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AUTHOR’S NOTE



This book is the result of fifteen years spent roaming the hallways of global finance. When Lehman Brothers failed, I thought I had lost everything. Like a bird thrown out of the nest, I had to reinvent myself. On that long, sometimes lonely road, publishing the inside story of Lehman’s collapse and giving lectures on the economy throughout the world, I somehow amassed a team of brilliant minds who became my brain trust in the coming years. Blessed with good friends and great mentors, I leaned heavily on their wisdom to write this book. For each person who shared their macro lens on markets and allowed me to see with great clarity the ebb and flow of international money, I remain eternally grateful. It is to you that I owe this book.


FOREWORD



Niall Ferguson

In How to Listen When Markets Speak, Larry McDonald prophesies “a new era of persistent inflation, an escalation in global conflict, a multipolar world teaming up against the United States, the horror of a weakening dollar, a series of sovereign debt crises, and a thundering of capital out of financial assets into hard assets,” not to mention “catastrophic shortages of natural resources.”

There is always an audience for prophets of doom, as I pointed out in a book of my own—Doom: The Politics of Catastrophe—and doom-mongers have prophesied thousands of the last zero ends of the world. But Larry McDonald is in a different category. The author of the definitive insider’s account of the fall of Lehman Brothers, A Colossal Failure of Common Sense, he has a remarkable ear for financial markets, the result of decades of Wall Street conversations, going all the way back to the stock market crash of 1987. The message of his new book is not that the world’s about to end, but that the global economy is going through a paradigm shift. The markets are already telling us that. You just have to have your ear to the ground, the way McDonald does. Or maybe that should be “your ear to the trading floor.”

The trouble with Wall Street chatter is that the ratio of noise to signal is pretty high. To try to strip out the noise, McDonald has developed a model of financial risk based on twenty-one systemic risk indicators, including the corporate default rate, stock market short-interest ratios, and investor sentiment surveys. Since 2010, when he founded The Bear Traps Report, he has been one of my favorite channels of communication with that talkative and moody individual known as Mr. Market.

The key thesis of How to Listen When Markets Speak is one with which I heartily agree. The end of the Cold War in the late 1980s and early 1990s ushered in a generational financial boom that has lasted close to forty years, albeit a boom punctuated by numerous crises. The principal drivers of the boom were globalization and the integration of Asian labor and savings—not forgetting talent—into an increasingly borderless financial system that successfully harnessed the innovations in information technology emanating from Silicon Valley. These powerful forces drove down inflation from the heights of the 1970s to the low point of 2009.

But that era is now over. What ended it? The prime suspects are central bankers, who grew increasingly reckless in their efforts to stave off crises (notably in 1998, 2001, 2008 to 2009, and 2020) by cutting interest rates and then buying bonds and other financial assets (“quantitative easing”), massively expanding their balance sheets. These measures, McDonald argues, acted as a volatility suppressant, encouraging structural shifts in financial markets in favor of exchange-traded funds, passive investment, and short-volatility strategies. At the same time, China’s admission to the World Trade Organization and its securing of permanent normal trade relations with the United States in 2001 ensured a sustained hollowing out of U.S. manufacturing capacity, with all its social and political consequences. Third, fiscal policy—beginning with the Global War on Terror and culminating in the Biden administration’s various industrial policy measures—has driven the U.S. federal debt to a height relative to GDP that is unprecedented since World War II. Fourth, the political backlash against globalization has produced a new protectionist (and anti-China) bipartisan consensus in Washington. Finally, the global campaign to discourage investment in “fossil fuels” in favor of “renewables” is leading to an unintended energy crisis.

McDonald’s conclusions are bold:

The great migration of capital, moving from growth stocks into value stocks, has only just begun. We are in the first inning. And as every rally in the growth space fails, it will bring more disappointment to those investors who are still searching for the promised land. One day they will grudgingly pack their bags and walk into the value sector. They will see the rally happening in gold, silver, platinum, and palladium.

In other words, the inter–Cold War era of disinflation is over. Inflation is not returning to 2 percent or lower. The dollar is destined for a period of weakness. And investors would be well advised to ditch tech stocks and invest in precious metals, not to mention copper, lithium, cobalt, graphite, and uranium, all of which will be in short supply relative to the ambitious demands of the “energy transition.”

Some might say that this makes too little allowance for the likely benefits of further technological innovation (think artificial intelligence) or the potential comeback of secular stagnation as demographics and debt dynamics slow down growth. But McDonald’s case for the financial equivalent of a “Fourth Turning” is strengthened by some star witnesses, including such legendary investors as David Tepper, David Einhorn, and Charlie Munger. Interviews with these luminaries, as well as with less-well-known members of McDonald’s Wall Street network, are a key part of what distinguishes How to Listen When Markets Speak from other books on contemporary finance, most of which ought to be titled How to Stay Awake While I Pontificate. McDonald’s humility is a rare thing in the financial world. To his credit, he has never forgotten that he started out “as a pork chop salesman along the Cape Cod Canal.”

I can’t pretend to know the financial future. Back in 2008, my book The Ascent of Money did a pretty good job of foreseeing the global financial crisis, but subsequent events caught me out more than once and taught me the valuable lesson that to anticipate markets you really do need to listen before you talk. That’s why I became a regular reader of The Bear Traps Report. It’s why I recommend Larry McDonald’s new book. And it’s why, as soon as I’d finished it, the first thing I did was take a long, hard look at my own portfolio. I predict most readers will do the same.


INTRODUCTION



A Banquet of Consequences

Sooner or later everyone sits down to a banquet of consequences.

—commonly attributed to Robert Louis Stevenson

For most of the last three decades, since the end of the Cold War, America has basked in an unprecedented era of peace and prosperity. Increased international trade, reduced interstate conflict, and a global dollar reserve currency generated newfound wealth and a disinflationary environment. The whole world feasted on relatively cheap and abundant commodities.

These times of plenty enabled irrational thinking and hubristic behavior by those with money and power, and insulated them from the consequences. On four major occasions—1998, 2001, 2008, and 2020—the Fed and Congress used the tools at their disposal to hand Wall Street a lifeline. They bailed out rotten market participants and heedlessly injected cash into the system to kick-start the economy. As a result, the government now owes $33 trillion in debt after years of spending wildly beyond its means, the Fed has bought more than $8.5 trillion in bonds, and financial assets have cycled through bubble after bubble.

As the 2020s arrived, America reached a tipping point. Financial markets and the real-world economy were sent reeling by the COVID-19 pandemic. Russia’s war against Ukraine, which has already cost an immeasurable number of lives, interrupted crucial oil and gas supply lines, fueling a global inflationary crisis and sending many countries into recessions. After a bull run the year before, 2022 saw a $9 trillion loss of wealth as technology stocks and crypto crashed.

This offers just a taste of what’s to come and marks the very beginning of the seismic shift in the performance of financial assets. The economic world as we know it—and the rules that govern it—are over. In the coming decade, we’ll witness a new era of persistent inflation, an escalation in global conflict, a multipolar world teaming up against the United States, the horror of a weakening dollar, a series of sovereign debt crises, and a thundering of capital out of financial assets into hard assets.

The entire planet is also soon to experience catastrophic shortages of natural resources. From Europe’s Climate Target Plan to the many pieces of Biden’s original Build Back Better plan, developed countries are steaming full speed ahead toward carbon neutrality, but without the adequate raw materials to manufacture the solar panels, wind turbines, and electric motors they’ll need. And as the developing world grows richer, demand for oil and other fossil fuels will skyrocket, accelerated by population growth. Competition for critical commodities will be fierce.

To make matters worse, America’s economy is skewed to an almost unimaginable degree, which will intensify any economic dislocation. Policymakers have intervened in financial markets so much that they’ve irrecoverably damaged the price-discovery mechanism. Stocks, bonds, real estate, commodities, and other assets are riddled with imbalances, leaving millions of 401(k)s and IRAs at risk. Capital across the economy has been allocated according to what’s been true over the past three decades, not the new paradigms that will define the next decade. Tens of trillions of dollars have been shoveled into passive investing vehicles like exchange-traded funds (ETFs), with little consideration as to how that might distort valuations and buying behavior. In stocks, quantitative trading has massively compounded the colossal distortion of market risk. Now imagine a world that is constantly short of energy supplies, where crises and crashes regularly rock financial markets but where the Fed and Congress are unable to do anything to help. This sea change will challenge existing financial thinking and force a rebalancing of epic proportions toward new sectors.

But, however grim the economic outlook, this story is not about gloom and doom. Investors are not helpless pawns facing inevitable losses. My goal is not to scare you but to prepare you—to light a path through and around the coming upheaval. The stakes are sky-high, and the opportunities are even higher. A decade from now, investors who positioned their portfolios ahead of the seismic shifts in global markets—who capitalized on the first-mover advantage—will be the envy of Wall Street. Meanwhile, investors who still chase the last decade’s darlings, pressured by the fear of missing out and trapped in a rearview-mirror mentality, will yearn for a do-over.

I’ve spent practically my entire career on Wall Street, riding the ups and downs of the past thirty years. In the late 1990s, I co-founded Convertbond.com, a website that provided news, valuation, terms, and analysis tools about convertible securities. After that, I moved to Lehman Brothers, where I became one of the most profitable traders in high-yield, distressed debt, and convertible securities.

My first book, A Colossal Failure of Common Sense, chronicled the fateful mistakes and hubris that led to Lehman’s collapse. Rather than keeping his ear to the ground, our former chairman “secluded himself in palatial offices on the thirty-first floor, far away from the action, nursing ambitions of unfettered growth.”

The parallels with our current moment are eerie.

Lehman gave me a real-world education in market risk. Watching the cleverest minds on Wall Street succumb to irredeemable logic, heading directly for the biggest subprime iceberg ever seen, left me forever changed. After the crisis, as the words “if only” slammed repeatedly into my brain, I poured my energy into learning how to detect early signals of economic danger and opportunity. Twenty-one systemic risk indicators—many of which mainstream financial models overlook—emerged from my analysis, giving me a razor-sharp gauge for assessing the health of an economy. Finally ready to get back into the action, though as an independent agent no longer beholden to the big banks, I founded The Bear Traps Report, a macroeconomic financial research platform that draws on those indicators to help hedge funds, family offices, asset managers, and investors navigate an increasingly risky world and build crisis-proof portfolios.

And that’s exactly what this book will do for you. First we’ll trace the origins of our current economic order, replaying the events, decisions, and economic conditions that created a thirty-year bull market. It’s an epic tale of reckless optimism, maddening groupthink, and naïve policy. Although some of this history will be familiar to readers of finance books, we’ll approach it as a study of cause and effect. Few investors know how to connect the dots among past, present, and future, and those who can will gain a powerful edge.

Then we’ll map out the twists and turns of the road ahead. Though most people alive today grew up alongside a historic rise in financial wealth and are accustomed to relentless asset appreciation, those macro conditions will soon be a distant memory—and much of the “financial wealth” we have accumulated will prove illusory.

In the second half of the book, we’ll outline new rules of investing in a radically reshaped economic landscape, including strategies for resisting reactionary narratives and detecting bearish and bullish trends a beat ahead of the crowds. Along the way, you’ll sit down with some of the greatest traders and investors of the past decade, including Charlie Munger, David Tepper, and David Einhorn, getting a front-row seat to the smartest professional money trades in today’s markets.

The markets are speaking loudly and clearly; we just need to have ears to listen. On the journey ahead, we’ll explore the following:

	How the peaceful afterglow of the Cold War’s end laid the foundations for an era of disinflation that defined the following thirty years and your investment portfolio.

	Why a sustained era of high interest rates will make the shuddering $33 trillion debt on the U.S. balance sheet impossible to finance, pushing interest payments on the national debt from $580 billion in 2021 to $1.4 trillion in 2024 (more than the government currently spends on defense or Medicare), and how a monumental $200 trillion of unfunded liabilities will increase the risk of a catastrophic default.

	How outsourcing since the 1990s further depressed inflation and facilitated America’s now-crushing government indebtedness—and presents you with one of the most compelling investment opportunities in a generation.

	Why countries like Russia, China, and Saudi Arabia are taking steps to transition away from using the U.S. dollar as a reserve currency, further hurting our country’s ability to finance its tremendous debts, wreaking havoc on financial markets, and potentially forcing us to slash Social Security, Medicare, and military spending—and how investors can capitalize on the coming era of a weak dollar.

	How inflation is fueling a surge in the power of labor, like that of the 1960s to 1970s, with unions scoring historic wins that ultimately make inflation “stickier,” and what this could mean for your portfolio.

	How the West’s war on oil and gas, underinvestment in fossil fuels and energy infrastructure, and estranged relationships with Russia and Saudi Arabia will lift the base price of energy—and everything else—to a higher level, and how to get in front of this moneymaking trend.

	How global population growth and mounting demand from the green revolution will contribute to catastrophic shortages of natural resources, and why hard assets, including green transition minerals like lithium and cobalt, will outperform growth stocks, U.S. Treasuries, and passive investment strategies in the coming years.

	How the crypto sales pitch around escaping the centralized, state-controlled financial system relied on a bet that central banks would suppress rates and inject liquidity forever, and how, given its detachment from hard assets, crypto may even be more sensitive to Fed action than stocks or bonds.

	How algorithmic trading fomented a colossal distortion of market risk: a ticking time bomb that periodically leads to extreme spikes in volatility and triggers abrupt market crashes.

	How passive investing and the vehicles intended to democratize finance have fueled bubbles and ideological skew by large market participants, and how America’s 401(k) and retirement plans have been hijacked by fourteen stocks.

	Why the classic 60 percent stock/40 percent bond portfolio—revered as the foundational guidepost for many investors—is dead, and why the forward thinking should embrace a more commodity- and cash-heavy approach to portfolio construction.



We’re about to witness a historic multitrillion-dollar migration of capital—one that ushers in a new class of winners and losers. If you have skin in the market, this story is happening to you.

—

Historians William Strauss and Neil Howe famously argued that modern history moves in cycles, with four distinct phases, or “turnings.” Each typically lasts fifteen to twenty-five years, meaning the whole cycle neatly coincides with the average life span of a human being. The First Turning is “the High,” followed by “the Awakening,” followed by “the Unraveling,” followed by “the Crisis.” Our current cycle began with the High of the post–World War II economic boom and ended with JFK’s assassination in 1963. The Awakening produced the rise of a new counterculture, with the civil rights, antiwar, and women’s movements gaining traction. The third turning arrived under Reagan in the mid-1980s and was defined both by economic expansion and a new wave of culture wars, political polarization, and slowly weakening institutions. The Unraveling was a particularly long era. But prosperity eventually breeds complacency, and now the United States must face the Fourth Turning—the Crisis—a period of creative destruction in which the slate is wiped clean and old institutions are replaced with new ones.

But before looking forward, we must look back. Our story begins in the back seat of a presidential motorcade in the early 1980s.


1



The End of an Era

It was the afternoon of March 8, 1983. A tropical breeze swept across endless acres of citrus orchards and into Orlando, fluttering the flags on the limousine pulling up in front of the Sheraton Twin Towers. Immaculate as ever, in a navy suit offset by a white linen pocket square, President Ronald W. Reagan was led to a podium where he delivered a speech that would be remembered for decades. In it, he called the USSR an “evil empire” and took steps to shore up NATO’s nuclear deterrent to counteract the Soviet Union’s.

The United States and the Soviet Union were already in an arms race that would peak three years after Reagan stepped up to that podium. The Cold War had started in 1947. By 1975, a red line had been carved right down the northern hemisphere, dividing East from West, with the East protected by a Soviet military of 5.5 million men and about twenty thousand nuclear missiles. In the next ten years the number of missiles would double. It was nothing short of a standoff, a display of muscle flexing on the grandest scale, neither camp daring to open a line of communication.

Despite that muscular display, the Soviet Union’s economy was in tough shape. The nation spanned fifteen republics, eleven time zones, and a swath of land 6,800 miles wide—from Kaliningrad in the west all the way to a desperately cold spit of land on the Chukchi Sea known as Uelen. But landmass rarely equals wealth, happiness, or opportunity. For the Soviets, it didn’t even promise a hot meal. Corruption, the absence of a free market, and a costly proxy war in the Hindu Kush, where the mujahideen were covertly supported by the Pentagon and the Saudis, severely hampered the economy. Images of breadlines and empty supermarket shelves were often seen in Western newspapers.

Reagan’s “rhetorical rearmament” achieved its intended effect of rattling his adversary. By 1985, the Soviets had amassed a total of 39,000 nuclear missiles, with close to 6,000 aimed directly at the United States. America met this threat by stockpiling over 21,000 warheads. The world was one technical fault away from total annihilation.

The big man in the White House knew that the USSR could easily buckle under a disillusioned military and an educated populace living in near squalor, with little chance of a better life. Then came the 1986 nuclear accident at Chernobyl and the Politburo’s decision to stall the public announcement for two days. Even then, its twenty-second televised statement was vague, assuring listeners that authorities were handling the situation. The surge of radiation poisoning, of course, was not under control. And while the Politburo avoided addressing this new public health crisis, Mikhail Gorbachev, the new general secretary of the Soviet Communist Party and de facto leader of the country, pored over the reports of death, injury, and ruination: across great tracts of land, lives, homes, and even entire towns were torn apart. He wrote afterward that his conscience could no longer be involved with nuclear arms.

Later that same year, a black motorcade snaked through the middle of Reykjavik, Iceland, stopping at a whitewashed building known as Hofdi House. It was a blustery, sodden morning, the skies platinum above the bank of photographers in waiting. Gorbachev, in a knee-length cashmere overcoat, trotted up the steps to be greeted by President Reagan.

Reagan looked at Gorbachev for a beat, at a man born and raised in Soviet Russia under the most hard-line communist rulers: men like Josef Stalin, Nikita Khrushchev, and Leonid Brezhnev (whose eighteen-year reign was defined by economic stagnation). And here was Gorbachev, an educated man standing before the president of the United States, against every possible communist belief. He may have been only five feet nine inches tall, but history would remember him as a giant of democracy. Gorbachev was there to discuss a nuclear arms reduction, for which he would later be given a Nobel Peace Prize. Reagan smiled at him in that classic cowboy way, and the two men shook hands as if they were already friends, the whole world watching. For the USSR, this was a giant step toward dissolution.

—

The concept of hope has been one of the most potent forces in the history of mankind.

That simple emotion has been responsible for more victories against the odds than any machine or weapon. It’s how the Greeks, desperately outnumbered, defeated ten thousand Persian soldiers in 490 b.c. on the plain of Marathon. It’s how Winston Churchill rallied Great Britain and its allies to fight the tyranny of Nazi Germany. And it’s how, in the last year of the 1980s, half a million citizens of East Germany staged a mass protest along the perimeter of the Berlin Wall, turning their backs on the bankrupt state. On the night of November 9, 1989, the concrete divider separating East and West Germany was finally torn down.

The Soviet Union was in free fall by late 1991. Despite Gorbachev’s hopes for radical liberalization, piecemeal reforms couldn’t save an economic system founded on centralized control. On Christmas Day, the bright red flag flying above the Kremlin, with its yellow hammer and sickle representing the solidarity between industrial proletarians and farmworkers, was lowered for the last time. Gorbachev abolished the Communist Party of the Soviet Union and then resigned as president of the USSR.

The collapse of the Soviet Union became the great representation of global peace that settled like a blanket on international trade and free markets throughout the world. The bitter tensions that had plagued geopolitics since the start of the Cold War had finally been extinguished.

But what does the fall of the Soviet Union in the 1990s have to do with your portfolio in the 2020s?

Everything!

Because the collapse of the USSR helped shift the world from a multipolar to a unipolar order, one that revolved around a single dominant player. Backed by an outrageously robust economy and an overwhelming military force, the United States could crush challengers like ants. Under this new world order, a massive, interconnected system of global trade and security blossomed. Countries that took advantage of it prospered. Global trade went from less than $5 trillion in 1990 to $28 trillion in 2022, contributing to an increase in global GDP from $20.7 trillion to $100 trillion.

The unipolar world order entailed many different things across many domains—for instance, reducing the urgency of maintaining large standing armies—but for investors, its most crucial effect was its unprecedented disinflationary power. The surging supply of everything from raw materials (sourced from Russia) to finished goods and cheap labor (sourced from Asia, and especially China) stamped out inflation in Europe and the United States until 2021. Inflation went from 7 percent in the 1970s to 3 percent in the 1990s to 1.7 percent in the 2010s.

This allowed the U.S. Treasury bond yield, also known as the risk-free rate—the fixed rate of return on government Treasuries, which are considered to be zero risk because they are backed by the U.S. taxpayer—to decline from 15 percent in 1981 to less than 1 percent in the 2010s. Declining Treasury yields make fixed-income investments like government bonds less attractive and push investors toward riskier asset classes in search of higher returns. Price-to-earnings (PE) multiples—a measure of how much investors are willing to pay per dollar of company earnings, reflecting general market sentiment—expand when the risk-free rate goes down. Sure enough, the S&P 500’s PE ratio went from 7x in the early 1980s to 30x in the late 1990s and in 2021.

[image: ]


This disinflation was one of the most important contributors to the epic bull market in risk assets. Profit margins exploded as financial assets—growth stocks and bonds—took off. Investors love a stable, low-inflation environment. It lowers the cost of capital for businesses to invest in and for investors to borrow. The S&P 500 went from 323 in 1990 to 4,800 in 2021, an increase of 1,300 percent. If you’d put $1,000 in the S&P on the day World War II ended, you would have had $23,000 by 1990—but by the end of 2021 that amount would have grown to $343,000. In other words, those three decades of disinflation enabled a radically new approach to portfolio construction.

The World We Once Knew Is Gone

Years ago, I delivered a speech at the conference for the National Bank of Abu Dhabi, where I shared the stage with economic historian Niall Ferguson, former French president Nicolas Sarkozy, and Reagan’s close adviser James Baker III. Some of my good buddies thought I was punching above my weight, but all I cared about was that at the end of the week I had a chance to sit down with Baker. The man is not only a Princeton scholar and a former U.S. Marine but also one of the only people to serve as secretary of both the Treasury (under Reagan) and state (under George H. W. Bush). He possesses unparalleled experience in issues of geopolitics and economics, and he opened my eyes to another key driver in both the collapse of the USSR and the suppression of inflation on a global scale: the ferocious control over oil prices the United States established in the mid-1980s.

America forged a real bond with Saudi Arabia in the 1980s, strengthened by mutual interests and mutual trust—a relationship light-years away from the prickly quasi friendship that exists today. Uncle Sam gladly provided the desert kingdom with the firepower and warships it needed to protect its mighty oil reserves, and in return the Saudis agreed to continue trading their oil in dollars. This was known as the petrodollar agreement.

The White House used this relationship as a financial nuclear weapon. The Soviet Union was extremely reliant on the export of oil and natural gas to receive hard currencies, such as the U.S. dollar and the deutsche mark. It needed these to buy the many essential goods for which it was not self-sufficient. The United States was keen on limiting Soviet energy exports during the Cold War, but it hadn’t been successful in swaying its oil-hungry allies—and European energy dependence on Russia had been of particular concern to Washington. So it struck back. From November 1985 to March 1986, the United States and the Saudis drove oil prices down by nearly 70 percent, decimating the USSR’s economic engine. In the early to mid-1980s, oil traded at $24 to $32 a barrel, just enough to keep the Soviet economy afloat. But between 1986 and 1990, when the United States decided to shut down the Cold War and obliterate Russia’s economy, it sat on the price of crude like an African bull elephant, capping prices between $11 and $24 a barrel until the USSR had to concede.

I sat down with Baker one memorable afternoon. We were sitting outside the Emirates Palace beside austere, up-lit columns that cast a glow across the veranda. As we sipped our tea in hand-painted china cups, he said something to me I’ll never forget. “Larry,” he began in a low Texas drawl, “you don’t ever want to live in a multipolar world. When I was advising the White House, we had far fewer friends in important places than we do today. Thank God we had the Saudis in our corner. That was an essential ingredient—control of oil prices was paramount.”

In his view, the West’s control over oil markets not only reduced inflation, lowering the cost of production for many goods and keeping transportation affordable, but also—though it might seem like an extreme imperialist stance—acted as a safety catch on global peace, stabilizing commerce, controlling autocrats, and, of course, shifting the balance of power in America’s favor.

Still, geopolitical tensions in the years leading up to the collapse of the USSR had required aggressive military spending, contributing to tremendous deficits and high inflation, including the stagflation crisis of the 1970s.

“In a multipolar world, it’s next to impossible to stabilize global markets, especially inflation,” Baker explained. “Kind of amazing to think that even my own father spent his entire working life in that environment. Through World War II, Korea, Vietnam. As I said, Larry, war brings chronic inflation, a damn hard thing to stamp out.”

He cast his eyes toward the Persian Gulf, as if remembering the 1970s, when OPEC—the Organization of the Petroleum Exporting Countries, a group of nations that now holds more than 80 percent of the world’s proven oil reserves and seeks to exert control over the global oil market—imposed embargoes after the United States rearmed Israel for the postwar negotiations. Prices shot skyward and crippled the U.S. economy. Baker shook his head and sipped his tea. We sat there in silence for a beat, the cool desert winds ruffling our hair.

“It’s an awful place to be,” he continued. “I hope you never experience it.”

I was born in 1966, and I’d already seen the images of breadlines and empty supermarket shelves in Russia, as had so many others reading Western newspapers at the height of the Cold War tensions.

But now, decades later, we’re watching the tectonic plates of geopolitics shift again—as we’ll explore in later chapters of this book.

The Dangerous New Member of the WTO

The college dropout cut a lonely figure as he ran his operation out of a business center in 1990s North Austin, despite the engineering crew scattered around various tables and a busy team collecting orders. Above the door, a blue sign simply read “Dell.”

In this small, unobtrusive building, Michael Dell built a historic high-tech empire, inventing customized computers, a concept that wasn’t on offer at any retail store. The piles of circuit boards and screwdrivers across the tables in that West Texas workroom represented not just an idea by a young man of irrefutable genius but the future transformation of the entire personal computer industry. Dell quickly realized that if he could undercut the high-street stores and offer “made-to-order” PCs through the mail and later online for less money, there would be no limit to business profits.

Back in 1983 when he drove his BMW to the University of Texas to start his premed degree, there were three dismantled personal computers on the back seat. Those computers were the seeds that would one day grow into the world’s largest computer systems provider. The following May, in 1984, Dell dropped out of college. His monthly income was already $80,000. By 1992, at the age of twenty-six, he had become the youngest CEO on the Fortune 500 list, and his company’s annual revenue was $679 million.

In 1995, Dell Computer aggressively expanded into every corner of the globe, including Japan, Europe, and the Americas. In 1996, Dell.com launched. Six months later it was banking $1 million a day in online sales. The economic boost of globalization was placed right in the back pocket of Michael Dell.

When China became an official member of the World Trade Organization (WTO) in 2001, multinational businesses—determined to offshore their manufacturing to a place without any potential red tape—romped into China, hired cheap labor, disregarded environmental policies, and started producing their products, chemicals, plastics, you name it, for a tenth of the cost. The 1997 Kyoto Protocol had placed many countries in the developed world—though not the United States—under binding targets to reduce their greenhouse gas emissions below 1990 levels by 2012. Even though the United States never signed on, the Kyoto Protocol raised the specter of imminent climate change regulation that could hurt the U.S. industrial sector.

President Bill Clinton had been lobbying hard for China to become the newest member of the WTO. He was a great ambassador for the institution, believing it could solve many of the world’s trade and economic difficulties, and would vouch for any nation that deserved a chance to become a member. Never did he foresee that over the next seventeen years, America would lose 3.7 million manufacturing jobs—and would be left $1 trillion in debt—to China.

Although Dell remained an American business, the computer parts were made in Asia. The low manufacturing costs there were no secret. One man’s spending is another man’s income, and the wave of offshoring that happened in the ensuing decade is the backbone of how America became saddled with trillions in debt, with a totally hollowed-out manufacturing sector. These events would change the foundation of portfolio construction for decades. In an inflationary regime, hard assets and value stocks outperform. In a deflationary regime, financial assets and growth stocks outperform.

Global markets were soon flooded with cheap “Made in China” clothes, toys, household goods, furniture, and electronics. (On the flip side, the American agriculture sector, the most powerful lobbying force in the world, started to sell huge quantities of corn, wheat, and soy to China.)

INVESTORS TAKE NOTE: 
The Relationship Between Offshoring and Deflation
Dell became a textbook example of the massive transition of tech manufacturing from the United States to Asia. The statistics speak for themselves. In 1990, there were 2.1 million workers in the U.S. computer and telecom equipment industry. By 2008, the number of workers had dwindled to 1.3 million, and in 2023, the workforce was down to 1.1 million. Even worse is the semiconductor manufacturing sector. In 1990, there were 660,000 Americans working in the domestic semiconductor industry. By 2008, that number was down to 433,000, and in 2023 it was 392,000. Yet the PC and laptop market sold 326 million units in 2022, more than double the 150 million units sold annually in the early 2000s. Semiconductor revenues almost tripled from $220 billion in 2005 to $600 billion in 2022. Meanwhile, from 1997 to 2015, the consumer price index (CPI) for personal computers and peripheral equipment declined by 96 percent. This level of deflation was not limited to PCs. Television sets registered a similar decline, while audio and photographic equipment declined by more than 60 percent. The immense deflation in so many manufactured-goods sectors was one of the most important factors that helped suppress inflation from the mid-1990s until 2021.
In the coming years, with bipartisan political pressure mounting, onshoring or near-shoring production will inevitably lead to higher prices. Uprooting entire supply chains and building new ones in high(er)-wage countries costs a fortune, and the price is borne by the consumer in the form of inflation.


The pollution in the air above China soared. In one calendar year, China’s carbon dioxide emissions embarked on an almost vertical trajectory. In the year 2000, China emitted 3.5 gigatons of CO2 into the atmosphere—that’s 3.5 billion metric tons. By 2010, that number had exploded to 10.3 gigatons, equal to the emissions of the United States, Europe, and India combined. China’s expenditure of coal energy, measured in exajoules (1 exajoule being the equivalent of 174 million barrels of oil or 34 million tons of coal), went from 29.56 exajoules in 2000 to 82.43 by 2013, and that figure has been above 80 every year since then. In simple English, that’s burning 2.7 billion metric tons of coal each year. In visual terms, that’s about eight thousand Empire State Buildings.

[image: ]


Amazingly, the trade surplus numbers trace the pattern of CO2 emissions almost to a T. In the year 2001, just before China joined the WTO, the United States exported $20 billion worth of products and goods to China, and in return, the People’s Republic sold $100 billion in exports to the United States. A decade later, the figures were alarming. China was selling $375 billion worth of products to the United States, and in return, the United States earned $100 billion exporting to China. That $275 billion difference in 2011 would hit $400 billion in 2021, after China sold $577.13 billion worth of products to the United States.

According to a New York Fed study, China’s WTO entry reduced manufacturing price indexes by 7.6 percent between 2000 and 2006. The U.S. Bureau of Labor Statistics (BLS) estimated that a one-percentage-point increase in Chinese import penetration in a given industry led to a three-percentage-point fall in the CPI in that industry, and that this effect on prices started in 2000, when China entered the WTO. Now that the offshoring trend is in reverse, bringing more production back to the United States or neighboring countries will lead to higher costs, resulting in higher inflation at home.

America Beholden to China

David Ricardo and Adam Smith, two of history’s most influential classical economists, believed a trade imbalance between two nations would eventually even itself out through the nature of currencies. Economic principles dictated that the currency of the country running a trade surplus would necessarily appreciate against the net importer. This would eventually shrink the trade surplus, thus reestablishing equilibrium between them. But this was not the case when it came to American trade with Japan or the Asian Tigers, and certainly not China. Why? How did this massive trade surplus fester for so long, totally violating classical economic theory? It turns out that the answer is very simple.

Anytime an American firm purchased anything from one of its Chinese suppliers, it paid in U.S. dollars. The normal thing for the Chinese business to do would be to exchange those dollars for yuan, the local currency. This would allow the company to recycle its profits and start the manufacturing and export process all over again, sourcing raw materials, compensating workers, hiring container ships or tankers, and dealing with any other business costs—all using yuan.

But all this currency changing on the Chinese mainland messed around with the price of the yuan. When you buy stacks of your own currency with billions of U.S. dollars, it sends up the value of your currency against the dollar. Big-time. That increases the price of your products abroad, killing the competitiveness of your exports until your currency comes down again. Because China’s main competitive advantage was its cheap products, China was decidedly uninterested in this business model. It didn’t take the Chinese government long to move to plan B and put the economic theory of those eighteenth-century classicists in the paper shredder.

What it did has always been a little confusing to non-economists, but it’s easy to understand, as long as you can envision two sailboats cutting through the ocean. Imagine one boat represents the U.S. dollar, the other boat the Chinese yuan. The yuan boat has one job. It’s not to beat the other boat, and it certainly isn’t to let it win. The yuan just has to stay even with the dollar boat and match its speed. If it gets ahead, it lets some air out of the sails. If it lags behind, it tightens the sails. Now pretend those aren’t boats and are instead currencies. The Chinese controlled the yuan in exactly the same way against the U.S. dollar.

Whenever the yuan became stronger, the Chinese would sell yuan and buy dollars to weaken the currency. If it ever became too weak, they would dip into their mountain of U.S. dollars, known as their foreign currency reserves, and buy some yuan to strengthen it. That’s how China essentially pegged its currency to the dollar and ensured that its product prices remained low for the American buyer. Instead of exchanging the dollars, China bought U.S. Treasuries with those dollars—government bonds—and that is one key reason why rates were so artificially low in America for so many years.

And it’s also what handed America an almighty mountain of debt and government expenditures. How could a government possibly resist borrowing at rates of 1 percent? How could anyone? Money that cheap, for so long, distorted the natural check on overborrowing that comes in the form of debt-servicing costs. With rates so low, politicians could deficit-spend to high heaven without ever really having to reckon with footing the bill to their creditors. This gave them the financial leeway to borrow more and more, almost in perpetuity.

Low rates are great for consumers and high street borrowers, but there’s another side to low rates, one that Main Street rarely thinks about. There is an entire world of corporate credit, which pretty much finances everything on planet Earth. The global economy is run on debt. Nothing really grows from earnings alone. Most companies have a pyramid right next to them, similar to the Great Pyramid of Giza, where Pharaoh Khufu’s mummy was installed before final burial in the Valley of Kings. The very top layer, or tranche, of that pyramid represents the bank debt; the bottom layer, the one with all the weight on it, represents the equity in a corporation (the dollar value of the company after subtracting all liabilities from its assets, also known as the book value). That’s usually the only piece of the capital pyramid Main Street is aware of, but there’s an entire world of sophisticated capital above it, all carefully layered in hierarchical fashion, and that is the capital structure that runs the globe.

Each business has this structure, and each business makes a small contribution to the economy by creating transactions and by employing members of the population. That means hundreds of thousands of companies, all creating transactions and creating jobs, until their combined whole is the economy of a country. Across borders, the banking sector transacts with other banks. Lenders lend, borrowers borrow, governments give to other governments, businesses expand overseas, shipping containers representing vast sums of money cross oceans, and in the end this enormous matrix of borrowing and lending, exporting and importing, buying and selling creates the global economy.

In the late 1990s, the hot new sector, the one attracting the venture capital firms, was technology. The dot-com world is ingrained in our lives now, but back then, it was as if a new world were upon us, and it created a digital gold rush on Wall Street. Venture capitalists thought they were financing a renaissance, much like the one in Florence in the 1500s, and the investment banks jumped headlong into the speculative equity investments of the latest tech companies. They cast aside any semblance of economic guidelines like earnings and valuations. They wanted to finance the next Microsoft or AOL, Yahoo! or Amazon. Low rates pushed the boundaries of risk, a pattern we will see over and over as this story unfolds. But the promise of fortunes on the information superhighway totally clouded Wall Street’s judgment.

That clouded judgment made a lot of people very rich, including our friend Michael Dell. His company’s stock soared sixtyfold in five years. But in the halcyon days of the 1990s bull market, a lot of companies that had no viable business model and no path to profitability launched initial public offerings nonetheless. There are plenty of examples, but one that remains stuck in my memory is drkoop.com, the health information website founded by former surgeon general C. Everett Koop. In the dot-com frenzy of 1999, this online doctor IPOed at $9 and ran all the way up to $36, giving it a $1.9 billion market cap on revenues of a measly $43,000. A year later it would trade at 20 cents. But there were also major companies that lost all sense of reason. WorldCom, Enron, Tyco, Adelphia, and others used the wide-open capital markets and blindly optimistic investors to fund a debt-fueled expansion. And they did not hesitate to falsify the books to make it all work.


MASTERS OF INVESTING WEIGH IN

An Interview with André Esteves

I could hold my own at New York cocktail parties on the subject of post–Cold War economics, but it wasn’t until April 2022 that my hazy grasp on the relationship between geopolitics, inflation, and disinflation was brought into focus.

The summer had cooled off in São Paulo, South America’s largest city, where 21 million inhabitants lived in the most immense urban sprawl I had ever seen. After delivering a speech on macrofinance to a group of hedge fund managers, I was driven through the Itaim Bibi district, São Paulo’s upscale business zone, where most of corporate Brazil has offices in the glitzy high-rises that shape the skyline. The car turned onto Avenida Horácio Lafer, named after the outstanding Jewish political leader, paper industry scion, and former minister of finance under President Getúlio Vargas. He died in Paris in 1965, the same year the United States rapidly increased its war presence in South Vietnam. And here I was, three blocks from my final stop, to meet with another giant of Brazilian finance, a man who had spent his career sparring, grappling, and ground-fighting with high inflation.

We pulled into the giant portico of a mirrored-glass high-rise. Moments later, an elevator whisked me to its fourteenth floor, where BTG Pactual is headquartered. Across the wide, brightly lit foyer, a man in a white shirt and pressed khakis walked toward me. He had dark hair covering his brow, metal-framed glasses, and the quintessential look of someone who had built a financial empire that spanned the globe. It was André Esteves, the founder of the largest investment bank in Latin America.

I followed André down the hallway, onto a sky bridge that overlooked a trading floor. “That’s where my office is, right in the action. It’s the only way, as you say in America, to keep your finger on the pulse,” he said.

A CEO, right down on the trading floor with his team. I had so much respect for this, and he knew it. In all my years at Lehman, I never saw our CEO in that environment. Not even once.

“A lot of people come to Brazil, and they think only of football, the rum parties, the beautiful women,” he added. “But in finance, we’ve always been in a different world than the United States. We live with inflation and have done so for many years. But I think, now America will have a similar problem. And you have no idea how to handle it.”

That was a sharp observation for early 2022, because the markets hadn’t woken up to the reality of real inflation. Not yet. In fact, nearly everyone in D.C. was characterizing the recent uptick in prices as transitory, a lingering aftereffect of the COVID-19 pandemic.

“Will it be as bad as Brazil?” I asked, with an edge of concern.

“Maybe. You can never tell. But it won’t be fleeting, like Washington believes. History tells a different story.”

I glanced at André, but I didn’t want to interrupt. This was a special moment for me. I have a lot of respect for the man, and it was an honor to be there on the sky bridge with him.

“There’s always been a strong connection between geopolitical tensions and inflation,” he continued. “The last thirty years have been a walk in the park, nicely controlled by the United States. The markets were on an almost uninterrupted bull run.”

“Caused by the fall of the USSR, right?” I blurted, but I had a feeling this was only a part of the answer.

“I guess so….That was the last bastion of conflict. And when it fell, we knew it would open up the world to 2 billion more consumers and eventually make China the factory of the world. We’re unlikely to see that again in our lifetimes.”

As his words sank in, I looked down at the market tickers, remembering the days when I also reported to the trading floor at six o’clock sharp every morning.

“Amazing how the Chinese came to dominate manufacturing, isn’t it?” I said. “They practically monopolized it.”

“It was…and for Brazil, it was an epic development. My country benefited from their insatiable demand for all sorts of essential commodities. Iron ore, soybeans…China bought it all. We grew from a $390 billion economy to $2 trillion, a marker we hit last year.”

“Just goes to show, doesn’t it?” I remarked. “Cheap labor can change the world.”

“Cheap labor?” André looked at me quizzically with a half smile. “This is what everyone thinks, but it’s a little misguided. Because it’s not cheap labor as a single entity. The key word is ‘access.’ ”

“What do you mean by that?”

“It’s to do with the international security of trading routes. It’s what makes trading possible. It lowers the costs of shipping goods all over the world. As geopolitical tensions drop, the ease of overseas manufacturing increases, along with offshoring labor costs. Exporting commodities is a breeze. So for the consumer it means anything from cheap underwear at Walmart to iPhones from Apple, manufactured with cheap coal and labor.

“One needs to understand that the highly deflationary, east-west, just-in-time supply chain model that thrived from 1990 to 2020 doesn’t look the same in a multipolar world. I see a north-south supply chain developing in this hemisphere, between North and Latin America. So many jaded U.S. companies want peace of mind in a post-COVID world. Near-shoring, friend-shoring, backup supply chains, whatever you want to call it, it’s on the way. To some extent, it’s here now and it is far more inflationary.”

I stood there for a moment, digesting what André had said. Then we walked away from the sky bridge, toward a window at the end of the corridor. “The USSR’s dissolution ushered in a thirty-year period of disinflation,” he continued. “But I’m sure you know all this. Putin’s war will do no favors for Europe, which is completely reliant on cheap Russian energy and metals. And what about the Chinese production miracle? Their factories inundate the world with clothes, iPhones, laptops, and electric vehicle batteries! You think this war will do anything for trade? Think about it. Does America even have the leverage anymore to stop this? I suspect countries will start fleeing from the dollar over time, don’t you?”

We arrived at the window, which was just large enough for us to peer between the high-rises and far into the distance, where the crisp air of the city became a dust-filled sepia.

“In the end,” André continued, “it’s not just easy money that causes inflation. It’s risky geopolitics. Look again at the last time the West suffered from it. You’ll have to open the Korean War chapter in your history book, when the North invaded the South. A proxy war against the threat of communism. Then there was Vietnam and the Yom Kippur War. Nearly twenty years of attrition warfare. Do you think for one second Asian goods could be as cheap as they are today with all of that going on?”

“Of course not.”

“Fuel costs, shipping costs, security risks. It would hardly be worth it…not with Southeast Asia on fire. That’s why there was inflation in the United States from 1965 to 1982.”

“What do you think the next decade looks like, given the war in Ukraine?”

André checked his watch before he answered. “We’re on the other side of the mountain now,” he said. “The West is where Brazil has been far too often, with high inflation and subpar growth. Brazil has gone through multiple periods of hyperinflation, the most recent being in the early to mid-nineties, when inflation rates reached 5,000 percent. But even in 2021 the rate of inflation was as high as 30 percent. A large public sector, combined with mounting budget deficits and limited foreign trade, leads to sharp price increases from time to time that take years to bring under control. That’s a much harder world to invest in. Just look at the S&P 500. It still trades at eighteen times earnings. But our Bovespa index is less than seven times. Here, we’re used to consistent inflation. Five, sometimes 10 percent. But for the U.S. this is going to be a hard lesson to learn.”

“You think it will stick around for a while?”

André processed the question very carefully, and when he did answer, he nodded sorrowfully. “Inflation is a very tricky phenomenon, my friend. When it arrives, it gets under the rug. It hides under the seat cushions. It’s one of those things that has a way of sticking around for years.”

Standing across from him, I was struck by his statement. I thought of hedge fund icon Seth Klarman, who once said that investing is the intersection of economics and psychology. I realized at that moment that André had mastered that craft.

On the long flight home, as the plane crossed Brazil’s northwest border with Colombia, the consequences of the end of the great era of deflation began playing out in my mind. Life would be different: more expensive and more uncertain.

And André was correct. We are entering a multipolar world, and it will dramatically alter the economic landscape in the years to come, ushering in a new set of winners and losers. As for its implications, this book lays out, chapter by chapter, exactly how investors must be positioned for the coming storm.

The market has spoken. And right now, it’s time to listen.
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America Crosses the Rubicon

A bad economist will pursue a small current benefit that is followed by a large disadvantage in the future, while a true economist will pursue a large benefit in the future at a risk of suffering a small disadvantage immediately.

—Frédéric Bastiat

Economics is a study in cause and effect. In geopolitics, in global finance, and on the trading floors, we always dial back the years to find the root cause of any market boom, bust, or reset, replaying the pivotal moves on the financial chessboard to understand how America and the West arrived at where we are today.

In this chapter, we’ll revisit the first colossal asset bubbles of the modern era and the role that governments played in inflating them, and in responding when these bubbles finally burst, leaving the economy in shambles. We’ll examine how one faraway bubble sent ripple effects around the world, leading to a near-death experience for the U.S. stock markets—one that forced the Federal Reserve to change its policy forever, with enormous consequences for the economy.

Our journey starts in the land of the Rising Sun and eventually takes us to the pastoral suburb of Greenwich, Connecticut. That’s when the hedge fund Long-Term Capital Management (LTCM) threatened to annihilate the global markets. It might have happened twenty-five years ago, but it still has everything to do with your portfolio in the modern age. Because when the Fed rescued that hedge fund, it started an era of unprecedented Federal Reserve activism, propping up markets every time real trouble knocked on the door. After LTCM, we saw bailout after bailout—each one bigger than the last, each one occurring in a time of low inflation and in a geopolitically safe, unipolar world. This gave the Fed a big arsenal of firepower with plenty of cheap money to bail out financial markets. But today, times have changed. We’re in an inflationary regime, and the world is not nearly as safe. We’re facing a new cold war and an era of high rates.

The Fed’s choices will be very different during the next market crash. It can either do nothing, letting it all go to hell, or rescue the markets with another multitrillion-dollar bailout. If it opted to bail out the market once more, the terrifying price would be something nobody in the West has seen since the 1920s. Back then it was called hyperinflation, which is devastating for economies and investors. But we’re getting a little ahead of ourselves. First we need to discuss the butterfly effect that landed America in this tragic mess.

Somewhat surprisingly, we can trace that effect to a Kawasaki GPZ900R motorcycle, the famous Ninja, first spotted in the classic 1986 movie Top Gun with Maverick on board, speeding through Miramar on his way to Kelly McGillis, with Berlin’s “Take My Breath Away” on the soundtrack. On the streets of America, among the high-speed junkies, the eighties were about Japanese motorcycles, and as a country, Japan was booming.

The brilliance of the Japanese was their ingenuity. Japan is a country with no natural resources, pretty terrible farmland, and not a ton of real estate, and its nearest neighbors are communist China and the eastern seaboard of Russia. Yet the Japanese made themselves into the second-largest economy in the world. The key was superior manufacturing, and they flooded the world market with cheap, fast, smart, and reliable technology. They were on fire. Products included not just the high-performance engines of Yamaha, Suzuki, Mitsubishi, and Honda but also consumer electronics. Japan was the dominant global force with brands like Pioneer, Sony, Kenwood, and the gaming empires of Sega and Nintendo, not to mention Toyota, the master of just-in-time production management.

But for every winner, there is also someone who suffers. America was receiving bitter complaints from the likes of General Motors and Caterpillar to rally Congress and suppress the Japanese export market, because the Japanese competition was decimating their sales. In the early 1980s, the United States placed restrictions and tariffs on Japanese imports, but those did little to slow things down. Finally, in September 1985, five world economic leaders wielding Mont Blanc pens met in New York’s finest hotel to sign what is known as the Plaza Accord and try to cool off the angrily strong dollar. They were Gerhard Stoltenberg of West Germany, Pierre Bérégovoy of France, James Baker III of the United States, Nigel Lawson of Britain, and Noboru Takeshita of Japan. The agreement led to a 25.8 percent decline in the dollar over the next two years and a big appreciation in the German mark and Japanese yen. The latter rose 100 percent over the same time frame. A surge like that placed Japan’s economy at risk of a deep recession because of how reliant it was on export-based industries.

Think of currencies and export markets as sitting on old-fashioned scales. Finding that perfect balance is a very difficult task. If currencies get too strong, it kills the export market, as the goods and services exported will be less affordable abroad. Weaken the currency, and demand for exports will go up.

Now, before everyone signed the Plaza Accord, Japan had a relatively weak currency, and the U.S. dollar was very strong—good for Japan, but bad for the U.S. exports. (We’ll get to the advantages of a strong dollar in a later chapter.) That’s why GM and Caterpillar were kicking up a fuss. A Japanese stereo was cheap when bought with American dollars. But after the accord, the dollar became drastically weaker against the yen. So while an American consumer still paid the same number of dollars for the stereo, each dollar was worth less. In effect, Japan received less money for the stereo. The tables had turned, and Japan’s rampant export industries were in trouble.

In response to this, Tokyo started the first experiment with central bank activism. The Bank of Japan slashed interest rates in half to bolster the Japanese economy, fueling an unprecedented asset bubble. When that bubble finally popped a few years later, the bank started buying hundreds of billions of bonds in the market and eventually dropped interest rates below zero. This became the blueprint for the Federal Reserve and the European central banks. We would witness it fifteen years later, when these central banks bought trillions of bonds to combat a recession. The Fed dropped rates to zero, and the European Central Bank even went below zero.

The initial rate cuts by the Japanese central bank in the mid-eighties made borrowing money much cheaper for the Japanese people, creating an epic credit bubble, a real estate bubble, and a stock market bubble. Meanwhile, the Land of the Rising Sun had become the envy of Asia, and it wasn’t long before neighboring economies tried to duplicate its success. These economies became known as the “Asian Tigers”—South Korea, Taiwan, Hong Kong, and Singapore—and the “Tiger Cubs”—Indonesia, Malaysia, the Philippines, Thailand, and Vietnam. Not China. It wasn’t yet free of the quagmire of communism, but its capitalist neighbors learned from the excellent example set by Japan, ramping up a massive export economy based on brainpower and hard work.
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In the 1980s, institutional investors in the West had quickly latched on to the booming markets in Asia. There’s a great line from Gordon Gekko, the villain of Oliver Stone’s iconic film Wall Street, uttered into his cellphone one morning on the beach: “Money never sleeps, pal.” It really didn’t. Not anymore. Traders in the United States and Europe scoured every time zone for the best returns on capital. They poured money into the Asian Tigers, hoping each could be the next Japan, which itself was in the process of completing the most epic asset bubble the world had ever seen.

With their wealth, the Japanese bought land, stocks, and collectibles, often financed with cheap money, courtesy of the Bank of Japan. At its peak, Tokyo’s real estate could sell for as much as $139,000 a square foot! Even now, penthouses overlooking Central Park in Manhattan go for $6,500 per square foot, which is widely considered among the most expensive real estate in the world. If not, it’s right up there. At one point, the grounds of the Imperial Palace of Tokyo were worth as much as the entire state of California. Between 1986 and 1989, Japan’s Nikkei stock index rose a staggering 200 percent. Japanese businessmen lined auction house floors in New York in the late 1980s, snapping up cases of the most expensive French wine from Christie’s and Sotheby’s, outbidding anyone who cared to raise a hand. Impressionist art auctions, horse races, boat shows, Formula One races. You name a place where top earners gathered, and you’d find a large percentage of Asian decamillionaires. At the time Japan’s strength seemed as enduring as it seemed invincible. However, in hindsight, Japan as a collective entity had officially lost its marbles. It was classic bubble mania. Never lose sight of this phenomenon. It could save you a fortune one day.

At the start of 1990, the Bank of Japan decided to raise rates to cool things off. The once-conservative economy had mutated into a madhouse of cheap money and leverage (borrowed money used to invest or finance assets, with the aim of increasing returns). Almost at the same time as the collapse of the Soviet Union in late 1991, the Japanese property and stock markets also collapsed. Real estate in Tokyo now went for a small fraction of what it had just a few years earlier, and in 1990 alone, the Nikkei fell 50 percent. But those sharp-eyed global investors in London and New York hauled their money out of that sinking ship real quick, pocketed their massive returns, and piled them into the Asian Tigers, hoping for a carbon-copy performance.

INVESTORS TAKE NOTE: 
The Importance of the Japanese Asset Boom-Bust for U.S. Markets
After the implosion of asset prices, the Japanese economy entered a decade-long period of deflation. Ben Bernanke, who became chairman of the Fed in 2006, gave a speech in 2002 titled “Deflation: Making Sure ‘It’ Doesn’t Happen Here.” He laid out a playbook to avoid the deflationary trap of the Japanese economy. This became the blueprint for the Fed’s monetary policy after the 2008 financial crisis. In line with his speech, Bernanke dropped rates to zero and started large-scale asset purchases by the Fed (Bernanke called it the modern equivalent of printing money). Twelve years later, Bernanke’s successor did the same thing in response to the COVID-19 crisis and the plunge in the stock markets. We now know that this policy, commonly known as quantitative easing (QE), primarily inflates financial assets such as stocks and bonds, while also exacerbating income inequality by keeping asset prices like houses and commodities artificially high.


By 1992, Japan had cratered and was left with a long runway of deflation—this was the start of its “lost decade.” At the same time, the Asian Tiger economies began to rise. Same playbook as Japan, but they study their history in that part of the world and try never to repeat the mistakes. This time, they intended to avoid rapid currency appreciation, which had effectively set in motion the historic boom-bust that ravaged Japan. Each country pegged its currency to the U.S. dollar, the global reserve currency (aligning its exchange rate with the value of the dollar). This kept any currency fluctuations to an absolute minimum and made it easier to attract global institutional investors, who took sizable positions in Korea and Hong Kong stocks. The pegs also removed any need to hedge currency exposures. Once the lavish table was prepared, Southeast Asia sat down to enjoy the inevitable banquet of their success. Not in their wildest dreams did they imagine that dessert would never be served.

The Asian economic boom followed a very similar pattern to Japan’s, starting out with a huge trade surplus—that’s when a country sells more than it buys—and this glut of cash created easier borrowing and attracted hordes of foreign investors. The bust side of the equation was a different story. Wary of getting wiped out like their Japanese counterparts, the local business elite were watching the influx of money from a local perch. This gave them a very sharp lens on the economy and allowed them to spot any shift in sentiment—putting them first in line for the life raft if the ship hit an iceberg. From 1994 to 1996, the Asian Tigers and the Tiger Cubs went through a period of economic growth that could only be described as unprecedented. South Korea, Singapore, Thailand, Malaysia, and Indonesia experienced GDP growth rates of 8 to 12 percent. Between 1990 and 1997, the Philippines’ stock market soared 250 percent, Indonesia’s 160 percent, Malaysia’s 140 percent, and Taiwan’s 80 percent. It was like a giant flood tide that raised sea levels in every harbor, and halfway around the world in a sleepy corner of Greenwich, Connecticut, that tide had started to breach the seawalls.
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