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Foreword

The Prussian chancellor Otto von Bismarck once commented sagely that “a statesman is a politician who thinks of his grandchildren.” This brilliant nineteenth-century architect of German unification was hardly an unblemished character, but he was an extraordinary strategic thinker and on this point he was right: True national leadership is more than a tactical exercise; it requires a long-term plan. In the West today we have no plan as to how to secure or develop the resources that are the lifeblood of our prosperity, whereas in the East (and particularly China) they do have such a plan. That premise, and the implications that flow from it, are the essence of Red Alert.

An avid admirer of Stephen Leeb’s work, I believe that the thesis of Red Alert must be taken seriously. I have great reason to urge the reader to do so. To my mind, Stephen is one of the greatest long-term strategists of his generation. This is not puffery. Simply put, I have been a beneficiary of his wisdom in ways that have benefited both my mind and my pocketbook: His insights have been a critical component for me in the creation of not merely one, but several successful businesses. His counsel over the years regarding the trajectory of silver, platinum group metals, oil and gas, copper, and the other resources on which I have built my career has, to put it bluntly, helped me make money. In some cases, he has reinforced my own strong convictions, as with hydrocarbons and gold. In others, he has added whole new dimensions to my thinking, such as with copper and, most recently, silver. Stephen’s perspectives and knowledge have been incredibly valuable, and I have been privileged to have access to them.

What is extraordinary about Stephen is that, much as I think of him as one of my secret weapons, he’s not at all secretive. He publishes an excellent newsletter. He appears regularly on television and at investor conferences. And he has in this book withheld nothing from the public that he has confided to me privately.

The Asian growth story is one to which Stephen was an early subscriber, coining the term “Chindia” long before many of his peers had gleaned the impact of China and India on commodities. Building on this theme, Red Alert raises new questions. One does not have to look for phantoms to conclude that the Chinese in particular “get” where the world is going and that, despite remarkable political challenges (including their rural/urban divide and what will be a fraught navigation toward a more sustainable political equilibrium), as well as physical constraints that may yet derail their ambitions (including a shortage of water and arable land), they’re prepared to do whatever it takes to survive in an era defined by a pronounced “scarcity” of great resources.

The Chinese understand all too well what their strategists refer to as the “correlation of forces” (what we commonly term the “balance of power”) and would appear to have thought through what they need to do to get to the top—and stay there. As Stephen points out, relentlessly and mercilessly, the intellectual and financial preparedness of the Chinese leadership to focus on the struggle for natural resources is only matched, in lopsided symmetry, by the inability of Western leaders to do the same.

That we have precious few if any statesmen, by a Bismarckian standard, is not merely bad luck but systemic. For we are now ill-prepared for the strategic competition in which we are engaged—and well behind the curve in even identifying the problem. I don’t believe our leadership has the slightest inkling of the urgency of most of the themes Stephen elucidates in this text. As such, I fear the future shock to us may be so harsh as to be literally “game over” (to harken back to the title of Stephen’s previous book) for the classically optimistic, growth-focused “expanding pie” outlook underpinning the American dream. For an explorationist given to taking risks in pursuit of scarce resources, and hence a perennial optimist, this foreboding is a novel experience. This fear crystallizes the importance and timeliness of Red Alert.

Like Stephen, I find it hard to see a way out of our conundrum. Putting aside the almost forty years of on-and-off oil shocks, Americans have had opportunities within the past decade alone to do the right thing and “think of our grandchildren”—and yet we squandered the moments amid bipartisan conflict. The trauma of 9/11, the financial crisis that engendered the American Recovery and Reinvestment Act of 2009 and, I might add, the Deepwater Horizon disaster in the Gulf of Mexico, presented turning points where a true leader could have seized the day and summoned the popular imagination in favor of a massive program to invest in alternative energy solutions that would have allowed our civilization to break free of its dependency on foreign oil, create new industries, and improve the environment. Unlike a frog that instinctively knows to leap out of boiling water, even obvious shocks to our economic, political, and physical bodies failed to elicit the appropriate survival reflexes.

Immediately upon finishing reading the final draft of Red Alert, I read another book by my friend Jonathan Powell, entitled The New Machiavelli: How to Wield Power in the Modern World. It turned out to be a worthy codicil to Stephen’s work. Of the many brilliant quotes from Machiavelli’s writing, one passage stood out as emblematic of our predicament:

The Romans did as all wise rulers should, who have to consider not only present difficulties but also future, against which they must use all diligence to provide; for these, if they be foreseen while yet remote, admit of easy remedy, but if their approach be awaited, are already past cure, the disorder having become hopeless; realizing what the physicians tell us of hectic fever, that in its beginning it is easy to cure, but hard to recognize; whereas, after a time, not having detected and treated at first, it becomes easy to recognize but impossible to cure.


By the standards of Confucius (“a man who has committed a mistake and doesn’t correct it is committing another mistake”), the West’s leaders are a woeful lot. The only tender mercy is that their folly is an open book, allowing individuals the ability to prepare for the future.

As befitting a closed regime, hard evidence as to China’s true intent is hard to discern. Even a number of Stephen’s reference points are but anecdotal. In many respects, of course, it is this connecting of the dots into such a compelling picture that brightly illuminates the dramatic contribution Stephen has made to our understanding of one of the most important stories of our generation.

One does not have to condone China’s totalitarian political system or pragmatic opportunism to see that it didn’t create the world’s resource scarcity. Root causes include underexploration by Western companies decimated by a multidecade bear market in commodities and the lassitude of a political class that chose complacency over farsightedness as soon as oil shocks faded. Blaming China is thus like blaming the fellow who finally arrives to the party and finds that the tastiest morsels have already been consumed from the buffet. Having been encouraged to join the global economy and enjoy prosperity, China feels as entitled to secure the raw materials that are the prerequisites for growth as everyone else. That it is doing so through mercantilist practice rather than the outright colonialism that characterized previous resource imperialism (by the West and Japan) is to its credit.

It is not inevitable that America and China must come to blows. Nightmarish images of our fleets being obliterated by Chinese missiles could be better replaced in the mind’s eye with joint patrols by our navies securing trade routes and freedom of navigation. Indeed, the sooner we expunge the concept of China as an “enemy” the better. One doesn’t need to be either defeatist or utopian to grasp the reality that, barring a great depression that cleans the slate of global economic competition for the foreseeable future and sets back the global economy (especially China and India), interdependence must of necessity mean collaboration. Let enmity therefore not be a foregone conclusion. As Viscount Palmerston put it so aptly in a March 1, 1848, House of Commons speech, with reference to his own government:


It is a narrow policy to suppose that this country or that is to be marked out as the eternal ally or the perpetual enemy of England. We have no eternal allies and no perpetual enemies—our interests are eternal and those interests it is our duty to follow.


China may yet become our enemy if we leave each other with no other option—but for now the word “competitor” should suffice, and “collaborator” would be optimal. Of course, by the time we awaken from our slumber, the opportunity to collaborate may be gone and our national interests may well render China a formidable adversary.

When the history of our time has been written, there is a very real possibility that Red Alert will be seen to have fallen more into the realm of prophecy than financial advice. Certainly from my experience with Stephen’s forecasts, this is more likely than not. Whether people will believe Stephen now more than on previous occasions remains to be seen. Seeing how few of us are plugged in to his outlook, I wonder whether it will take resource shortages and social unrest for us to “get religion.” Put another way, we may need blackouts to see the light. I would therefore caution readers to dismiss Stephen’s warnings only at their peril.

Thomas Kaplan

Chairman, Tigris Financial Group


Preface

When history books and economic texts are written years from now, the acknowledged root causes of the devastating recession of 2008–09 will be elements that virtually no one considers today. They will also be recognized as having taken a severe toll on the American economy in the decade leading up to the recession. And today they are in the process of radically altering the way our world will look in a few short years.

It’s widely agreed that the 2008 recession was the worst financial catastrophe since the Great Depression, the closest the U.S. economy has come in modern times to disintegrating. We have no dispute whatsoever with that judgment. After all, the S&P 500 dropped more than 55 percent from its peak in late 2007 to its bottom in early 2009—the biggest decline since the 1930s.

All major banks were on the dole, as the government handed out nearly a trillion dollars to help keep the financial system from imploding. Two of our three auto companies—American icons—went bankrupt, remaining in existence only through taxpayer-funded bailouts. Home foreclosures hit record levels, while median incomes dropped 4 percent, the greatest yearly drop since the Depression. Unemployment soared.

In a desperate, if belated response, the Federal Reserve pushed short-term interest rates down to zero for an extended period—and even more shocking, it added an additional trillion dollars to the banking system. The monetary base, the most fundamental measure of money in circulation, more than doubled in less than a year. Prior to 2008–09 the sharpest annual gain in the monetary base had been about 35 percent.
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The depth of the downturn is acknowledged, yet there is massive misunderstanding as to its underlying causes. As a result, there is utter myopia on the part of economists, analysts, government officials, and the public alike over what comes next. There will be no “return to business as usual,” for everything we’ve experienced to date is just a portent of what lies ahead—unless we act promptly, courageously, and intelligently, ignoring the peripheral and concentrating on the real threats. This book endeavors to explain what this means for you. Two words sum up the crux of our thinking:

Commodities and China.


Wait a minute, we can hear you interject. Why are you bringing in commodities and China, of all things, to explain the recent crisis? Isn’t it known that the financial catastrophe resulted from a lethal combination of high debt levels—on everyone’s part, from consumers to banks to government—and lax regulation? And doesn’t this mean that lowering debt and enacting legislation to better supervise banks and other financial institutions and protect consumers will have a good chance of inoculating us against a recurrence?

Yes and no. High debt and a lack of oversight were the immediate catalysts for the debacle. Banks had too much debt, and consumers too had racked up historic amounts of it. And then of course there was Wall Street, which was leveraged to the hilt in its pursuit of profits via arcane debt instruments.

As for regulation, clearly Wall Street had been allowed to run amok. Even former Fed chairman Alan Greenspan, acolyte of Ayn Rand, conceded that the financial crisis had forced him to alter his belief of more than sixty years that the less regulation the better.

Thus in the aftermath of the crisis we are gaining legislation that aims to better protect consumers from unscrupulous lenders and to regulate Wall Street more closely. We also have a mindset that is, at least temporarily, more resistant to debt.

These are perfectly fine developments in their own right. But they do nothing to prevent the events of 2008 from happening again. The reality is that we remain on a path that virtually ensures, if not another full-scale financial debacle, at the least a protracted decline in Americans’ economic well-being and lifestyle. It will take a clear understanding and warlike effort to get us off that path and onto one that offers hope of a more vibrant economic future.
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So let’s return to those two words, China and commodities.

To understand why they’re so critical and how they pertain both to the recession of 2008–09 and to any hope of a decent economic future, we need to backtrack. One key point to realize is that 2008–09, for all the blinding force with which it hit, didn’t mark a sharp, anomalous downturn in the economy. Those end-of-decade years weren’t when Americans first started getting slammed. Rather, Americans had been hurting for the entire decade leading up to that catastrophe. Things already had gotten bad, with forces in play that were roiling the economy and playing havoc with the American dream.

Flash back to the beginning of the decade. The tech bubble had burst, tech stocks were crashing, and the economy was just three months short of entering its first recession since mid-1990. When that recession officially began in March 2001, stocks were down more than 20 percent from their highs. Between March 2001 and the terrorist attacks of September 11, stocks fell another 20 percent. After 9/11, policymakers pulled out all the stops, and economic activity bottomed out. The National Bureau of Economic Research declared that the recession had ended in November 2001. But stocks, in unprecedented fashion, continued to decline and did not start to turn around until March 2003, more than fifteen months after the recession had ended.

Historically, stocks begin to rise in earnest about four to six months before a recession ends. There have been cases where stocks and the economy start to improve together, but never before had there been a fifteen-month lag between a turn in the economy and a new bull market. Not during the Depression, not in the post–Civil War era. This extreme anomaly demands an explanation.

Much of the answer relates to the fact that even as stocks were continuing to decline, a roaring bull market was taking off in another arena: commodities. In the fifteen or so months following the recession’s end, copper, for example, gained more than 15 percent. But this was peanuts compared to oil, which gained nearly 100 percent as it soared from the mid-teens to nearly $30 a barrel. Broad-based measures of industrial commodities gained nearly 20 percent, a bull market by any definition. So those looking for a bull market in stocks were just looking in the wrong place.

Throughout the decade, even after the stock market eventually turned up and took off, commodities continued to be the star investments. The S&P 500, from its low in 2003 to its high in 2007, rose more than 85 percent, and more than doubled when you include dividends. In the same period, however, copper rose from about 70 cents a pound to a high of $4, oil climbed more than sixfold from its 2003 low to its 2008 high, and many other industrial commodities made comparable gains.

Understand that what was propelling these gains in commodities was a sharply rising demand from the developing world, and in particular China, whose economy had been growing by about 10 percent a year. China and other developing countries were ravenous for commodities, causing prices to surge. Because those countries were growing so rapidly, they could absorb the rising costs of commodities, as these inputs would generate further growth and profits. For developed countries like the United States, however, it was a different story: Rising commodity prices, caused by someone else’s demand and not our own, caused economic pain.

For the developed world, rising commodities were the worst sort of news, representing a trend that was simultaneously deflationary and inflationary. In 2008 higher commodity prices started to filter through to the inflation numbers. With inflation rising in both the United States and Europe, central bankers began to think about tightening credit. Indeed, the European Central Bank raised interest rates within a month of the collapse of Lehman Brothers, which turned out to be the first domino in the catastrophic chain reaction. The Fed was heatedly considering making the same mistake.

Overlooked was that rising inflation was also a sign that deflationary forces were at work. Yes, higher gasoline prices were inflationary, but they also were a direct hit to consumers’ wallets. Economic growth during the 2000s, averaging 1.8 percent, was the slowest since the 1930s, a direct consequence of rising commodity prices.

These GDP numbers, though telling, are an abstraction. The statistic that drives home how bad the decade was is the drop in median family income. In 1999–2000, adjusted for inflation, median family income was roughly $52,000, the highest ever. By 2005 it had fallen to a bit over $50,000, the first multiyear decline since data began being kept in the 1940s. It remained there until 2009, when it dropped to about $48,000.

The decade’s decline in median family income, which resulted from an economy that was barely growing as a result of rising commodity prices, would have been bad enough for consumers. But soaring commodities inflict compound damages, and they punished consumers in multiple ways. From the middle of the decade to its end, household spending on energy climbed from about 4 percent of typical income to nearly 10 percent. And that was just energy—other commodity price increases added to the cost of housing and food. Soaring commodities amounted to an unprecedented, multifaceted tax on American consumers at a time when those same commodities were holding back economic growth, resulting in a record loss of income!

They also explain the record-high consumer debt levels, which played such a big part in the 2008–09 collapse. Consumers had to borrow hand over fist simply to keep their heads above water.

In 2008, however, as we noted above, the Fed was focused on the inflationary effects of rising commodity prices—in retrospect, clearly the lesser of two economic evils. Six or seven months into a recession, central bankers should have been lowering rates to perk up the economy. With debt levels high, housing prices weak, and powerful deflationary forces at play—that is, sharply rising commodity prices—the decision to ease credit should have been no contest. Yet the Fed, mesmerized by the inflationary threat it saw in rising commodity prices, chose not to loosen, choking off the chance of providing oxygen to a gasping economy.

Any way you look at it, then, rising commodity prices were the essential cause of the Great Recession. They lay behind the decade’s sluggish growth, declining income, and high debt levels, and they were responsible for the Fed’s decision not to loosen credit in the middle of a recession, which made matters even worse. And lying behind rising commodities was that giant global economic phenomenon, China.
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Don’t get us wrong. We have no interest in painting China as evil or our mortal enemy. China isn’t motivated by a desire to destroy us; rather, it’s out to improve its own standard of living, a laudable goal for any government. There’s no point in demonizing China for pursuing its own economic interests. But as a disciplined, fast-growing economic juggernaut, China poses a massive challenge to the United States and represents a major threat to our economic well-being. And we have only a limited window of time in which to respond to this challenge in any meaningful way.

It’s still all about commodities, but the stakes are getting higher than ever, because commodities are becoming scarce. And as we’ll show in this book, without securing massive amounts of an extensive array of commodities, our civilization will have little chance of surviving. It will literally run out of energy, which depends on access to a wide range of other commodities. China understands this and is operating accordingly, starting to accumulate commodities of all sorts. Right now, despite the pain of the 2000s, the United States appears not to have a clue.

We find it ironic that if you had to date the beginning of China’s huge impact on commodities, it would be close to September 11, 2001. On that day and on all days thereafter, we have been fighting the wrong battles, in the wrong places.

And while we aren’t demonizing China, we think it’s appropriate to formulate the challenge it poses in terms of an economic war, because the effort needed to maintain our way of life, and all that goes with it, will require a warlike commitment in terms of focus and money. We need to view it as a life-or-death struggle—a struggle to secure the resources that will enable us to switch to an economy built around renewable energies, the only thing that can sustain us in coming decades and beyond.

Right now, it’s a war we aren’t likely to win, because Americans don’t even know we should be fighting it. But we hope this book will help change that. The past decade illuminates the consequences of losing this war. But if we can marshal our minds and our will in the right direction, we believe there’s still hope of altering our future toward a brighter path.

[image: image]

We hesitate to make predictions or offer a timeline as to how and how quickly events will play out; there are just too many factors at work that could affect how differently our world will look ten or twenty years from now. Yet we can say with high confidence that without the introduction of some unforeseen breakthrough technology, America is inescapably headed for trouble that will make all previous difficult times we’ve experienced to date look like a walk in the park. Unfortunately, we know of no viable techno-fix candidates that will save the day.

In the meantime, if China’s growth continues unabated, the exponential nature of its consumption of finite natural resources will bring about an alarming deterioration in America’s material well-being through soaring costs for everything we consume. This is likely to occur even if America gets on the stick and starts to build out its alternative energy production capacity in earnest, committing trillions of dollars to the effort and with the urgency of combating a world war.

If we continue on our present course, doing little to address the issues at hand, we can expect severe dislocations and an irreparable drop in our national income—our children will experience a decidedly lower standard of living.

We will enter a period of prolonged economic contraction. The forced era of unusually sharp frugality due to the soaring cost of living will lead to a dramatically shrinking service sector (currently 70 percent of the economy), chronic high structural unemployment, and the potential for much higher crime rates as desperate people are forced to resort to desperate measures to make ends meet. Fewer people will be able to afford the cost of a college education.

Resource scarcity will also change our physical landscape. We will be driving smaller cars and traveling less due to soaring fuel costs. We will live in smaller houses, and there may well be a mass exodus from the exurbs and suburbs to cities where affordable public transportation is available.

In a worst-case scenario, resource scarcity could bring about global resource wars, as the fight for critical materials currently believed to exist in abundance (copper, silver, and zinc, for instance) moves from boardrooms where corporate takeovers are now conducted to the field where soldiers, sailors, and airmen vie to secure must-have resources by other means.

Here at home, the hardships that develop as a consequence of resource shortages could potentially be a catalyst for a massive change in how America is governed. As with the socialist and fascist movements that gained momentum during the Great Depression, the difficult era we’ve embarked upon will engender more extreme political views that could ultimately lead to a more autocratic form of government.

In short, everything we hold dear that is the American way of life is at risk.

Keep in mind that soaring commodity prices threaten to spark a sequence of deep recessions followed by periods of perhaps modest growth that quickly push prices much higher again, repeating the cycle. The contractions will temporarily reduce demand for basic commodities, drawing out the process of resource depletion. But the end results are likely to be no different, with America’s stature in the world greatly diminished, our standard of living significantly lower than what we’ve become accustomed to, and our disposable incomes dramatically curtailed, the aftereffect of the soaring costs of life’s necessities and everything else.
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