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			INTRODUCTION

			(Updated March 30, 2015)

			I’m not usually on the bearish side of predictions, having been an outspoken bull since the late 1980s. I was watching the rise of the massive Baby Boom and thinking optimistically when most economists saw the United States declining after the first financial peaks of the 1980s. I anticipated the decline of Japan in the 1990s when economists were proclaiming it would overtake the U.S. economy. Now people are saying the same thing about China’s growth in the next decade, despite the fact that Japan’s economy remains virtually comatose two decades later. China has the greatest government-driven overbuilding boom in modern history, and it will see the greatest bubble burst over the next several years . . . mark my words on this!

			At Dent Research we have a not-so-secret weapon: demographics. It is the ultimate indicator that allows you to see around corners, to predict the most fundamental economic trends not just years but decades in advance. Demographic data can help identify macro and micro trends. On the small side, I can tell you when people spend the most on potato chips—age forty-two. Thinking bigger, I can point out to you how our economy has boomed and gone bust on a forty-six-year lag tied to the birth index for peak spending of the average family since 1983.

			I believe, in short, that if you understand the demographic data, using it to your advantage just isn’t that difficult.

			Inflation rises with younger people entering the workforce, then wanes after they become most productive in their forties. Deflation can set in when more people retire than enter the workforce (that’s happened in Japan). Younger people drive innovation cycles, older ones don’t (there are more adult diaper sales in Japan today than sales of baby diapers!). Demographics are the key to the future: if you don’t understand such trends, from the trivial to the tremendous, you will miss many things that you should have seen coming.

			Many economists refuse to see beyond the next election. They see political factors as central, but I disagree. The key to the future is the predictable things people do—and, for the most part, politicians are merely reacting on a lag. By understanding the demographics, we can identify the key economic trends that will affect our lives, businesses, and investments during our lifetime.

			The Debt Drug and Other Problems

			In response to the global economic panic in 2008, governments around the world pulled out all the stops, stimulating beyond anything imaginable years ago. Governments and central banks employed quantitative easing (QE), a new “debt drug” that involves buying financial assets to increase the monetary base—$14 trillion and rising globally. The goal was to prevent a continuing global slowdown from the deleveraging of the greatest debt and financial asset bubble in history.

			But this practice perverts markets, interrupting the free market’s natural mechanisms for rebalancing and fostering innovation. This messing with Adam Smith’s “invisible hand” means you need to prepare for the worst downturn and crash of your lifetime, which I predict will arrive by late 2015. Governments are going to keep drugging themselves with QE until they fail and the economy corrects itself between 2015 and 2020, when all of my four key cycles point down together—I’ve never seen a cycle alignment like this before. Since 1983 the private sector of the United States alone has accumulated $42 trillion in private debt (it grew at 2.7 times GDP for twenty-five years), but we can’t keep growing government debt forever in the name of supporting the now slowing private economy. When the economy corrects itself—and it will—there’ll be a sudden deflation in prices. Financial asset bubbles will burst all around us, just as we saw in late 2008 before unprecedented money printing globally (QE) brought it to a halt.

			Let’s take another demographic angle. Record real estate prices around the world aren’t good for the economy because they raise the cost of living and the cost of business. When you look closely at the numbers, it’s apparent that older households benefited the most from the 2000–2005 bubble. But if we want the younger generation to invest for the future, we need real estate and stock prices to come back down to reality. We need debt levels to be written down so households and businesses can free up cash flow and afford to expand again.

			Speaking of our aging population, we also need to get real about the simple fact that our life expectancies have risen dramatically over the last several decades. Too many of us still aspire to retire in our early sixties when we should be thinking of retiring in our early seventies. If we accept the truth of that, we solve much of the massive entitlement crisis we face with fewer and fewer workers and more and more retirees. In fact, retirement is a myth created in the last several decades. Unless your health is failing, why retire and do nothing? Contributing and serving people is what we humans are all about, not sipping martinis at the pool!

			We have seen an unprecedented long-term boom and bull stock market since the Great Depression for the last three-quarters of a century. Special interests have created all types of tax loopholes and health care inefficiencies that need to be revolutionized, not changed by increments. Then there’s education, the highest inflation sector of our economy. There is no way to fix our unbelievably complex tax code or health care or education systems with incremental political change. The only way we get such a revolution is a breakdown of the system that has worked so well for decades and even centuries. How do we get there?

			The Four Seasons

			Demographics and the pace of technological innovation can be used to predict what is to come. In the pages that follow, I’ll outline a simple, four-season cycle with a duration roughly that of the human lifetime of about eighty years.

			New technologies and generational boom-and-bust cycles create a sustained boom that starts in the spring, hits speed bumps in summer with high inflation (think high temperatures) and falling generational spending that then descends into an autumn bubble boom with rising generational spending and productivity, falling inflation and interest rates. That final boom creates bubbles in financial assets and new technologies and business models that, like after the fallow season of winter, will pay off for many decades to follow, but must first get more efficient by means of the deleveraging of debt bubbles and financial assets (as happened in the 1930s and will occur in the decade ahead).

			This is a natural cycle of boom and bust, inflation and deflation, innovation and creative destruction that is the invisible hand of the free market system that has driven us to unprecedented wealth and incomes, especially in the last century. But, as we’ve seen, governments taking more and more of the debt drug have stopped the rebalancing of our economy after a glorious fall bubble boom. That means we won’t get to spring and long-term growth again unless we allow the rebalancing and deleveraging to happen.

			In the chapters that follow, we’ll visit the challenges we face and the opportunities that will be on offer. In chapter 1, I show how demographics drive our economy predictably, and how you can see economic trends decades in advance. I predicted twenty-four years ago that the U.S. economy was likely to peak around 2007. But Japan peaked before the United States in the early to mid-1990s, and Europe will follow and see declining demographic trends starting in 2015. Even China will see mildly slowing demographic trends ahead and then fall more sharply after 2025. More countries will go off the Demographic Cliff in the years ahead, making stimulus plans from governments less and less effective.

			Germany will be the biggest surprise, as it has the worst demographic trends of any major country from 2014 into 2022—worse than Japan’s demographic cliff in the 1990s that burst its stock and real estate bubbles ahead of all other countries. I show Germany’s demographic trends in chapter 1. We were the only forecasters to predict Japan’s massive decline in the late 1980s.

			In chapter 2, I will show how Japan is in a “coma economy” due to endless QE and a failure to face and restructure its massive debt. QE should be a brief tool to stem a short-term crisis and shouldn’t be mushrooming into a longer-term policy—as we’ve seen happen. Europe’s large-scale QE and bailouts into early 2012 finally failed with a recession in mid-2012 that the European countries can’t seem to shake. How will Europe fare when demographic trends are adverse, given how much trouble it’s in already due to colossal debt and imbalances created by the euro dating back to 1998?

			In chapter 3, you’ll learn how the real estate bubble around the world started with the middle-class generation buying homes after World War II, and then got a booster shot arriving with the huge Baby Boom generation from the 1980s forward. But today the buyers will be increasingly outnumbered by the dyers in most wealthy countries. That conveys a painful truth: under such circumstances, there will be a zero net return adjusted for inflation because in developed countries, a smaller generation is following a larger one for the first time in modern history. Prices will fall, or, at best, adjusted for inflation, remain flat for a long time to come (recall that Japan’s real estate fell 60 percent in the 1990s and has yet to rebound, nearly a quarter century later). We need to go back to the lessons of Monopoly, where you buy real estate for the rents, not the appreciation.

			In early 2015, the U.S. economy appeared to be on a path to sustainable growth again. But the recovery in stocks, real estate, and the overall economy resulted only from that endless government stimulus thus far. That’s another of those bubbles, and I’ll tell you about the unprecedented debt bubble in chapter 4 and then look at the history of debt and financial bubbles in chapter 5. I have studied every major bubble for hundreds of years and they are all the same. Trends get very favorable and then everyone wants to retire on them through speculation. China is the greatest bubble I have ever seen, as its government has driven its economy for decades solely through massive overbuilding. Its real estate bubble is beyond anything in the developed world. China will be the last and greatest bubble to burst—look out below when that happens—but all bubbles share the same fundamentals, one of which is that they all burst, and then they go back down to where they started or lower. We’re not there yet!

			In chapter 6, I’ll talk about commodity prices. Many economists say that China and the emerging world will save us from a global slowdown. But that doesn’t align with the fact that emerging-country stocks have been declining since April 2011, and China’s up until recently. That represents another early warning system that something is wrong. I’ll show you how commodity prices peak every thirty years—and they peaked in mid-2008. When commodity prices go down, the emerging countries that export them go down, and China now exports more to them than to developed countries. You’ll see why I call commodity prices the Achilles’ heel of emerging economies.

			We have been predicting for years that falling commodity prices would weaken the still demographically strong emerging countries who largely export them and that would in turn start to weaken China’s exports to them. This has been happening in spades since the initial publication of this book in January 2014. Oil prices have been collapsing as we predicted. This threatens the new fracking industry in the United States, which only thrived from massive QE and low borrowing costs and an artificial resurgence in oil prices back over $100, and large oil companies as well. It also threatens many large, high-cost oil exporters like Russia, Venezuela, Iran, and Iraq.

			The Upside to the Downside

			What’s the upside to the downside here? The world and almost all financial assets will be on sale. In practice, that can have some very positive ramifications for you.

			In chapters 7, 8, and 9, I’ll reverse my field and look not at the bad news but at strategies for prospering in this inevitable, challenging, and most productive winter season for investors, businesses, and governments. If you have the common sense to understand that you can’t fight a debt crisis with more debt, and that the massive Baby Boom generation around the world will only spend less as they age, not more, then you will listen to what I have to say and prepare your investments, your business, and your family and kids for this inevitable and necessary crisis ahead—especially between 2015 and early 2020 or so. The worst is likely to come in 2015 to 2016 and 2018 to 2019, as I explain through our many cycles in chapter 7.

			You need to take some steps and recognize that these are once-in-a-lifetime possibilities for profiting, as did Joseph Kennedy in investing and General Motors in business during the Great Depression.

			First: Understand that investors who protect their capital after the most recent and most artificial bubble will be able to buy everything from stocks to gold to beachfront property at the lowest prices of their lifetimes.

			Second: Your children will be able to buy houses at affordable prices and get the lowest mortgage rates of a lifetime, as will you for a vacation home.

			Third: Businesses will be able to gain market share that will pay off for decades and buy the most valuable assets of your failing competitors at cents on the dollar.

			Fourth: Governments will be able to restructure debt and entitlements in a crisis that will force their citizens to be realistic, and bring common cause to the most polarized politics in modern history.

			But first let me update here from the initial publication in January 2014. Many of the predictions we have made are already manifesting: falling commodity prices, underperformance of emerging countries, plummeting oil and gold prices, continued weakness in Europe, and the beginning of real estate weakness in key bubble cities globally like China and Singapore. The big thing that has not happened is a crash in stock prices in developed countries like the United States and Germany. I see that coming between 2015 and 2020, especially in 2015 to 2016.

			The following chart shows how the S&P 500 has been moving up in a bubble-like channel with low volatility since the only 20 percent correction in 2011. This looks like it is ending, and a break below the bottom of this channel would strongly suggest this great bubble is over. This is the most likely scenario.
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			Visit http://bit.ly/1JyuxZX for a larger version of this graph.

			But there is an alternative scenario. If central banks around the world are able to mount another even stronger QE cycle in the face of the economic weakness we are predicting for 2015 forward, then we might get another near 20 percent correction like in 2011 into fall 2015 and then make a final thrust to slight new highs in late 2015 or early 2016 . . . then the major crash comes. Such a desperate move by central banks may face a lot of resistance after six years of unprecedented QE appears to be failing again. I’ll give more detailed and longer forecasts in chapter 7.

			We continue to see falling commodity prices that will create a larger crash in emerging countries. The two greatest surprises ahead will be the fall of Germany (from demographic trends that are the worst of all), which is tasked to save the demographically and debt bankrupt euro zone, and the crash of China’s real estate bubble and those of all remaining bubble markets in the strongest cities around the world, which are largely being fed by foreign buying and speculation that will collapse just as the great Japan real estate bubble did from 1991 forward.

			Global debt has climbed $57 trillion since the first bubble peak in 2008 to over $200 trillion, more in emerging countries than in developed. This means an even larger debt deleveraging ahead when “something for nothing” QE policies finally prove to be what they are.

			At some point between 2015 and early 2020 we will see another major stock crash globally and a much deeper financial crisis —a depression from the deleveraging of debt and bubbly financial asset prices. But that crisis will see deflation as money and wealth is destroyed more than any time in history. Less money chasing the same goods is the classic definition of deflation. We will not see the hyperinflation that gold bugs are seeing from endless money printing, even though they are right about a major financial crisis ahead.

			The most likely time for the next great crash is between mid-2015 and early 2017. But stocks and economic weakness are likely to deteriorate further into at least early 2020 when some of our key cycles start to point up again. Note that I make many projections years into the future. These are just my best guess; obviously, don’t expect all of these to work out exactly as I project.

			This is the time to protect your financial assets and your business before the “Great Reset” from this multidecade bubble comes. Such a reset only comes once in a lifetime. The last one was in the 1930s and it was brutal! I encourage you to read on.

			Let’s look in chapter 1 more closely at demographics. After all, “demography is destiny,” as the nineteenth-century social scientist Auguste Comte is said to have stated decades after Adam Smith came up with the free-market concept of the “invisible hand.”
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			THE DEMOGRAPHIC CLIFF AROUND THE WORLD

			One simple indicator warned of the crashes in Japan from late 1989 forward and in the United States in 2008. It’s called the Spending Wave.

			The wave is not a function of stock valuations, but of consumer spending patterns over the course of their life cycle. It’s about the predictable things people do as they age.

			Demographics tell us a typical household spends the most money when the head of the household is age forty-six—when, on average, the parents see their kids leaving the nest. Reading these numbers is no different from life insurance actuaries predicting when the average person will die and, based on that, making projections decades ahead.

			Essential to understanding broad economic trends is the recognition that new generations of consumers enter the workforce around age twenty and spend more money as they raise their families, buy houses and cars, borrow, and so on. You may peak at a different age, likely in your early fifties if you are more affluent and went to school longer (as your kids probably did or will, too). The demographic climaxes in average peak spending led to the rising boom from 1983 to 2007, then the slowdown in 2008 that will carry on until 2020 until trends bottom out and 2023 before trends turn up again. These numbers won’t predict stock crashes and swings in the markets in between, but the big picture is undeniable.

			In 1989, stocks in Japan peaked dramatically at 38,957 on the Nikkei. A major real estate peak followed in 1991. Despite unprecedented monetary stimulus since 1997 (there’s that QE—quantitative easing—again), more than two decades later stocks remained down 80 percent in late 2012. Likewise, twenty-two years later, real estate is still down 60 percent from the peak, and commercial real estate by even more. Real estate has never bounced back significantly, even though, from 1999 forward, a new—but significantly smaller—generation began to reach the right age to buy houses.

			Did you know that almost all of the money spent on housing occurs between ages twenty-seven and forty-one? In Our Power to Predict in 1989, I predicted Japan would see a twelve-to-fourteen-year downturn, while the United States and Europe would see their strongest decade in history. Only demographic indicators could anticipate such a powerful shift in the global economy.

			After two lost decades in a coma economy, in early 2013 the Japanese government announced that it would implement the most aggressive stimulus program in history to turn things around. Stocks advanced dramatically in response into mid-2013, but we can’t know for how long, given that the advance is based on a desperate monetary policy meant to fight dire debt ratios and demographic trends. Since Japan’s first demographic slowdown was over in 2003, why wasn’t the last decade more prosperous?

			The world’s economists simply have not come to terms with not only what happens when the largest generation in history reaches its spending peak, but also what it means when that generation is followed by a smaller one. We need to consider hard questions, such as what happens when Japan, most of the countries in Europe, the North American countries, and even China face shrinking workforces and reduced population growth. And what happens as more people retire than are entering the workforce? How does that affect economic growth and commercial real estate? What happens when more homes go onto the market as people die than there are younger buyers to buy them? Such a situation has not occurred before in modern history, and it will have a powerful effect on economics. We’ve seen it already in Japan, which I will cover in chapter 2.

			The Best Leading Indicator

			The best indicator? People do predictable things as they age. That’s it in a nutshell. So, let’s look at how demographics drive economic trends, from the macro to the micro, in modern middle-class economies.

			Only since 1980 have we had clear and detailed annual surveys from the U.S. government on how consumers spend, borrow, and invest over their life cycle, down to very small sectors (remember my reference to potato chips? Sales of those peak at age forty-two for the average household). But with great volumes of such data, it is possible to forecast the most fundamental economic trends.

			Consider that the Consumer Expenditure Survey (CE) from the U.S. Bureau of Labor Statistics measures more than six hundred categories of spending by age—and spending really changes in different areas according to age. The average family borrows the most when the parents are age forty-one, typically the time of their largest home purchase. They spend the most at age forty-six, although more affluent households reach that peak later, between age fifty-one (top 10 percent) and fifty-three to fifty-four (top 1 percent). People save the most at age fifty-four and have the highest net worth at age sixty-four (and later for more affluent households). Predictably, as we live longer these peaks slowly move up in age. The Bob Hope generation, born in increasing numbers from around 1897 to 1924, reached their spending peak at age forty-four in 1968, meaning their boom was a forty-four-year lag on the birth index from 1942 to 1968.

			The average person enters the workforce at age twenty, an average of those who complete their education with a high school degree at age eighteen and those who graduate from college at age twenty-two. Typical Baby Boom couples got married at age twenty-six (though that age is rising, presently hovering around twenty-seven-plus). That’s when apartment rentals peak, too, and the average kid arrives when his or her parents are ages twenty-eight to twenty-nine. That stimulates the first home purchase at about age thirty-one—as soon as people can afford it! As the kids first become teenagers, parents buy their largest house, between ages thirty-seven and forty-one. (Why? Parents and kids both need more space in this difficult period of adolescence. You want the kids to be way over there and you way over here—and the kids agree!) We continue to furnish our houses, and thus spending on furniture overall peaks around age forty-six, which, again, is also the peak in spending for the average household.

			In the downward phase of spending, some sectors continue to grow and peak. College tuition peaks around age fifty-one. Automobiles are the last major durable good to peak (that’s around age fifty-three), as parents buy their best luxury car after the kids have left the nest and they don’t need a boring minivan anymore. Some get fancy sports cars. Some get big pickup trucks. These are in fact the sectors doing the best in 2013 before they peak after 2014. But then their vehicles last much longer as they have nowhere to drive without the kids, so car spending plummets thereafter.
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				Visit bit.ly/1jt32nt for a larger version of this graph.

				A sample of some key areas of consumer spending out of the broad survey. Does this resemble your life pattern? If not, it’s likely because you are more affluent and peak a bit later in these areas.

			

			Savings rise most from age forty-six to fifty-four and continue to grow, though more slowly, toward a net worth that peaks at age sixty-four, one year after the average person retires at age sixty-three. Spending on hospitals and doctors peaks between age fifty-eight and sixty. Vacation and retirement home purchases peak around age sixty-five. People travel more from age forty-six to sixty, after their kids leave the nest, but then they begin to find it too stressful. They finally choose to just go on cruise ships and be stuffed with food and booze with no jet lag or customs hassles. That peaks around age seventy. Then there are the peak years for prescription drugs (age seventy-seven) and nursing homes (age eighty-four).

			I have highlighted only some key areas: the data can tell you much more, such as when consumers spend the most on camping equipment, babysitting, or life insurance.

			(I have a special research report, Spending Waves, that looks at more detailed spending patterns by age across many sectors. You can find more information on that at www.harrydent.com/spendingwaves.)

			The peak in overall spending in Figure 1-2 is at age forty-six and revolves around kids’ getting out of school and the need for spending dropping for parents so that they can both enjoy life more and save for retirement. Spending on furniture peaks here as well. But note that there is a plateau between age thirty-nine, when home buying starts to peak, and age fifty-three, when auto spending peaks. Then spending drops like a rock all the way into death! This is a big deal that governments, businesses, and investors are not anticipating as the massive Baby Boom generation ages in one country after the next.
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				Visit bit.ly/1iBCHps for a larger version of this graph.

				If you want to reduce middle-class economies down to one important factor, this is it: consumer spending by age. Most economists assume consumers are more like a constant and that business and government swings drive our economy. In fact, consumers are 70 percent of the GDP, and business investment only expands if consumer spending is growing and the government taxes businesses and consumers for its revenues; hence, it follows consumer spending indirectly as well.

			

			The difference in spending patterns between a nineteen-year-old, a forty-six-year-old, and a seventy-five-year-old is huge. How much did you earn and spend yourself at age eighteen or nineteen? How much did you earn and spend when you bought your largest house and then furnished it in the years to follow? How much do seventy-five-year-olds spend . . . and do they borrow money? Consumers are anything but a constant when generational cycles are shifting the age concentrations significantly—especially the unusually large generations like the Baby Boomers. Note that some individual spending sectors can be very volatile, such as in acquiring items like motorcycles, which are largely purchased during the male midlife crisis years between forty-five and forty-nine, or RVs (recreational vehicles) that are largely bought between age fifty-three and sixty.

			In the big picture, what makes this consumer spending cycle so powerful is the fact that people are born (and immigrate) in clear generational waves. These are the two ways that you become a worker and consumer in a country like the United States—workers represent “supply” of goods and the same people as consumers represent “demand.” Hence, new generations drive both as they age into their peak spending years—and that’s precisely what causes a broad boom in our economy, which happened from 1942 to 1968 and from 1983 to 2007.
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				Visit bit.ly/18WMP51 for a larger version of this graph.

				Looking back to the late 1800s, you can see that immigration is anything but constant. There were two major peaks in immigration: the first in 1907 with a major drop-off after 1914; the second was around 1991 with a major drop-off beginning after 2008. Note that immigration dropped to near zero in the 1930s after the greatest surge in American history.

			

			A century ago, immigration was the largest driver in the U.S. economy. New arrivals were the biggest factor in what I call the Henry Ford generation, which powered the economic boom that bubbled into the Roaring Twenties. More recently, we have for two decades predicted that immigration will fall sharply again from 2008 forward, when declining spending by Baby Boomers was also pushing us toward the next great depression between 2008 and 2023. We’ve seen that happening, with the drop-off from Mexico especially apparent. Along with declining births since 2007, U.S. population is simply not going to grow as fast as economists forecast by extrapolating past trends.

			In the recent immigration surge from the 1970s into the 2000s, which peaked in 1991, the immigrants added more to the Baby Boom generation (born from 1934 to 1961) than to the Echo Boom (born from 1976 to 2007) to follow. The highest numbers of immigrants arrive around age twenty-three (what is called the mode in statistics), with the average age at thirty. The new arrival usually enters the workforce and starts producing and consuming. Hence, immigration has an immediate impact on the economy, unlike new births (the latter arrivals require eighteen to twenty-two years to enter the workforce and become productive).
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				Visit bit.ly/1bYqCHX for a larger version of this graph.

			

			When my outlandish forecasts back in the late 1980s for a Dow of 10,000 by 2000 started to look a bit too conservative, I realized that I wasn’t adjusting for immigrants, which I did in 1996. I developed a bell curve for the age of immigrants over decades of data using a computer model to determine when immigrants were actually born on average so I could add them to the birth index as if they were born here. And at Dent Research we make our own future forecasts for immigration taking into account the business cycle instead of the normal straight-line projections of economists.
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				Visit bit.ly/I9bQ6E for a larger version of this graph.

				Note how much larger the Baby Boom was than the Bob Hope generation before it. The Echo Boom hit similar levels of births at its peak in 2007. But the last is a smaller wave as a generation, and from 2008 into the early 2020s, births are going to tend to fall more than rise due to a bad economy, just as they did in the 1930s and the 1970s. Note that it’s also necessary to adjust the birth index for immigrants to get the total size of each generation. When legal and illegal immigration during the Baby Boom generation is added, the Baby Boom towers higher still.

			

			We found that, when adjusted for immigrants, the Echo Boom generation never reaches the growth numbers of the Baby Boom generation. Hence, it is the first generation to be smaller than the one before it. This pattern is consistent throughout the developed world, with the exception of Australia and the Scandinavian countries. Many European and East Asian countries have no Echo Boom generation at all.

			Not everyone recognizes the subtleties of this. In print and broadcast journalism—a May 2013 article in Barron’s, for example, and on air at CNBC—we’re told that the millennial or Echo Boom generation is larger than the Baby Boom generation. By habit, I cringe when I hear broad statements concerning demographics (too often the speaker hasn’t done in-depth research and reaches wrong conclusions). In this case, the statement is partly true, partly not.

			The easy part—and the one that economists usually get right about demographics—is that the populations of most developed countries are aging and that rising entitlement burdens will fall on the younger generations. How will the lower spending and earnings levels of a smaller generation affect the economy? Take a good look at the Japanese economy, which went into a coma after Japan fell off the Demographic Cliff between 1989 and 1996: Japan has had zero inflation and GDP growth for the last two decades (see chapter 2).

			Taking a close look at the data, it’s clear that the Echo Boom generation does exceed the Baby Boom generation in sheer numbers. In the United States, the birth rate for the Echo Boom group started at a higher level, and its rising birth span of thirty-two years (1976–2007) was longer than that of the Baby Boom group, at twenty-eight years (1934–61), as Figure 1-6 shows. Baby Boomers total 109.2 million adjusted for immigration, compared with 146.3 million Echo Boomers. But the more important point from my research: the peak immigration-adjusted births of the Baby Boom generation are still substantially higher and have a bigger overall wave.
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				Visit bit.ly/1jt3Rwl for a larger version of this graph.

				The key to demographic trends and forecasting is reading the wave—namely, the rising wave of births and growth—and distinguishing the relative size of the acceleration of each generation. The Baby Boom is like a ten-foot-tall wave coming onto the beach, whereas the Echo Boom is a five-foot-tall wave. A surfer can instantly tell you the difference! Although the Echo Boom wave is wider in its scope, the Baby Boom wave is taller and greater in magnitude and peak numbers.

			

			In the next boom, from about 2023 forward, the number of households needed to keep the economy going by spending and borrowing money, buying homes, investing, and other economic activity simply will not grow as fast or to the same levels. Yes, many (but not all) developed countries will experience a boom driven by demographics about a decade from now, but it will not be as strong as that precipitated by the rising spending and borrowing of the Baby Boomers.

			Growth is more likely to come as a result of technological advances, especially those that will increase longevity and working years, which could help compensate for the lower number of workers. Such areas as biotechnology, robotics, nanotechnology, and new energy sources that are cleaner will be the drivers, but it will be a long time before they affect the economy broadly, because it takes decades for new innovations to gain momentum. For example, the automobile was invented in 1886, but only began to move into the mainstream U.S. economy from 1914 to 1928.

			The Spending Wave

			Now for our most powerful single economic indicator for projecting fundamental economic and spending trends decades in advance: the Spending Wave. Here we simply take the immigration-adjusted birth index and move it forward forty-six years for the predictable peak in spending of the average American household. How simple is that? Look at the broad correlation with the S&P 500 adjusted for inflation over time. It is in the short-term swings that there is so much volatility, whether in boom or bust. Demographics can accurately project long-term trends in booms and busts in our economy, but cannot predict short-term swings in our economy that come from all types of geopolitical and other human impacts.

			To review: The birth trends for Baby Boomers started in 1934 but accelerated in 1937 and peaked in 1961. A forty-six-year lag for its peak in spending would project a strong boom from 1983 through 2007. Is that not what happened, despite some big swings due to stock and real estate bubbles that burst along the way? The preceding Bob Hope generation boom had a forty-four-year lag on rising births between 1897 (estimated) and 1924, or 1942 to 1968. Then that generation saw a slowdown from 1969 through 1982. This is not a short-term indicator, but it is the best long-term leading indicator in history.

			Economists think no one can predict longer-term trends because the world and technologies are changing faster than ever. The truth is we have new information on demographics that we never had before, which makes predicting the long-term economic trends easier than predicting shorter-term trends, given the impact of political events and business and stock market swings that occur due to human nature. Looking at the broader picture, we see the predictable things we do as we age as key to the economy, including innovation and inflation, which comes in our younger years; spending and borrowing into midlife; and saving, investing, and exercising political power into our elder years.

			The coming boom from 2023 into 2036 and beyond will not be as dynamic in developed countries like the United States as the boom from 1983 to 2007, when the Baby Boom generation drove dramatic earning, spending, and borrowing trends, innovation (in the 1970s) of new technologies, and their adoption. That next boom will focus on emerging countries, including India, Southeast Asia, Latin America, and to a lesser extent China, because its population is aging rapidly.

			The more we dig into demographics, the more we find how pervasive an effect it has on modern economies with high-income, middle-class populations and unprecedented levels of upper-end affluence. But let’s look at another major factor in our economy: inflation, which is not largely a monetary phenomenon (sorry, Milton Friedman). It is driven more by people.
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				This simple indicator told me twenty-five years ago that the U.S. economy would expand around 2007 and then slow between 2008 and 2020–23, but look at how far stocks are stretched from that most fundamental trend since 2009! That bodes for a much bigger crash ahead.

			

			Consider this logic: Young people cause inflation. Why? They cost everything and produce nothing. That’s because, quite rightly, they are in a learning stage until ages eighteen to twenty-two or so in our affluent modern economy. It costs on average about $250,000 for parents to raise a child, not counting college costs if they go. It costs governments a big portion of their budgets for education. And just as a new generation enters the workforce, businesses have to invest in workspace, equipment, and training. In effect, young people are an investment in the future for all sectors of our economy. They begin to pay off when they enter the workforce and become productive new workers (supply) and higher-spending consumers (demand).

			Conversely, older people tend to be more deflationary. They spend less, downsize in major durable goods, borrow less, and save more. They don’t require investments in new infrastructures like offices or larger homes, or in major education; they ultimately leave the workforce and downsize to smaller homes or even nursing homes. This stands in contrast to young people, who require massive investments in education, office space, and technology as they prepare for and then enter the workforce.

			In 1989, one year after I discovered the Spending Wave, I discovered a surprisingly strong correlation between inflation rates and a 2.5-year lag on workforce growth (see Figure 1-8). This is an amazing short-term correlation, given how many factors affect inflation: food and gas prices, monetary policy, swings in economic cycles, currency exchange rates, and others. And there are swings against this indicator in real life from such variables. But the long-term trend follows very accurately, just like the Spending Wave, despite such short-term volatility for so many other reasons that are very hard to predict and determine.
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			Workforce growth over time is simply a function of younger people entering on average at age twenty (and rising slowly over time) and older people retiring at age sixty-three on average. Retirement age is likely to rise more rapidly in the next decade as many Baby Boomers will not be able to afford to retire in a bad economy, given that they have little savings, having expected good times to last forever. The Bob Hope generation saved a lot more, as they grew up in the Great Depression and World War II, a sobering experience that made them more conservative even in the good times. Baby Boomers also express a desire not to retire as early as their parents did, although actions speak louder than words. The average retirement age has been pretty steady between sixty-two and sixty-three for the last two decades, and that includes Baby Boomers who started to retire from 2000 forward and will continue to do so until at least 2024.

			The Inflation Indicator can only give us a 2.5-year window on inflation trends, but, because we can predict the number of twenty-year-olds who will enter the workforce on average and the sixty-three-year-olds who will exit, we can roughly project workforce growth and inflation two decades in advance (see Figure 1-9). Back in the late 1980s when I was predicting the greatest boom in history into 2007 or so, I also saw inflation falling to near zero by 2010. That’s what happened.
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				The most important trend to note from the Inflation Forecast model is that the model points toward deflation in prices between 2010 and 2023 without any impacts from debt deleveraging or commodity prices collapsing, which I also see ahead.

			

			Workforce growth has gone from a high of 4 percent in the late 1970s to 3 percent in the late 1980s to 2 percent in the late 1990s, stands at around 1 percent currently, and will be 0 percent by 2020–23. The greatest inflation in modern history was not caused by central bankers, nor was high workforce growth in the 1970s caused by politicians. Who would want to create 16 percent inflation and mortgage rates and upset everybody? The weak workforce growth currently even with massive stimulus is actually consistent with where this model says we should be, again about 1 percent a year or 125,000 to 150,000 jobs a month. That was a bit higher in 2013 due to strong stimulus and a recovery of past lost jobs, but still has not brought us back to the level of employment in 2007 at the peak.

			In this unique time period wherein a great depression actually started to unfold in late 2008, governments have gone to unprecedented extremes to stimulate and prevent a depression, deflation in prices, and debt deleveraging. They are going against the grain of the natural forces of the economy . . . and this won’t end well, as occurs with any drug addict in denial. The economy’s natural forces and fundamental trends will win in the end, not central bankers and governments.

			If you want to see the future, watch demographic trends, as they are the ultimate leading indicators. Even better: most economists, investors, and businesspeople don’t understand this, so it creates a unique advantage for you as an investor or business.

			The Ultimate Economic Model

			I call it the Eighty-Year, Four-Season Economic Cycle.

			Everything I have studied in life seems to run in four seasons or stages. Our annual weather cycle is one obvious example: spring, summer, fall, and winter. Not so different are the four stages of our life: youth, adulthood, midlife, and retirement. There are four stages of the business cycle, too: innovation, growth, shakeout, and maturity. Just as there are four weeks in a month and four phases of the moon, I’ve found our economy evolves in four-season cycles as well, one that assumes the approximate duration of a human lifetime, currently about eighty years.

			The first credible economic cycle I studied in the early 1980s was the Kondratieff Wave, revealed by the Russian economist Nikolai Kondratieff in 1925. Back then this was a fifty- to sixty-year cycle (when we didn’t live as long) that saw peaks in inflation rates in 1814, 1864, 1920, and more recently 1980. This cycle of inflation and deflation was characterized as having four seasons: a spring boom with mildly rising inflation; a summer recession with inflation rising to a long-term peak with major wars; a fall boom with falling inflation, powerful new technologies moving into the mainstream, and a credit bubble that leads to high speculation and financial bubbles; and then finally the winter season with the bursting of the bubbles, debt deleveraging, deflation in prices, and depression (and wars can occur here as well, such as World War II).

			This cycle seemed to lose its generally predictable pattern decades ago for two reasons: First, after World War II the cycle got very exaggerated, with massively higher inflation trends from the entry of the supersized Baby Boom generation into the workforce, which is inflationary; and second, when the next winter season to follow the Great Depression was due in the 1990s on that old sixty-year cycle, we got the greatest boom in history instead. That’s why there was a rash of books in the late 1980s and early 1990s calling for a great depression: Ravi Batra, Robert Prechter, James Dale Davidson, and Harry Figgie wrote them, and they all sold boatloads of books. I respect most of these authors and read their books thoroughly, as they had a much greater perspective of history and cycles than most economists.

			At the same time, however, I was studying demographics and the Baby Boom. I understood that there was no way we could have a great depression when the largest generation by far was in its sweet spot for spending and borrowing in the 1990s. I came out with a book in late 1992 called The Great Boom Ahead. I presented my thoughts on a new, four-season economic cycle that spanned approximately eighty years. I saw that the Baby Boom simply exaggerated the cycle in terms of the magnitude of inflation and booms, and our life expectancies took a big leap in the last century, extending all human-related cycles, including the length of booms and busts.

			The point is that the Kondratieff four-season cycle is still very much valid, but it has been stretched and magnified. If we just project cycles in spending and inflation through demographics, we can more accurately time this powerful and overarching, four-season economic cycle into the future.

			One explanation for the shift from a near sixty-year to an eighty-year cycle is that our economy changed dramatically in the last century. Up until the early 1900s, the United States was still an agrarian nation with 80 percent of its population involved in agriculture, mining, and even trapping. Commodity cycles follow a very consistent thirty-year cycle (see chapter 6), and generational and demographic cycles followed closer to a forty-year cycle. Cycles that revolved more around the commodity cycle meant booms and busts about every twenty-nine or thirty years because agrarian consumers didn’t have nearly the effect on the economy that the urban, much more affluent middle-class ones do today. Rural consumers even today in China and India have little economic impact as they are mostly self-sufficient farmers. In contrast, in the twentieth century, major long-term stock peaks in this country came in 1929, 1968, and 2007 when adjusted for inflation. Those were thirty-nine years apart, and also coincided with the peak spending of the last three generations.

			Two boom-and-bust cycles make the four-season cycle, so two commodity cycles would come to fifty-eight to sixty years on average, in line with the Kondratieff cycles up to the early 1900s. After the Roaring Twenties we saw the first mass affluent middle-class society in history. Their spending cycles started dominating instead of the commodity cycle. Hence booms and busts came every thirty-nine to forty years, adding up to two boom-and-bust cycles over seventy-eight to eighty years.

			The magnitude of the Baby Boom generation stretched the heights of inflation and economic/stock booms, while rapidly rising life expectancies and a shift from a commodity-based economy to a mass-consumption, consumer economy also factored into the lengthening of the boom-and-bust cycles from thirty to forty years. All of that explains why most Kondratieff proponents were wrong about a depression in the 1990s. On the new cycle, that depression would come twenty years later—and thus was slated for this decade, the 2010s.

			In Figure 1-10, the second line represents the Spending Waves of each generation and the boom in the economy and stocks that accompanies it. The Bob Hope generation had its rising Spending Wave on a forty-four-year lag to births from 1942 to 1968, and that represented the last great bull market in stocks. The S&P 500 peaked in 1968 when you adjust for inflation. Then there was an on-and-off recession from 1969 through 1982 in its downward Spending Wave. Then the Baby Boom had its Spending Wave on a forty-six-year lag from 1983 to 2007, again with the greatest stock boom in history following almost exactly—from August 1982 to October 2007. From the great recession of 2008, Baby Boom spending trends point down into around 2020, then flatten out and don’t turn up with the Echo Boom until 2022 or 2023. This is how I roughly predicted the next winter, depression season way back in the early 1990s, including the peak around 2007.
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				The new eighty-year cycle summarizes the current cycle that started in 1942 after the Great Depression, or the last winter season. The inflation index in the chart follows the traditional pattern of the Kondratieff Wave: moderate and rising inflation in spring, high and peaking inflation in summer, falling inflation in fall, and deflation in winter. Think of inflation like temperatures in our annual weather cycle. High temperatures are like high inflation and low temperatures are like deflation. Both are uncomfortable and present challenges for the economy and stock markets.

			

			How do you put these to use? Investment, business, and personal strategies have to be different for each season, just as you prepare differently and dress differently for seasonal changes in weather. If you see the change of season coming, it’s no problem to adapt. If you don’t, you’re in trouble.

			I will look at how the seasons are different and how strategies need to change in this winter season ahead for investors in chapter 7, businesses in chapter 8, and governments in chapter 9. But first, given the building blocks of how demographics drive modern middle-class economies in developed countries, let’s look more closely at the Demographic Cliff and how it will continue to affect the world in the coming years.

			The Demographic Cliff Around the Developed World

			The Spending Wave indicator applies to any major country or region of the world. The only difference is that for most countries data on demographics tend to be in five-year cohorts by age instead of one-year increments. But let’s take a country-by-country look at the data.
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				When the Spending Wave peaks among major countries and regions around the world.

			

			Japan peaked in births after two final baby booms into 1942 and 1949. On a forty-seven-year lag (Japan peaks a year later due to lower immigration and higher schooling), the Japanese Spending Wave then peaked twice, in late 1989 and late 1996—and stocks in Japan have been down off and on ever since. This compares with the United States peak in births to follow, between 1957 and 1961, and Canada’s in 1960. So the Spending Wave for North America peaked around 2007 and then started falling off the cliff toward slower spending. Spending in Europe will begin to peak next, only more broadly, but plateaus roughly into 2013–14, and then spending will fall off the cliff in one country after the next there, most by 2018.

			Germany will be the first major European country to fall off the cliff after 2013, along with England, Switzerland, and Austria. South Korea’s spending will plateau from 2010 to 2018, then fall as dramatically as in Japan for decades and decades to follow. Even workforce growth in China will plateau, between 2015 and 2025, after which Chinese demographic growth will decline indefinitely. China will be the first emerging country to go off the Demographic Cliff, although it still has further urbanization trends in the future to create a more moderate level of growth for a few decades.

			If Europe is already in a recession and has major debt problems now, how will it fare when spending goes off the Demographic Cliff after 2013 or 2014? In fact, there is no chance that a major global crisis won’t happen by the end of this decade. Even South Korea will fall off the Demographic Cliff after 2018, the last such country in the wealthy region of East Asia. The second half of this decade clearly is going to be economically worse than the Great Recession of 2008–09, with the worst of our demographic and geopolitical cycles hitting between 2014 and late 2019.

			Spending for the United Kingdom plateaued between 2010 and 2013, but then will begin to fall off the cliff; France’s plateau is the longest, from 2010 to 2020. The plateau for Italy lasts from 2010 to 2018. Spain is the last to peak around 2025, but it is already in a depression after the bursting of the greatest real estate bubble in Europe. Note that the drop-off after the peak in spending is the steepest in the southern and central European countries: Greece, Spain, Portugal, Italy, Germany, Austria, and Switzerland—and Germany is supposed to hold up the euro zone?.

			As mentioned above, the Spending Wave peaked in the United States in late 2007, but will move forward to a second Demographic Cliff by around 2014 or so, because the wealthiest 1 percent to 10 percent of the population will peak in spending by that time. In the United States, income inequality is stronger than in Canada or Europe, as the top 10 percent controls nearly 50 percent of income and spending and the top 1 percent in income alone accounts for nearly 20 percent. Also, the top 10 percent controls over 90 percent of financial assets (outside of personal residences), which the Fed has only exaggerated with endless QE and monetary stimulus.

			So who is the Fed going to get to spend once the rich people go off the Demographic Cliff as their late-stage kids finally leave the nest? Who will be hit the worst in the next financial meltdown and bubble burst? Not Homer Simpson, the common man. He already is experiencing lower real wages, fewer and worse job opportunities, and often an underwater mortgage. It will be the most affluent that suffer massive losses in net worth as financial assets crash again once reality sets in after years of stimulus.

			Our best long-term and intermediate cycles (see chapter 7) suggest another slowdown and stock crash accelerating between mid-2015 and early 2016, and possibly lasting well into 2016 or even early 2017. The worst economic trends due to demographics will hit between 2015 and 2020. The U.S. economy is likely to suffer a minor or major crash by early 2016 and another between late 2017 and late 2019 or early 2020 at the latest. The Dow could fall to 5,800 to 6,000 by mid-2017 or a bit later, and to as low as 3,300 to 3,800 by early 2020, which would simply erase the greatest bubble in stocks that started in late 1994.

			The United States and the euro zone now are the two largest economies in the world. The U.S. Spending Wave moves more sideways for decades to come. The euro zone as a whole (Figure 1-12) has no Echo
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			The Second Demographic Cliff in the United States
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Figure 1-14: Spending Wave, South Korea, 1950-2100
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Figure 1-5: Immigration-adjusted Birth Index, U.S.,1909-2013
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Figure 1-11: Demographic Peaks around the World
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Figure 1-20: Unemployment Rate by Education Level
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Figure I-1: S&P 500 Channel: Two Topping Scenarios, August 2011 — March 2016

2,200

2,000

1,800

1,600

1,400

1,200

- 91-q84
- g1-28q
- 61-390
- g1-Bny
- gL-unp
- Gl-ady
G1-go4
¥1-28a
- ¥1-320
- y1-Bny
F yL-unp
y1-idy
F¥1-9o4
- g1-99q
 €1-390
L g1-Bny
gL-unp
F €pady
SARCEE |
Z1-28q
FZ11P0
- Z1-bBny
L zy-unp
- Zl-idy
SARCEE |
S Rel-Ta
L L1390
L-Bny

1,000
Source: Yahoo! Finance, 2015





OEBPS/images/Ch1_Slide2_fmt.jpg
Figure 1-2: Total Consumer Expenditure by Age
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Figure 1-16: Overcapacity in Major Chinese Industries
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Figure 1-3: U.S. Immigration, 1820-2013
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Figure 1-13: Spending Wave, Germany, 1
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Figure 1-19: Share of Income, Top 1% and Top 10%
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Figure 1-10: 80-Year Four-Season Economic Cycle
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Figure 1-8: Inflation Indicator, 1953-2017
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Figure 1-22: College Graduation Wave
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Figure 1-21: Top 10% of Households, Income by Age
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Figure 1-1: Consumer Life Cycle
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Figure 1-12: Spending Wave, Western Europe, 1950-2100

37500

35500

33500

31500

29500

27500

25500

Thousands, Aged 45-50

23500

21500

19500

17500

—Spending Wave

1950

1960

1970 |

1980

1990

2000

2040
2050 |
2060
2070

2010
2020
2030
2080
2090

Source: United Nations Population Division





OEBPS/images/Ch1_Slide7_fmt.jpg
Figure 1-7: The Spending Wave
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Figure 1-18: Share of Wealth by the Top 1%
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Figure 1-15: Spending Wave, Spain, 1950-2100
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Figure 1-6: Generation Population Size, U.S.
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Figure 1-9: Inflation Forecast, 1950-2030
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Figure 1-17: Workforce Growth, China, 1950-2050
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Figure 1-4: Birth Index, United States 1909-2013
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