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			Praise for The End of the Everything Bubble

			“Take a tour through Sandy Nairn’s well-curated, well-annotated financial picture gallery. The images should frighten you. Better still if they also catalyze prudent, wealth-saving action. A timely warning by an investor who knows whereof he speaks.”

			– James Grant, editor of Grant’s Interest Rate Observer

			“The scale of monetary and fiscal expansion in recent years has been staggering, and has been much more successful in creating a boom in asset prices than growth in the real economy. Sandy Nairn’s rigorous analysis of asset markets is compelling, and his conclusion that asset prices are set for a hard landing is persuasive.”

			– Lord Macpherson, former Permanent Secretary to H M Treasury

			“In this book, Sandy Nairn eloquently describes the contours of the vast moral hazard landscape in which we are enveloped.  This highly readable account of our predicament begs the question, is this the moment for a fundamental breakdown of the post-Bretton Woods economic and financial settlement? He has thrown down the gauntlet to the governing authorities, the major central banks and to his fellow-professionals in the investment industry, challenging them to provide a credible alternative, and more reassuring, appraisal of the status quo.”

			– Peter Warburton, director of Economic Perspectives Ltd  and author of Debt and Delusion
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			DISCLAIMER

			This publication is distributed with the understanding that the author is not engaged in giving professional services or professional advice in this book. If any such services or advice are sought by the reader, the services of a professional who can assist the reader should be sought. Neither the author nor the publisher is liable for any actions prompted or caused by the information presented in this book.

			The author is extremely grateful to Franklin Templeton for creating an environment where debate and disparate views are encouraged. All the views expressed within this book are those of the author and should not be attributed to Franklin Templeton. Equally, all errors and omissions remain the responsibility of the author.

		

	
		
			“ ‘Since we decided a few weeks ago to adopt the leaf as legal tender, we have, of course, all become immensely rich…But we have also,’ continued the management consultant, ‘run into a small inflation problem on account of the high level of leaf availability…So in order to obviate this problem,’ he continued, ‘and effectively revalue the leaf, we are about to embark on a massive defoliation campaign, and…er, burn down all the forests. I think you’ll all agree that’s a sensible move under the circumstances.’ The crowd seemed a little uncertain about this for a second or two until someone pointed out how much this would increase the value of the leaves in their pockets whereupon they let out whoops of delight and gave the management consultant a standing ovation.” 

			– Douglas Adams, The Restaurant at the End of the Universe (Pan Books, 1980)
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			Preface

			Although infrequent, periods of financial excess are hardly unknown in modern experience. My generation has lived through two of the worst peacetime economic crises of modern times – the global inflation shock of the 1970s and the global banking crisis of 2008 – as well as two other notable but less severe recessions in 1989–90 and 1999–2000. 

			In all four episodes the stock market suffered a sharp decline and economic activity took a big hit. While there will always be cycles in the economy and in financial markets, their impact on people’s livelihoods and wealth can be compounded if there is financial exuberance in the years preceding declines.

			It appears obvious to me that another such period of exuberance is unfolding before our eyes. 

			When policymakers began responding to the global pandemic in 2020, the hope was that we could avoid a repeat of damaging and avoidable market crashes witnessed in 2000 and 2008, where rampant speculation and irresponsible lending contributed to 50% declines in stock market wealth. These episodes rightly bear comparison with the great financial crises of the more distant past – 1873, 1896, 1907 and 1929 among them.

			It would be comforting to think the lessons of the past have been learned. It has been clear for some time, however, that they have not. Global leaders, both politicians and central bankers, have locked themselves into a policy box from which even an economic Houdini would struggle to escape. The effect has been to induce yet again the kind of widespread financial excess that has precipitated damaging declines in the past. 

			It means we are heading for another painful period in which financial losses will spread through the markets, not only causing losses for investors, but spilling over into the real economy. As an investor who believes history has much to teach us, I find the current complacency of politicians, bankers and many professional investors about this prospect deeply concerning. 

			Signs of excess are visible all around. You can see it in the price of Bitcoin, in the exalted levels of share prices, in the mania for online gambling, in any number of crazy ‘blind pool’ investments that nobody could sensibly want to own – and, in fact, in the majority of investment assets, from classic cars to modern art.

			These are clear echoes of the dangerous behaviour which preceded the great stock market crashes of the past. Many of these featured in my book, Engines That Move Markets,1 a study of periods of technological boom and bust and their impact on financial markets, ranging from the early 19th century to the present day.

			Much of the data used in the following pages refers to the US. This is not intended to suggest that the rest of the world is not equally important. Nor does it mean that when the cracks appear they will necessarily appear first in North America. The focus on the US is mainly to help present a consistent picture for the world’s largest and most dynamic economy. It is partly also because it is where many of the signs of asset price excess are most evident.

			The purpose of writing this analysis is to draw attention to the risks facing investors in today’s world and to lay out some of the options open to those who are willing to act now to avoid future harm to their wealth. The right course of action will depend on which of a number of scenarios play out.

			Of course, my assumptions and line of reasoning may be wrong. It could be that the world can muddle through for a little while longer. Yet history tells us that wishful thinking, while good for morale, is rarely a productive approach in investment. The prudent will be taking remedial action today.

			alasdair nairn

			Edinburgh, 2021

			

			
				
					1 Nairn, A., 2018. Engines That Move Markets: Technology Investing from Railroads to the Internet and Beyond. 2nd ed. Petersfield: Harriman House.

				

			

		

	
		
			1. Exceptional Times

		

	
		
			We are living through an extraordinary period that in many respects has no parallel in the history of financial markets. These are some of the striking features of current market conditions as we enter the new decade, 13 years on from the global financial crisis of 2008:

			
					Interest rates are the lowest they have been for centuries and perhaps, according to one respected authority,2 the lowest they have been for 5,000 years.3

					Governments have borrowed more money and accumulated more debt than at any previous time in history – with the US, for example, scaling the heights of its World War II peak.

					Central banks have created money and added monetary stimulus since the end of the global financial crisis on a scale that is greater than anyone has seen – or even thought possible – before.

					Governments are now embarking on an unprecedented peacetime fiscal expansion in response to slowing economic growth and the shock of the Covid-19 coronavirus pandemic.

					Although it has never been tried before, and despite its evident risks, the scale of this combined monetary and fiscal stimulus nevertheless appears to be supported by consensus elite opinion.

					Owners of debt have shown themselves willing to lend money on riskier terms and to riskier ventures than has been considered prudent in the past.

					$18 trillion, or over one quarter, of global investment-grade corporate bonds traded on negative nominal yields in October 2020, while the amount of sovereign debt selling on negative real yields exceeded $31trn. The real yield on US Treasuries has been negative for most of the past two years.

					Stock market valuations are at extreme levels, between two and three standard deviations above the historical mean, and not far removed from the excesses that preceded the 1929 and 2000 stock market crashes.

					Numerous other examples of speculation and financial excess can be observed across many types of investment assets and in the behaviour of financial institutions and individuals alike. Bitcoin is a representative example, but there are many others.

			

			It is only a question of when, not if, this period of high valuations and widespread speculation comes to a juddering halt. Looking back at past episodes when similar conditions applied, it seems extremely unlikely that the process of rectifying today’s excesses can be anything but a painful one. 

			Not a new phenomenon

			We have been here before. Periods of financial excess are easy to recognise, at least in retrospect. Typically they are named after their most salient characteristic. The ‘Nifty Fifty’ in the 1960s, Japanese real estate in the 1980s, the Asian crisis in the 1990s and the TMT (telecoms, media and technology) bubble in 2000 are some obvious examples. Sub-prime mortgage lending in the run-up to the global financial crisis of 2008 would be another.

			A common feature of past crises is that governments – or, more recently, not-so-independent central banks – have been slow to react to the evidence of excessive risk-taking and asset-price inflation. In the famous words of a former chairman of the Federal Reserve, they fail to “take away the punch bowl” before the party gets out of hand. As a result, the hangover when it comes is longer and more painful than it might have been.

			Periods of overvaluation are typically

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					The world’s population is ageing. In most major economies the dependency ratio – the number of those not of working age divided by the total working-age population – is worsening, meaning there are proportionately fewer workers to carry the burden of the economically inactive. 

					The planet is warming. The threat of global warming requires a move away from fossil fuels and hydrocarbon-based activities. Whilst necessary, this will come at a financial cost in the medium term, even if the replacement technologies eventually drop in price.

					Migration flows are being inhibited by rising populism and political factors, as a result of which labour markets are no longer as freely and globally competitive as before. 

					The flood of labour crossing borders after the fall of the Soviet Union, the expansion of the EU and the integration of China into the global economic system is now much more subdued. 

					The productivity gains from rural-to-urban population movement and industrialisation in China (and Asia generally) will be much more limited in the future.

					The willingness of companies to rely on components and raw materials supplied by a single source is reversing, based on the realisation that having an extended supply chain without alternative suppliers carries serious strategic risks. 
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