circumstances.

The classic studies of path dependence try to explain how the set of decisions one faces
for any given circumstance is limited by the decisions one has made in the past, even though past
circumstances may no longer be relevant. (I would encourage those interested to Google “path
dependence” and spend an afternoon [or night] reading some of the research.) But now, let me
dismay the academics among my readers and resort to anecdotes and analogies to set the stage



for our analysis of the end of the Debt Supercycle and to open a view on what awaits us as we
journey down that path.

There are several different types of path dependency. The simplest analogy is that we go
down a path, come to a fork in the road, choose one direction, and go down that path until we are
presented with another fork. If we decide we don’t like that path we can always go back to some
previous fork and take another path. Our only loss is the time we took and the energy (or money)
we spent on that path, while we did gain some knowledge of the path we left, even if we
ultimately decided not to go on.

How many of us went to school to study one topic and perhaps even got a degree that we
now don’t use? Or started all over again in a different course of study? How often do voters elect
a different group of politicians, hoping for change or a new direction, only for a majority to
become disenchanted with the changes and opt for yet another change, or go back to the old
political party? We fall in love with a stock or investment and then lose that love over time, and
either stick it out or find a newer, more interesting investment.

We can’t change the past, but we often tell ourselves that we can change things back if
we want to — we can always turn around and try again, we assure ourselves.

Often there are things that are somewhat in our control. We can change. We can decide to
eat healthy and exercise, or to change careers if we are unhappy. Sometimes those changes are
positive and sometimes we act, even though the new path is not an easy one or one that makes
everyone else happy.

There’s No Going Back

The problem is that there is another type of path, one that we cannot retrace. After we
choose that sort of path, the way back is blocked, and we must go on dealing with the
consequences of our chosen path. We may come to forks in the road and vary our directions on
the path, but we can’t turn back, no matter how much we would like to. We can choose other
paths into the future, but the past will always be there.

If we make a bad investment, we will lose money. I can’t ask the market to give me back
my money if the stock I picked goes down. If I own a business that is dependent on one customer
and I lose that customer, I am out of business. If a bank lends money to someone who can’t pay
the money back, it is going to take a loss (unless it is a subprime mortgage and they can find
some pension fund in Europe to buy it because Moody’s say a whole bunch of bad loans are now
suddenly AAA).

If you are eight months pregnant, you can’t go back to being just four months pregnant. It
is better to make the wise, if harder, choice as soon as you can.

And then there is yet another category of paths, the ones that are chosen for us, whether
by family, circumstances, or fate; and once on them we don’t know what we may have missed on
alternative ones. Parents move to a different town and take the kids with them. A “chance”



meeting becomes a new business endeavor. A torn muscle forces a promising athlete into another
career. War erupts and changes the plans of young men. Accidents happen.

Let’s look at an example of a seemingly small choice that had large consequences much
later. In 1953 some CIA types, with the blessing of senior US and British administrators, decided
it would be a good idea to replace the elected prime minister of Iran with the Shah, who would
more or less do what we asked and keep Iran from turning communist, which was a big deal in
Western government circles at the time. And who really cared? We were focused on the Korean
War and Russia and China, nuclear threats, and all sorts of other “distractions.” It was a different
time and culture. We trusted our government to do what was right to keep us safe. There was
barely a mention of Iran in the papers.

And eventually (1979) we got the Iranian revolution and the rise of the Islamist parties,
with Iranian support, throughout the Mideast. Fearing that an Islamist revolution might develop
in some of its republics, Russia panicked and invaded Afghanistan. An otherwise low-profile
Democratic Congressman from Texas named Charlie “Good Time” Wilson (he did like to party)
decided to make the Afghanistan rebels his personal cause, and “traded” all sorts of favors to get
what became massive secret funding for the Afghanis, who not only succeeded but turned into
the Taliban and helped train and arm a young Saudi named Osama bin Laden. And then along
came 9/11 and the wars in Afghanistan and Iraq. Could any of that have been foreseen in 1953?
Is there a path-dependent link? You be the judge. What would have happened if we had not
meddled? Perhaps things would have been better, or they might have been worse. We will never
know. All we know is what did happen (or at least what we have been told).

We all have a lot of stories about the paths that we chose or the limits of our choices. The
good choices we take credit for and the bad choices we blame on circumstances or find some
way to rationalize them.

The “invisible hand” of the market is millions of people making their own individual
choices. Do we choose to rent or buy a house because one choice is better for the national
economy? Why do some companies or unions support trade barriers and tariffs? Because they
know that given a free choice individuals will buy the products of companies from “foreign”
sources, and they persuade politicians to limit the choices of consumers to protect their own
incomes, either by forcing them to pay more for foreign products or to buy inferior, locally made
products. “We need to protect our jobs, don’t we?” Even if it means we all pay more for
products.

And our choices add up. They become cumulative and create an economic tide. Policies

and practices that initially seem small in the grand scheme of things can become much more
significant when taken together and given a little time.

The End of the Debt Supercycle

And that brings us to the Debt Supercycle. Let me quote a few paragraphs from my book
Endgame:



“When we mention The Endgame, you'll immediately want to know what is ending.
What we think is ending for a significant number of countries in the "developed" world is the
Debt Supercycle. The concept of the Debt Supercycle was originally developed by the Bank
Credit Analyst. 1t was Hamilton Bolton, the BCA founder, who used the word Supercycle, and
he was referring generally to a lot of things, including money velocity, bank liquidity, and
interest rates. Tony Boeckh changed the concept to the simpler "Debt Supercycle" back in the
early 1970s, as he believed the problem was spiraling private-sector debt. The current editor of
the BCA, Martin Barnes, has greatly expanded on the concept. (And of course Irving Fisher
talked about the long debt cycle in his famous 1933 article.)

“Essentially, the Debt Supercycle is the decades-long growth of debt from small and
manageable levels, to a point where bond markets rebel and the debt has to be restructured or
reduced. A program of austerity must be undertaken in order to bring the debt back to acceptable
levels. While the focus of BCA has primarily been on the Debt Supercycle in the US, many of
the countries in the developed world are at various stages in their own Debt Supercycle.”

A Debt Supercycle is not some new thing. Rogoff and Reinhart write about 266 such
events in the past few centuries in their epic work This Time Is Different. It seems to be part of
the human condition. We increase the amount of debt in a system until there is too much debt.
Each and every time, the people and leaders in a country convince themselves that “this time is
different” and the debt is not a problem to worry about. And that is true until some moment in
time when the markets lose confidence in the ability of governments or businesses to service the
debt.

Professor John Cochrane of the University of Chicago has written a series of brilliant
papers and articles on this problem, forcefully demonstrating the math that interest rates are
partially a reflection of the risk that investors perceive concerning the potential for returns on
their money. When they begin to lose confidence that a government (or business) will be able to
raise enough revenue to pay off the debt at some point in the future, interest rates begin to rise.
At first, there are all sorts of reasons given. Then there is a moment when the bond market
simply walks away. Rogoftf and Reinhart call it the “Bang Moment.”

Once that confidence has been lost, it is not easily regained. “A program of austerity must
be undertaken in order to bring the debt back to acceptable levels.” Governments or businesses
have to demonstrate that they can get their budgets under control in order to get renewed access
to the bond market. And make no mistake, austerity is a path for slow growth and/or recessions.

We are used to countries like Argentina having their problems. But in the 1990s we saw
what happened to both Canada and Sweden as they had to deal with that lack of confidence.
While they had different answers, they came through their respective crises, although there were
clearly economic costs, higher unemployment, losses, and very difficult decisions made. It is not
just “banana republics” that have debt problems.

Only a few years ago, European regulators were allowing European banks to leverage as
much as 40 to 1, gorging themselves on sovereign debt, because everyone “knew” that sovereign
nations in a modern world would not — indeed could not! — default; so why worry about leverage



on government debt? Until Greece and then Ireland and then Portugal and now Italy, etc. I was
writing early last year that Greek bonds would lose 90% of their value. This week we read that
Greece indeed wants private investors to agree to a 90% write-off. Soon it will be public bond
holders like the ECB that will take haircuts.

No country starts borrowing money with the thought that they will keep on borrowing
until there is an economic collapse. It all starts with good intentions. No bank lends money not
expecting to have it returned. Then things change over time. Since there seemed to be no
problem with the current level of debt (and spending), why can’t we increase it a little more?

There are countries that can keep their budgets and debt under control (like Switzerland
and others). But politicians like to promise benefits today and pay for them with debt that future
generations must incur (like the US and countries all over Europe). Or they try to spend their
way to prosperity and growth (like Japan).

And of course they promise that “in the very near future” they will get the deficits under
control. “We will grow our way out of the problem. We will limit the growth of spending next
year, when the economy is better. We can always raise taxes on the rich. Or increase
consumption taxes. Or create some taxes somewhere.” Whatever it takes to convince the bond
market to keep on funding their spending.

And so the choices to provide this benefit and that program, each justified by some
reason and desired by some group of voters, add up over time. Everything goes well until there is
a recession. Then revenues go down and costs go up, because unemployment benefits rise. But
because the natural business cycle leads to recovery and growth, things soon get better and the
game continues.

But then the accumulated debt becomes too much to handle when the next recession
comes along. And bond investors lose confidence and the Bang Moment has arrived. Cochrane
shows that there is no magic number or formula, no way to know in advance when that moment
will be. Unless a country chooses to deal with the pain of cutting spending and raising revenues,
eventually there is a true crisis, resulting in massive dislocations and losses. Bond holders lose a
large percentage (if not all) of their investments. That moment is often precipitated by a credit or
banking crisis. And when the banking system freezes up, businesses lose access to capital, and
the recession can turn into a depression if not dealt with aggressively. But that means pain.

Let’s jump ahead to an illustration we will refer to again later. In the late °70s, inflation in
the US rose to over 14%. I remember borrowing money at 18%. The stock market lost about
40% in just 18 months. Unemployment was high and rising.



Inflation in the United States: 1951-1994
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It was the single largest failure of US monetary policy since 1950. While some blamed it
on high oil prices, or speculators, or greedy businesses or unions, the fact was that the Fed
printed money to allow the government to run large deficits. And US politicians supported the
policy because it allowed them to spend money.

And then came Paul Volcker. He is now credited with almost singlehandedly forcing the
inflation genie back in the bottle. He is everyone’s hero. But back then there were plenty of
people who did not like what he was doing, because he precipitated two major, back-to-back
recessions, in 1980 and 1982 (as bad or worse than what we just went through). Unemployment
climbed above 10%. The stock market got hammered even further. We look back now and say
“It had to be done.” That is great with hindsight, when we are long past the recessions. But it was
tough in the middle of the recessions to explain just why we needed a tighter monetary policy in
the face of 10% unemployment.

What if there had been no Volcker? No one to stand at the door of the Fed and say “No
more!” What if the Fed had continued to print? Then inflation would have risen even more.
25%7? Bank loans of 35%? Higher? Who knows?

At some point, the math, even for the US, does not work. There is a limit to what a
government can borrow and a central bank can print without a total collapse of the economy.
There would have been another depression at some point. There would have been no Reagan
Revolution, because to cut taxes when inflation was 25% and deficits were higher would have
been unthinkable. We would have stumbled from crisis to crisis, cutting spending and programs
only to have revenues fall and costs rise. It becomes a debt spiral that always ends badly. Would
Reagan have tried, anyway? I think so, as that was part and parcel of his philosophy. But he
would have been blamed for the recessions, and not Volcker. And in the midst of a crisis, how do
you get Congress (or any politician) to make the right decisions?



Volcker chose a hard path. But it was a better path than the one we’d been going down.
He hit the reset button. But did it seem like a better path at the time to anyone who could not find
a job? To those on a fixed income? To the business owners who lost everything? To investors
who gave up faith in the stock market?

The Time for Hard Choices

Most nations in the “developed world” are coming to, or are already at, the end of their
Debt Supercycle. They will soon lose their ability to borrow money at low rates, absent a
demonstrated ability to control their budgets. An abilitythat almost none has shown. And when
you look at the cost of the promises made to an aging population for healthcare and retirement
benefits, the future costs are staggering. There is no way such promises can be kept. And one by
one, with increasing frequency, countries will find their interest rates, the cost of servicing their
debt, of getting people to buy their bonds, will rise to the point where, absent a central bank
willing to print money in massive quantities, their budget and economy will collapse. Banks
that have “invested” in huge amounts of sovereign debt will see their capital wiped out,
seemingly overnight.

In Europe in the past few weeks, almost €500 billion has been deposited at the ECB for a
return of 0.25%. The interbank market, when it functions, will pay 0.40%. Why would a bank
take less money from the ECB? Because they can’t get other banks to lend them the money.
Banks no longer trust the ability of other banks to pay them back. UniCredit in Italy is raising
money at a 40% discount to their already depressed stock price. They will not be the last to be
forced into such choices. The credit markets are telling us there is a crisis in the making, on the
scale of Bear Stearns or Lehman in 2008, except that now governments have less ability to step
in and salvage the banks. Now, government debt is the problem.

Just as you can’t solve the problem of being drunk with more whiskey, you can’t solve a
debt problem with more debt.

But that means hard choices. And the choice right now, is how long should this letter be?
I think we are at a good breaking point, so next week we will look at why the choice in Europe is
between recession now or depression later. We will take a look at periods of deleveraging in the
US in the 19™ century, and see what happened. While there were indeed massive dislocations of
the economy and huge investor losses, a few good lessons were learned and applied, until
recently. We will look at what choices countries can make. Some, like the US, still have a viable
path to control their bond markets and avoid a depression or major recession; but there will be
pain. Think Volcker. Others simply will get to choose between what type of depression they
want: short and deep or long and exhausting.

Will the Greeks become debt slaves, working for an entire generation at reduced wages to
pay their debt and remain in the eurozone, or will they leave and suffer very large currency
losses and the loss of access to the credit markets? Not a very good set of choices, but that’s all
they have, unless they can convince German taxpayers to fund their deficits and rising costs ad
infinitum. Good luck on that one.



We will find that the European crisis will create serious problems for the rest of the
world. Global growth is set to slow rapidly. By the end of this year, we may be happy that there
was any growth.

And next week we must address Japan, China, and the US. So much for the quick, easy
forecast. But those you can get anywhere. Google “economic forecast 2012.” There are 2.8
million hits. I’'m sure you can find several that fit whatever mood you’re in.

We will take the longer path, but when we finish we will have some idea of where we’re
going. Stay with me.

Hong Kong, Singapore, Bloomberg, and a Personal Note

First, let me wish you a very personal Happy New Year! It looks to be a busy one for me.
Next Tuesday I am off to Hong Kong to speak at a conference for the Hong Kong Economic
Journal. 1 am told there will be a simultaneous translations into Chinese. Then Singapore the
following Sunday, and back on the 20™. T will again be writing on the road, but I expect you will
get your letter next weekend at the usual time.

I am very pleased to announce a special new publication called Mauldin Research
Trades. It will be launching on the Bloomberg terminal platform in two weeks. This is a really
exciting publication that will be a collaborative effort of half a dozen of the best technical
analysts in the world (they literally have written a couple of dozen books on technical trading),
who will contribute trading ideas to a select, very limited group of Bloomberg client subscribers
(mainly institutional and trading funds), based on my macroeconomic views. In addition to the
exclusive new publication, my Thoughts from the Front Line and QOutside the Box letters will
also soon be available to Bloomberg terminal users all over the world.

I am launching the publication with my good friend Barry Habib (whom you know from
his writing on mortgages and frequent appearance on CNBC). He is an essential part of the
project (and the source of some of the best trades so far!). And Peter Mauthe is heading up our
effort in my office. This new publication has been developed specifically and exclusively for
distribution to Bloomberg terminal users. You can contact your Bloomberg representative for
details. I will provide more information in a few weeks, after the official launch.

On a personal note, long-time readers know that I have written about the joys of wine and
other adult beverages. They have been a source of pleasure. But for health reasons, my doctor,
Mike Roizen, made it very clear I had to quit drinking, which I did about five months ago. Yes,
cold turkey; and yes, it was not easy, especially on airplanes on international flights. But you do
what you have to do. As some of you know, I intend to live a very long time. Hopefully long
enough for Mike West of Biotime to figure out how to reverse the aging process, so I can live a
very long time indeed! And since I want to give Mike (and others who are also working on the
problems of aging) as much time as I can, I have had to make some very hard personal choices.
Even chardonnays are off the menu.
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So until someone can come up with a genetic treatment that will allow me to metabolize
alcohol with no side effects (talk about a killer business model — I will invest!), I am “on the
wagon.”

It is quite late and time to hit the send button. Enjoy your week. In the coming year, let’s
focus on what we need to do to get through this rough patch we see coming. We can do it, you
and I.

Your looking for the wisdom to know the difference analyst,

John Mauldin
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